
THE ACQUISITION OF WEAPONS SYSTEMS

HEARINGS
BEFORE THE

SUBCOMMITTEE ON
PRIORITIES AND ECONOMY IN GOVERNMENT

OF TE1

JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

NINETY-SECOND CONGRESS

SECOND SESSION

PART 6
DECEMBER 18, 19, 20, AND 21, 1972, AND JANUARY 10, 1973

Printed for the use of the Joint Economic Committee

*

U.S. GOVERNMENT PRINTING OFFICE

WASHINGTON: 197305 -128

For sale by the Superintendent of Documents, U.S. Government Printing Offlce
Washington, D.C. 20402 - Price $5.50

Stock Number 5270-01956



JOINT ECONOMIC COMMITTEE

(Created pursuant to sec. 5(a) of Public Law 304, 79th Cong.)

WILLIAM PROXMIRE, Wisconsin, Chairman
WRIGHT PATMAN, Texas, Vice Chairman

SENATE

JOHN SPARKMAN, Alabama
J. W. FULBRIGHT, Arkansas
ABRAHAM RIBICOFF, Connecticut
HUBERT H. HUMPHREY, Minnesota
LLOYD M. BENTSEN, JR., Texas
JACOB K. JAVITS, New York
JACK MILLER, Iowa
CHARLES H. PERCY, Illinois
JAMES B. PEARSON, Kansas

HOUSE OF REPRESENTATIVES

RICHARD BOLLING, Missouri
HALE BOGGS, Louisiana
HENRY S. REUSS, Wisconsin
MARTHA W. GRIFFITHS, Michigan
WILLIAM S. MOORHEAD, Pennsylvania
WILLIAM B. WIDNALL, New Jersey
BARBER B. CONABLE, JR., New York
CLARENCE J. BROWN, Ohio
BEN B. BLACKBURN, Georgia

JOHN R. STARK, Executive Director
LOUGHLIN F. MCHUGH, Senior Economist

ECONOMISTS

WILLIAM A. Cox
JERRY J. JASINOWSKI

L. DOUGLAS LEE

LuCY A. FALCONE
JOHN R. KARLIK

Ross F. HAMACHEK
RICHARD F. KAUFMAN

COURTENAY M. SLATER

MINORITY

LESLIE J. BANDEE GEOoGE D. KRUMIHAAR, Jr. (Counsel) WALTER B. LAESSIG (Counsel)

SUBCOMMIrTEE ON PRIORITIES AND ECONOMY IN GOVERNMENT

WILLIAM PROXMIRE, Wisconsin, Chairman

SENATE

JOHN SPARKMAN, Alabama
HUBERT H. HUMPHREY, Minnesota
CHARLES H. PERCY, Illinois
JAMES B. PEARSON, Kansas

HOUSE OF REPRESENTATIVES

WRIGHT PATMAN, Texas
MARTHA W. GRIFFITHS, Michigan
WILLIAM S. MOORHEAD, Pennsylvania
BARBER B. CONABLE, JR., New York
CLARENCE J. BROWN, Ohio

(II)



CONTENTS

WITNESSES AND STATEMENTS

MONDAY, DECEMBER 18, 1972

Proxmire, Hon. William, chairman of the Subcommittee on Priorities and Page
Economy in Government: Opening statement -1623

Staats, Hon. Elmer B., Comptroller General of the United States, accom-
panied by Robert F. Keller, Deputy Comptroller General, Thomas D.
Morris, Assistant Comptroller General, Richard W. Gutmann, Director
of Procurement and Systems Acquisition Division (PSAD), and Je-
rome H. Stolarow, Manager, Regional Office, Los Angeles, Calif - 1625

Kitchen, Lawrence O., president, Lockheed-Georgia Co - 1736
Durham, Henry M., former employee, Lockheed-Georgia Co -1743

TUESDAY, DECEMBER 19, 1972

Proxmire, Hon. William, chairman of the Subcommittee on Priorities and
Economy in Government: Opening statement -1821

Rule, Gordon, Director, Procurement Control and Clearance Section, Ma-
teriel Command, Department of the Navy -1823

Girardot, Dean L., coordinator for Metal Trades Department, AFL-CIO,
Pascagoula, Miss., accompanied by Patrick C. O'Donoghue, general
counsel - 1924

WEDNESDAY, DECEMBER 20, 1972

Proxmire, Hon. William, chairman of the Subcommittee on Priorities and
Economy in Government: Opening statement -1945

Loomis, Hon. Philip A., Jr., Commissioner, Securities and Exchange Com-
mission, accompanied by John C. Burton, Chief Accountant, and
Andrew Steffan, Chief Financial Analyst - 1948

THURSDAY, DECEMBER 21, 1972

Proxmire, Hon. William, chairman of the Subcommittee on Priorities and
Economy in Government: Opening statement -2025

Shillito, Hon. Barry J., Assistant Secretary of Defense for Installations and
Logistics, accompanied by John M. Malloy, Deputy Assistant Secretary
for Procurement, Vice Adm. Eli T. Reich, Deputy Assistant Secretary
for Production Engineering and Materiel Acquisition, Col. Bruce Bene-
field, USAF, chairman of the Contract Finance Committee, Bernard
Lynn, Director, Defense Contract Audit Agency, Joseph Welsch, Deputy
Assistant Secretary of Defense for Audit, Cyril Buehrle, Director, Bank-
ing and Contract Financing, Office of Comptroller, Department of
Navy, Harvey Gordon, Assistant to Deputy Assistant Secretary of the
Air Force for Procurement, Arnold Bueter, Deputy Comptroller, Air
Force, and Capt. Ronald Floto, USA, Analyst in the Office of the As-
sistant Secretary of Defense (Comptroller) - 2027

WEDNESDAY, JANUARY 10, 1973

Proxmire, Hon. William, chairman of the Subcommittee on Priorities and
Economy in Government: Opening statement -2205

Rule, Gordon W., former director, Procurement Control and Clearance
Division, Naval Materiel Command - 2210

Kidd, Adm. I. C., Chief, Naval Materiel Command -2217
Mondello, Anthony L., General Counsel, Civil Service Commission -2244

(m)



IV

SUBMISSIONS FOR THE RECORD

MONDAY, DECEMBER 18, 1972

Blackburn, Hon. Ben B.:
Interrogation, colloquy, and points of interest:

Staats, Hon. Elmer B.: Page

Changes in DOD procurement practices -1668
Proxmire, Hon. William:

Reply by U. E. Reinhardt, Ph.D., to a comment by the Comptroller
General on a break-even analysis for Lockheed's Tri-Star: An
application of financial theory -1676

Interrogation, colloquy, and points of interest:
Staats, Hon. Elmer B., et al.:

Litton ammunition ship claim -1657
Litton submarine claim -1657
Litton "ripple" claim -1657
LHA program -1658
Lack of progress on LHA -1659
Low efficiency in Litton shipyard -1659
Delivery delays -1660
Navy grants Litton 6-month extension -1661
Litton's modern shipyard -1661
Navy-maritime administration audit of Litton -1661
Financial capability of Litton to complete performance - 1661
Response to Chairman Proxmire concerning factors affecting

defense cost overruns and proposed remedies -1663
Need to protect public against financially incapable contrac-

tors -1665
GAO does not have information to forecast financial condi-

tions of contractors -1666
GAO access to contractors' commercial records -1666
Response to Chairman Proxmire's request to supply for

the record GAO's opinion concerning their being given
access to commercial records -1666

Difficulties of forecasting -1667
Army should-cost studies -1668
Army plans additional studies -1669
Lockheed loan guarantee: break-even point -1669
Potential Lockheed losses - 1671
L-1011 cost increases -1671
Over-capacity in aerospace industry -1672
Lockheed finances -1673
Government's interests -1674
Financial analysis of U. E. Reinhardt -1674
Response to Chairman Proxmnire's request to supply GAO

comments on Professor Reinhardt's break-eveD analysis - 1675
C-a progress payments - -1683
Loophole used 1684
Bailout law -1685
Response to Chairman Proxmire's request to provide cases

concerning the formalization of an informal commitment
under Public Law 85-804 by an authorized Government
agency -1685

Response to Chairman Proxmire's request to supply for
the record GAO's opinion concerning informal agreement
as to progress payments to Lockheed -1686

Congress not told about excess progress payments -1686

Excess payments may create incentive to bail out con-
tractor -1687

Charges made by Henry Durham -1687
Response to Chairman Proxmire's request to supply for the

record the analysis of the specific differences where the
final GAO report made to the Congress differed from
the charges, and where the final GAO report differed from
the Atlanta staff study -1689

GAO quarterly audit reports - 1690



V

Proxmire, Hon. William-Continued
Interrogation, colloquy, and points of interest-Continued

Staats, Hon. Elmer E., et al.-Continued
Response to Chairman Proxmire's request to supply for the

record the various GAO audit reports relative to Lock- Page
heed Aircraft Corp -1691

Lockheed's use of manpower -1732
Response to Chairman Proxmire's request to supply for the

record the effects on costs that absenteeism or idleness
have caused on the C-5A -1733

Bid and proposal costs -1733
Withholding of retirement reimbursements -1733
Response to Chairman Proxmire's request to supply for the

record how various aerospace firms handle their retire-
ment fund payments -1734

Total package procurement contracts -1734
Response to Chairman Proxmire's request to supply for the

record how many total package procurement contracts are
still in force, and the total value of these contracts - 1735

Staats, Hon. Elmer B., et al.:
Statement:

Charges by Henry Durham concerning C-5 -1625
C-5 progress payments -1627
Method used for computing progress payments inappropriate - 1628
Lockheed paid $400 million "excess" progress payments -1633
Should-cost studies -1635
GAO review of Army should-cost studies -1636
Improvements suggested to contractors -1636
GAO review of should-cost approach -1637
Improvements possible in government policies -1638
Emergency loan guarantee act - 1639
Access to records problem -1640
Excerpt from page 11 of the Sept. 5, 1972, report of the Emergency

Loan Guarantee Board -1641
Excerpt from appendix II to GAO report on the Emergency Loan

Guarantee Act, dealing with the Emergency Loan Guarantee
Board's position on access to records -1642

Response to Chairman Proxmire's question regarding a lawsuit
against the Emergency Loan Guarantee Board -1642

Navy shipbuilding claims -1642
LH A program -1643
Delivery delays -1644
Cost increases -1644
Progress payments - 1645
DD963 program -1645

Prepared statement -1646
Investigation of charges by Henry M. Durham -1646
Progress payment practices on the C-5 aircraft program -1648
Assessment of Army should-cost studies -1651
Implementation of the Emergency Loan Guarantee Act -1653
Status of shipbuilding claims -1654

AFTERNOON SESSION

Blackburn, Hon. Ben B.:
Interrogation, colloquy, and points of interest:

Kitchen, Lawrence O.:
Missing parts -1813
Experience with C-5 aircraft -114
Lockheed finances -1815

Durham, Henry M.:
Statement:

GAO staff study -1743
Comptroller General's report -1743
GAO staff study findings -1744
GAO report a whitewash - 17463



VI

Durham, Henry M.-Continued
Statement-Continued

Comments on the staff study prepared by the GAO Atlanta
regional office and the report by the Comptroller General
regarding charges of unsatisfactory management practices in the Page

C-5 aircraft program at Lockheed-Georgia Co - 1746
Excerpts from the hearing "The Acquisition of Weapons Systems,

Part 5," before the Subcommittee on Priorities and Economy
in Government of the Joint Economic Committee -1772

Kitchen, Lawrence O.:
Statement:

Summary of Lockheed's comments on the staff study prepared by
the GAO Atlanta regional office on testimony of Henry M.
Durham alleging certain unsatisfactory management practices
at the Lockheed-Georgia Co - 1737

GAO findings -1739
Lockheed took corrective actions - 1740
Causes of cost problems - 1741
Progress of C-5 program - 1741

Proxmire, Hon. William:
Interrogation, colloquy, and points of interest:

Durham, Henry M.:
Chairman disagrees with Durham- - 1804
GAO report confirms some charges -1804
Missing parts - 1809

Kitchen, Lawrence O.:
Lockheed accepts GAO findings -1805
Deficiencies in C-5 delivered to Air Force- - 1805
Excess progress payments -_ 1807
Wheel mishap - 1811
Lockheed's use of manpower - 1812
Total package procurement -1816

TUESDAY, DECEMBER 19, 1972

Conable, Hon. Barber B., Jr.:
Interrogation, colloquy, and points of interest:

Rule, Gordon:
LHA contract awarded competitively- - 1912
Price raised after contract awarded -1912
Progress payments -1913
Possibility of fraud in claims -1913
Need for planning mobilization base - 1922

Girardot, Dean L., et al.:
Shipbuilding labor costs -1931

Girardot, Dean L., et al.:
Statement:

Litton promises job security - 1924
Labor-management problems - 1925
Morale declines - 1925
20-day lockout - 1926
Reorganization of shipyard - 1926

Proxmire, Hon. William:
Interim Report of Production Audit of Litton Ship Systems, Division

of Litton Industries, conducted by a Joint Naval Ship Systems
Command and U.S. Maritime Administration (Office of Ship Con-
struction) Production Audit Team - 1833

Article from the Washington Star-News, December 15, 1972, entitled,
"Pressure From Ash on Navy Pact Cited" -1917

Article from the Washington Star-News, December 17, 1972, entitled,
"Proposal by Ash for $2 Billion Aid Pushed by Litton" __ 1919

Interrogation, colloquy, and points of interest:
Rule, Gordon:

Job description responsibilities - 1828
Allegation of misrepresentation in Litton submarine claims. 1829
Litton overpaid on submarine contracts- - 1830



VII

Proxmire, Hon. William-Continued
Interrogation, colloquy, and points of interest-Continued

Rule, Gordon-Continued
Correspondence between Chairman Proxmire, Secretary Page

Warner, and Assistant Secretary Sanders -1830
DCAA audit reports -1831
Navy-maritime administration joint audit-interim report 1832
Appointment of Roy Ash- - _-- __--- _-_-__-__-_-__ 1915
Role of Roy Ash in LHA negotiations - 1916
Get-the-contract syndrome - 1921
Bail-out law -1921
Lack of progress on LHA contract -1936
DD 963 and F-14 not sent to Rule for clearance -1937
Large claims still unsettled - 1937
S-3A program -1938
Total package procurement -1939
Bailouts may establish precedent -1941

Girardot, Dean L., et al.:
Management insisted on two separate yards - 1927
Orders to cut ship in half - 1928
Problems with modular construction - 1929
Labor turnover - 1933
Strikes at Litton -1934
Labor-management problems - 1935

Rule, Gordon:
Statement:

F-14 program - 1823
Grumman full page ad -1823
Full page ad to the shareholders of Grumman Corporation out-

lining reasons why no further work will be performed with
respect to the fiscal year 1973 procurement of the F-14 aircraft;
which appeared in the New York Times, Tuesday, December 12,
1972 -1824

Grumman reduces F-14 proposal by $500 million -1825
LHA not a total package procurement - 1826
Modular construction concept -1826

WEDNESDAY, DECEMBER 20, 1972

Loomis, Hon. Philip A., et al.:
Statement:

Statement by Hon. William J. Casey, Chairman, Securities and Ex-
change Commission, on disclosure concerning quality of earnings,
with attached releases - 1952

Prepared statement -1959
Current reporting requirements -1960
Conclusion -1964
Attachment -1964

Proxmire, Hon. William:
Interrogation, colloquy, and points of interest:

Loomis, Hon. Philip A., et al.:
Work of committee moved SEC to investigate Lockheed - - 1966
SEC manpower - 1967
Spot checks of large contractors- -1969
Lockheed - 1969
Cost overruns should be disclosed - 1970
Expanded senior auditing and analytical staff -1970
Special surveillance of companies engaged in long-term con-

tracting -1972
Reliance on independent auditors - 1973
SEC study on disclosures by defense contractors -1973
Lack of full disclosure - 1974
SEC needs to do more -1975
SEC may charge fees for audits -1976
SEC not a guarantor of investments - 1976



VIII

Proxmire, Hon. William-Continued
Interrogation, colloquy, and points of interest-Continued

Loomis, Hon. Philip A., et al.-Continued Page
Need for disclosure - 1976
Special guidelines -1977
Who killed the guidelines? -1978
Cost overrun estimates - 1980
Sequence of events regarding guidelines - 1981
Correspondence concerning Litton -1982
Anticipated recoveries from claims -1983
SEC inquiry -1984
Litton annual report -1985
Disclosures by other contractors -1986
Grumman and F-14 - 1986
Investor confused -1987
Additional resources needed to crack down on giant con-

tractors -1989
Letter to Chairman Proxminre, dated January 3, 1973, provid-

ing a number of items of additional information requested
by Chairman Proxmire and correcting certain errors and
omissions - 1990

THURSDAY, DECEMBEM 21, 1972

Proxmire, Hon. William:
Address by Leonard Sullivan, Jr., Principal Deputy Director, Defense

Research and Engineering, before the AFMA/NSIA symposium,
Sheraton-Park Hotel, Washington, D.C., August 16, 1972 -2125

Interrogation, colloquy, and points of interest:
Shillito, Hon. Barry J., et al.:

Improvements in procurement -2123
Speech by William Sullivan -2124
Defense costs to rise -2152
Manpower costs- 2152
Defense costs-projections -2154
Need to change procurement policy -2155
Tactical aircraft -2156
Response to Chairman Proxmire's question pertaining to

lightweight fighter planes needed to complement the F-15s 2156
F-15 -2157
F-14 -2157
Army attack helicopter -2158
Response to Chairman Proxmire's question concerning the

effect a budget shortfall might have for development of
a new attack helicopter -2158

Response to Chairman Proxmire's question concerning what
change in procurement policies indicate the Army may be
solving its procurement crisis - 2159

Strategic weapons- 2159
Excess progress payments on F-14 contract -2162
Advance payments -2163
Advance payment agreements unusual for largest contractors- 2165
Terms of agreement with Grumman -__ 2166
Navy investigation of Litton shipbuilding claims -2167
Letter to Chairman Proxmire, dated December 14, 1972,

from Hon. Frank Sanders, Under Secretary of the Navy,
concerning Navy shipbuilding contracts with Litton-- 2169

Audit reports of excess progress payments considered con-
fidential -2170

Contractor's cooperation with Navy audits -2170
DOD study of progress payments abuses -2172
Response to Chairman Proxmire's request to supply for the

record a list of contractors who obtained progress pay-
ments - 2173

Total excess progress payments ----------- 2178
Truck-lifts contract --------------------- 2179
Response to Chairman Proxmire's query concerning a specific

progress payments abuse- -_-_- _--------- 2179
Raytheon contracts -_ ------------ 2179



DC

Proxmire, Hon. William-Continued
Interrogation, colloquy, and points of interest-Continued

Shillito, Ron. Barry J., et al.-Continued
No action taken against Government officials who allow Page

contractors to obtain excess progress payments - _-__2181
Sonobuoys contract -2182
Response to Chairman Proxmire's question concerning a

contract awarded the maximum progress payment which
ran 14 months delinquent - 2183

Overpayments to Lockheed - 2184
The Air Force's position with respect to alleged overpayment

to Lockheed - 2184
Response to Chairman Proxmire's request to supply for the

record progress payments stopped due to lack of accom-
plishment - 2188

Independent procurement agency - 2193
Response to Chairman Proxmire's query concerning the

British Government's aircraft procurement policy -_ 2194
Defense profits -2194
Audit charts showing profits for defense contractors - 2198
Experimental project - 2200
Return on capital investment - 2201
Defense budget trends - 2202

Shillito, Hon. Barry J., et al.:
Statement:

Cost of B-52 - 2028
Defense budget -2030
Major weapon system - -------------------- 2030
Progress payments - 2031
Industrial plant equipment - 2032
Industrial preparedness -_ 2032
Aerospace industry - 2033
Defense profits - 2033
Defense Procurement Circular No. 107, dated December 11, 1972 2035

Prepared statement -2105
Major defense systems acquisition -2106
Progress payments - 2108
Profit- - 2113

WEDNESDAY, JANUARY 10, 1973

Griffiths, Hon. Martha W.:
Interrogation, colloquy, and points of interest:

Navy ship procurement -2214
Kidd, Adm. I. C.:

Testimony:
Rule not demoted - 2217
Rule's appearance as witness -_- 2218
Articles by Orr Kelly ------- --------- 2218
Statement concerning Roy Ash -2218
School in Anacostia - 2219
Requested Rule's retirement - 2220
Navy officials refuse to testify -2220
Temporary assignment - 2220
Testimony concerning Grumman and Litton -2221

Mondello, Anthony L.:
Testimony:

Appeals to the Civil Service Commission -2245
Proxmire, Hon. William:

A bill, S. 1390, entered into the record by Chairman Proxmire - 2207
Letter to Gordon W. Rule, dated January 9, 1973, from Hon. Robert

E. Hampton, Chairman, U.S. Civil Service Commission -2246
Interrogation, colloquy, and points of interest:

Kidd, Adm. I. C.:
Visit to Rule's home -2223
Reason for requesting resignation -2224
Blowing the whistle - 2225
Memorandum of meeting with Roy Ash -_ 2228



x

Proxmire, Hon. William-Continued
Interrogation, colloquy, and points of interest-Continued

Kidd, Adm. I. C.-Continued
Minutes of a meeting on June 6, 1972, with Mr. Ash,

president of Litton, Assistant Secretary of the Navy Page
Ill, Admiral Kidd, and Admiral Woodfin -2229

Interpretation of actions toward Rule -2223
A lateral move -2223
Propriety information -2237
Yegotiations with Roy Ash -2237
Rule invited to testify -2239
Instructions about testimony -2240
Request for additional Navy testimony -2240
Kidd calls the shots -2242

Rule, Gordon W.:
Rule's job is to challenge 2226
Negotiations with contractors -2227
Litton proposals -2236

Mondello, Anthony L.:
Appeals delays -2247
Membership of Civil Service Commission -2249
Adverse actions against congressional witnesses -2250
Responsibility of managers - 2251
Actions against Rule -2251
Cases where Commission has assisted employees -2252
Fitzgerald case - 2252
Workload of Commission -2253
Enclosures submitted by Anthony L. Mondello, General

Counsel, Civil Service Commission, containing additional
matetial to his testimony -2261

Rule, Gordon W.:
Testimony:

Sequence of events -2210
Biographical sketch -2211
Request for resignation -2212
Dispute with Admiral Kidd -2216

APPENDIX

Report by the Comptroller General of the United States entitled "Inves-
tigation of Charges Concerning Unsatisfactory Management Practices
in the C-5 Aircraft Program at Lockheed-Georgia Co" -2355

Letter to Chairman Proxmire from Hon. Elmer Staats, Comptroller
General of the United States, concerning charges relating to aerospace
ground equipment -2406

Letter to Chairman Proxmire from Hon. Elmer Staats, Comptroller
General of the United States, outlining findings and observations
derived from examination of progress payments to the Lockheed C-5
contract -2410

Report by GAO entitled "Assessment of Army Should-Cost Studies" - 2416
GAO staff study entitled "General Purpose Amphibious Assault Ship

(LHA) and the DD-963 Antisubmarine Warfare Destroyer Shipbuild-
ing Programs" -2442

Letter to Hon. John W. Warner, Secretary, Department of the Navy,
from Chairman Proxmire, questioning Litton's financial stability - 2479

Letter from Hon. Frank Sanders, Under Secretary of the Navy, respond-
ing to Chairman Proxmire's question on Litton's financial situation-- 2481

Press release from the Securities and Exchange Commission entitled
"Proposed Guidelines for Disclosures by Companies Engaged in Defense
Contracting" -2483

Press release from the Securities and Exchange Commission entitled
"Notice to Registrants Engaged in Defense and Other Long Term
Contracts and Programs of the Need for Prompt and Accurate Disclo-
sure of Material Information Concerning Such Activities" -2488

Report by the Comptroller General of the United States entitled "Use of
Government-Owned Equipment by Certain Large Contractors on Com-
mercial and Defense Work" ------------------- 2493

Letter to Chairman Proxmire from Hon. Robert C. Moot, Assistant
Secretary of Defense, explaining attached report on the audit of selected
aspects of the prdgress payment system - 2530



THE ACQUISITION OF WEAPONS SYSTEMS

MONDAY, DECEMBER 18, 1972

CONGRESS OF THE UNITED STATES,
SUBCOMMIrTEE ON PRIORITIES AND

ECONOMY IN GOVERNMENT OF THE
JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The subcommittee met, pursuant to notice, at 10:05 a.m., in room

4221, Dirksen Senate Office Building, Hon. William Proxmire (chair-
man of the subcommittee) presiding.

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

omists; Jerry J. Jasinowski, research economist; George D. Krum-
bhaar, Jr., minority counsel; Walter B. Laessig, minority counsel;
Leslie J. Bander, minority economist; and Michael J. Runde, admin-
istrative assistant.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The subcommittee will come to order. We
have a great deal of ground to cover this morning. We have not
just one report, as usual, but instead of the usual we have something
like four or five reports and, for that reason, I would expect the
Comptroller General, Mr. Staats, to take a little longer than the
usual 10 minutes. In fact, if he took 15 or 20 minutes I would
understand because there are so many reports here to present. At
the same time we want to go into these reports in some detail because
they are enormously important and complicated and we simply can-
not have one or two questions on each report and expect to have an
understanding of it. So we will take longer than expected. For that
reason, I think the witnesses scheduled for 11 o'clock may not be
able to appear until this afternoon. At any rate, we are going to
proceed as rapidly as we can but we certainly want to give these
reports our full attention.

Today's testimony presents a microcosm of problems encountered
in the acquisition of weapons systems. We will range from a discus-
sion of how to identify inefficiency in a contractor's plant before a,
contract is formally negotiated, to the question of mismanagement
and waste in the performance of major weapon programs.

Charges have been made of contractor abuses in the production
of the C-5 cargo plane. We will receive a report from the Comp-
troller General about the charges, and we will give an opportunity
to one of the men who made them and a spokesman for the company
to comment on the report.

(1623)
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We will discuss briefly the cost overruns and schedule delays in
ship programs occurring at the Nation's largest and newest shipyard
and the matter of claims filed against the Government by ship-
builders.

AlWe will probe, in some detail, into alleged unauthorized progress
payments given to contractors by the Pentagon in amounts totaling
several hundreds of millions of dollars.

And we will examine the status of the Emergency Loan Guaranty
Act, known as the Lockheed loan program, designed to render Gov-
ernment assistance to a giant aerospace firm experiencing financial
difficulties.

All of these subjects are of deep significance to the Government,
the defense industry, and the taxpayers. Decisions about defense con-
tracts influence the spending of billions of dollars of public funds.

These are highly emotional issues. The life of one of our witnesses
and the safety of his family was threatened as a result of statements
he made about the Lockheed Corp. Because of these threats, U.S.
marshals were sent for his protection. I am not criticizing officials
of that company when I point this out. It is a fact that some of the
threats were reported to have been made by Lockheed workers.

I have received both oral and written threats directed against my
own life by persons who disagree with my views about Government
procurement and the aerospace industry. I have had to refer a couple
of threats to the FBI.

All persons in public life are targets for threats from irate in-
dividuals and many are made. I bring this up only to demonstrate
how charged with emotionalism and extreme feelings the subject of
defense contracting is.

But the Congress must continue to investigate and inquire. That
is what we are doing this week. It is my hope that by holding this
hearing we will be able to place facts and informed opinions before
the public and Congress. We have a right and a duty to know what
is going on.

Our procedure this morning will be to first listen to a presentation
and questions-I should say presentations and questions of the
Comptroller General, Elmer B. Staats. Following the GAO's pres-
entation, we will hear from Mr. Lawrence Kitchen, president of the
Lockheed-Georgia Co. and from Mr. Henry Durham, a former
employee of Lockheed-Georgia.

Mr. Staats, you have done an enormous amount of work for this
hearing. GAO has prepared four special reports at the request of
the subcommittee. including your statement on Litton's two new ship
programs, and in addition you will be testifying about the emergency
loan guaranty program, as I understand it, so there are four reports,
there are four different issues on which you will comment.

I want to say that we are very grateful for your efforts. Without
the General Accounting Office, Congress would be greatly handi-
capped in carrying out its responsibilities to review programs imple-
mented by the exectuive branch. You do a remarkable and indis-
pensable job. I want to welcome all of your experts who are here
with vou this morning but I especially want to single out, and I do
not mean any derogation of the other fine and able men you have
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with you, but Tom Morris, whom we are delighted to see here, he is
a distinguished former Assistant Secretary of Defense, who did a
splendid job for our Government for many, many years, known as
perhaps the hardest working man, certainly one of the hardest work-
ing men, we have had in the executive branch for a long, long time.

Go ahead.

STATEMENT OF HON. ELMER B. STAATS, COMPTROLLER GENERAL
OF THE UNITED STATES, ACCOMPANIED BY ROBERT F. KELLER,
DEPUTY COMPTROLLER GENERAL, THOMAS D. MORRIS, ASSIST-
ANT COMPTROLLER GENERAL, RICHARD W. GUTMANN, DIREC-
TOR OF PROCUREMENT AND SYSTEMS ACQUISITION DIVISION
(PSAD), HASSELL B. BELL, DEPUTY DIRECTOR (PSAD), JAMES H.
HAMMOND, DEPUTY DIRECTOR (PSAD), AND JEROME H.
STOLAROW, MANAGER, REGIONAL OFFICE, LOS ANGELES, CALIF.

Mr. STAATS. Thank you very much, Mr. Chairman.
Mr. Keller, to my right here, in addition to Tom Morris, whom

you have already identified. To my immediate left Mr. Richard
Gutmann, who is the Director of Procurement and Systems Acquisi-
tion Division of the General Accounting Office, and to his left 3Mr.
James Hammond, who is Deputy Director of that Division.

As you have indicated, I have several topics that I will be com-
menting on in summary form this morning. We have as the first
item the results of our investigation of the charges brought by Mr.
Durham with respect to the Lockheed Corp. Our report on that has
been filed with the subcommittee."

CHARGES BY HENRY DURHAM CONCERNING C-5

In the prepared statement I point out the findings of the GAO
supporting several charges brought by Mr. Durham concerning the
Marrietta plant. The aircraft assembly records, for example, did not
accurately reflect the physical condition of the aircraft; parts had
been removed from the aircraft without authorization; parts had
been erroneously scrapped; there were inadequate controls over dis-
bursement, handling, and usage of titanium fasteners.

We could not, however, determine the full extent of these condi-
tions or their impact on the cost or schedule of the C-5 aircraft
program.

We simply could not identify and quantify the full and total effect
of these difficulties.

Now, on the other hand, we point out that our findings did not
support charges involving Marietta. We did not find evidence. for
example, to indicate that parts had been unnecessarily procured. This
is based on a detailed review of a random sample of purchased parts.

WTe did not find evidence to indicate that Lockheed maintained the
production schedule in order to collect payments related to the
accomplishment of milestones. We did find, however, that the Air

' The full text of a GAO report on "Investigation of Charges Concerning Unsatisfactory
Management Practices in the C-5 Aircraft Program at Lockheed-Georgia Company"' to-
gether with a supplemental letter report dated June 25, 1973, may be found on
pp. 2355-2409.
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Force had withheld about $3.7 million from milestone payments on
the 5 test aircraft because of shortages and variances from specifica-
tions when the aircraft were delivered to the flight-test organization.

We did not find evidence to indicate that there was subterfuge
involved in the rollout ceremony of the first aircraft.

The Air Force issued a press release on February 21, 1968, that
the C-S aircraft rollout would be conducted on March 2, 1968. The
release also indicated that the C-5 aircraft was scheduled to fly for
the first time in June 1968 and it was not fully completed at that
point.

This shows that the aircraft was not intended to be fully opera-
tional at the time of the rollout, a perfectly understandable difficulty
on the part of someone who is not familiar with that point.

Now, at the Chattanooga, Tenn., plant of Lockheed, our findings
support charges made by Mr. Durham in some respects. First, high
strength nuts and bolts had been purchased for plant maintenance
when, for some purposes, lower grade materials would have sufficed.

Second, substantial quantities of material and miscellaneous small
parts had accumulated as a result of canceled orders and transfer
of items from another plant, and, third, some items which were
available at less cost from the Marietta storeroom had been purchased
locally.

Our findings do not support the charges brought by Mr. Durham
that there were inadequate inventory controls over tools, raw ma-
terials, and miscellaneous small parts. We found that consumable
tools, such as drill bits, reamers, and cutters were provided to em-
ployees as they were needed without establishing a record of issue.
With respect to raw materials and miscellaneous small parts, we
found that these items were purchased and controlled on an indi-
vidual job order basis in lieu of detailed inventory controls. We
believe these practices were reasonable because it is generally imprac-
tical to provide a detailed inventory control system for small and
inexpensive tools and parts. In addition, we found that these prac-
tices were consistent with others in the industry.

Now, we also point out, Mr. Chairman, that similar problems to
some of those pointed out exist at other aircraft plants. We were
not able to quantify whether Lockheed was worse or better in this
respect than others. But we also found that the Air Force was
familiar with some of these charges prior to the time that they were
filed and there were some of which they were not aware.

But we point out that for the most part the Air Force did not
direct the contractor to take specific corrective action because the
Air Force, in administering the contract, followed a philosophy of
"disengagement." This philosophy required minimal participation by
the Air Force in the day-to-day management of the program as
prescribed by the total package procurement concept under which
the C-5 aircraft was originally purchased. This concept has now
been abandoned by the Air Force and by the Department of Defense.

That is about, I believe, all that we need to say or can say within
the time on this particular point in our testimony, I now move to
the question of progress payment practices on the C-5. This problem
arose, as you may recall, because the Defense Contract Audit Agency
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had prepared a report in February of 1970 in which the report
concluded that the contractor had understated the cost of delivered
items by failing to include overruns and, as a result, over $400 million
worth of progress payments then outstanding were due to this under-
statement of the cost of delivered items; and, thirdly, there was a
question of whether the contractor would be able to finance his
overruns and complete the contract, since the ceiling on progress
payments was rapidly approaching.

C-5 PROGRESS PAYMENTS

In the prepared statement we point out that the standard progress
payment clause provides for payment of a stipulated percentage of
the contractor's incurred costs. In the case of the C-5 aircraft pro-
gram, the progress payment rate was set at 90 percent of the costs
incurred. The cumulative progress payments could not exceed 90 per-
cent and subsequently this was increased to a hundred percent of the
ceiling price established in the contract.'

When an item is delivered and invoiced, the progress payments
received by the contractor during its production are deducted from
the total amount due. This is known as liquidating the progress pay-
ments. The C-5 contract provided that the amount of unliquidated
(i.e., outstanding) progress payments not exceed the lower of (1) 90
percent of the costs incurred for undelivered items, or (2) 90 per-
cent (subsequently increased to 100 percent) of the contract price of
the undelivered items. As of January 20, 1970, C-5 progress payments
were not in violation of any of the above ceilings but we go on to
point out that the regulations provided at that time three options
which were available to the contractor in his discretion.

AWe have here, Mr. Chairman, some charts which will set this
forth, I think, more clearly than anything I can say in the form of
textual material. The principal chart is included in the prepared
statements, and we have other charts here which will be presented
and I would suggest, following the completion of my statement, if
that is agreeable with you, otherwise we can go to those charts at
the present time. But the principal point we make in the prepared
statement is that at the time this matter came about, at the time of
the DCAA report, the progress payments were still below the total
ceiling price under the contract but they were proceeding at a rate
which, if it had been continued, would have exceeded the ceiling price
before very long.

One particular page of the prepared statement deals with actions
between February 1970 and May 1971, when the contract was re-
structured, and explains that the increase in the ceiling price of some
$557 million was due to three causes; and, secondly, the Air Force
decision to allow progress payments to go up from 90 percent to a
hundred percent of the ceiling price. Now, these two changes, taken
together, all these changes taken together, added up to the $705 million
which, you will recall, was the amount of additional progress pay-
ments mentioned at the time of our earlier hearings.

-~~~~~~~~~~

' The full text of the Comptroller General's report on C-5 contract progress payments,
dated Dec. 11, 1972, may be found on pp. 2410-2415.
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In the prepared statement we bring out the restructuring of the
contract in May of 1971, to a cost reimbursement type contract.

METHOD USED FOR COMPUTING PROGRESS PAYMENTS INAPPROPRIATE

The method used by the company in asking for progress payments,
in other words, was not illegal, it was in accordance with regulations
that were issued by the Air Force. But we point out that it is our
opinion that the method used for computing the progress payments
was inappropriate under the circumstances. Now, progress payments
are designed to help the contractor finance the cost of undelivered
items, and we believe when an item is delivered and accepted the
actual cost to produce the item should be deducted from the total
costs incurred when computing the maximum permissible progress
payments.

Now, as a result of the DCAA report-
Chairman PROXMIRE. Would you explain at that point, Mr. Staats,

what you mean between the actual costs incurred per item and the,
what do you say, total costs incurred? As I understand, the total
costs incurred would not only include the cost of the item but the
overhead costs; is that part of it?

Mr. STAATS. Overhead, I believe, is included.
Mr. GUTMANN. Yes, sir, that would include overhead.
Chairman PROXMIRE. It is puzzling, you see, to understand the

difference. The purpose of the progress payments, as I understand it,
is to provide Government capital instead of private capital at lower
cost-it makes some sense to some people, it is disputable, but at least
there is an argument for it, but in view of the fact that overhead
costs do not involve the same kind of capital investment or capital
borrowing, I should say, or do they? I should not think they would.

Mr. STAATS. Yes, indeed.
Chairman PROXMIRE. It seems in order for me to understand how

they could be included in progress payments in order to save the
contractor from having to go to the market to borrow the money to
make the purchases.

Mr. STAATS. They were, of course, included at that time under the
regulations.

Chairman PROXMIRE. What is the theory behind it? How do you
justify it?

Mr. STAATS. Well, the whole theory of progress payments is that,
as you have indicated is, the Government is in a sense providing the
financing for the company on long lead time types of procurement,
and the argument has been that the Government can borrow money
more cheaply than the contractor and since it ends up as a cost of
the item in any event, then it makes sense for the Government to
furnish that money as the contract is being executed and payments
are made against work completed.

Now, the option (A) under the regulations as set forth here is,
to be sure, the preferred option by the Air Force, and option (C),
which was the one selected by the contractor-

Chairman PEOXMIRE. Option (A) is for the actual costs of the
various items they have to procure in order to put the aircraft
together
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Mr. STAATS. That is riglht.
Chairman PRO.XMIRE. Mlaterial costs, labor costs, and so forth?
Mr. STAATS. That is correct.
Chairman PROXMIRE. All their direct costs would be included in

option (A) ?
Mr. STAATS. That is right.
Chairman PROXMIRE. Option (B), however, would include what,

in addition to those direct costs?
Mr. STAATS. Mr. Chairman, if I may, I believe this is a very com-

plicated
Chairman PRzoxMIE. I do not want to disturb you now but, you

see, the trouble is unless we understand this, it is hard to see how this
$400 million might have been paid, what justification there is for it
or what lack of justification there is for it. It is hard to evaluate.

Mr. STAAT5. This is, if you care to go to the chart at this point,
I believe

Chairman PROXMIRE. Fine, any way you want to proceed. I just
want you to make it clear.

Mr. STAATS. I would suggest Mr. Gutmann go through this as
briefly as he can. It is almost essential to have a chart to understand
exactly what transpired in this case.

Chairman PROXMIRE. Fine.
Mr. GUTMANN. First, Mr. Chairman, it is well to point out

DCAA's findings that, as has been stated in Mr. Staats' statement,
the contractor had understated the costs of delivered items by failing
to include overruns.

Chairman PROXM IE. Let me just interrupt at that point. It is
hard for a layman to understand how the contractor can benefit by
understating his costs if he is going to be reimbursed for part of
his costs.

Mr. STAATS. I think it will come out.
Mr. GUTMANN. This will become clear. As a result, this had in-

creased progress reports by $400 million more than would have been
allowed if the actual costs had been used.

Chairman PROXmInE. Explain that, will you?
Mr. GUTMANN. Well, the way the computation is made, the total

costs incurred to date under the contract are a starting figure. Then
you deduct from that either actual costs incurred or the contract
price of the item. Where actual costs incurred are in excess of the
contract price, you see, there is a lesser amount available for progress
payments. This, I think, will become a lot clearer as we go along.

Chairman PROXMIRE. All right, very good.
Mr. GUTMANN. DCAA raised a question, quite understandably, as

to whether or not the contractor would be able to finance overruns
and make delivery.

Before moving on with the charts, it might be useful to talk a
little bit about that concept here and draw an analogy between what
takes place between a manufacturer and his banker and his buyer
in a commercial situation. The manufacturer gets a contract for, say,
a hundred items, whatever it may be, and he takes his contract to
the banker and says, "I would like to have some financing of my
work in process. I have to buy material, I have to pay labor, I have

95-328-73-2
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to incur overhead costs." And the banker then says, "OK, I will
loan you the money," but he puts certain restrictions on how much
he will loan in relation to the undelivered items under the contract,
and that is what was done in this case. In this case the banker and
buyer are in one party, that is the Government. The Government
acts as both banker and buyer, and this is an important analogy to
think about as we go through this discussion.

Chairman PROXMrIRE. I do not want to belabor this thing but I
want to be sure I understand it. Let us take the simple example you
have of a buyer going to his banker, buys a hundred items at a
hundred dollars apiece, $10,000.

Mr. GUTMANN. OK.
Chairman PROXmIRE. And, therefore, he gets the $10,000 at the

time he has to make payments for the hundred items, is that correct?
Mr. GUTMANN. Well, except that if the $10.000 is the selling price,

the banker is not going to loan him the full amount. Probably only
going to loan him up to 90 percent.

Chairman PROX3IME. I am not talking selling price but cost. Then
the banker would loan, on this hundred percent basis he would loan,
him $10,000, is that right?

Mr. GUTMANN. Yes, if
Chairman PROXMIRE. AWhen would he get the $10.000 in cash?
.Mr. GUTMANN. He would get that during the course of his work

as he needed it.
Chairman PROXMIRE. As he incurs the obligation, right?
Mr. GUTMANN. As he incurs the costs, riglht.
Chairman PROXNEIRE. Now, how would he get more by understating

the cost, then? As I understand it, the staff tells me he would get
more because he would be able to hold on to the amount that had not
been delivered to him, is that correct?

Mr. GUTMANN. That is right. He gets more by understating the
cost of the items that he had delivered to the buyer.

Let us go on with your example.
Chairman Prox-iri. All right.
Mr. GUTMANN. Supposing the manufacturer had produced 15 of

these items and he delivered them to his buyer, he gets $100 apiece
of $1,500 for them, he has to repay a portion of that loan out of
the $1,500 because the banker no longer has as collateral those items
upon which he loaned the money. In other words, let us say he bor-
rowed $10,000, he delivered some items and he got $1,500, and this is
a gross oversimplification of it.

Chairman PROX1IIRE. So he holds on to the money longer if he
understates the amount. Ile does not have to repay to the banker
or in this case the Government-

Mr. GUTMANN. Exactly.
Chairman PROXM1IRE [continuing]. The amount.
Mr. GUTMANN. That is right.
Chairman PROXDMIRE. So by understating the amount, the value

rather, of what he has produced he is able to hold on to it for a
longer period.

Mr. GUTTMANN. Yes.
Chairman PROXMIIPE. And in this case he was able to hold on to

how much, $400 million?
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Mr. GUTMANN. That is right, that is what DCAA calculated, $400
million as of January 1970.

Chairman PROXMIRE. And that is an enormoui amount of money.
Even the interest on that on a monthly basis is a whale of a lot, is
it nct?

Mr. GvT1ANN. Yes, it is.
Chairman PROXMIRE. All right.
Mr. GUTMANN. Now this again, is a reproduction of a chart,

*of the statement in the prepared statement that Mr. Staats referred
to, the three different ways in which you can compute the costs of
items that have been delivered. We will take actual costs, DCAA
used this method, you can take projected costs which are simply an
,estimate of actual or you can take the contract target cost, and
Lockheed used this method so, you see, Lockheed deducted less from
their total incurred costs for the purposes of getting progress pay-
ments than they would have if they had used actual costs.

Chairman PROXMNiIE. I see.
Go ahead.
Mr. GUTJMANN. Now, the actual figures that resulted from the

manner in which Lockheed made their computation are these. First,
at this point in time, January 20, 1970, $1,866 million had been in-
curred. DCAA said that the actual cost of delivered items was $1.106
billion.

Chairman PROXMIIRE. $1,106 million?
Mr. GUTMANN. Yes, it is $1,106 million or $1.106 billion, that is

,correct.
Chairman PROXMIRB. Yes.
Mr. GUTMANN. Now, to compute the amount that is subject to

progress payments, take total costs incurred of $1.866 billion, less the
$1.106 billion, take 90 percent of the difference between these two
figures or $684 million, add the $177 million of subcontract costs, and
$861 million was subject to progress payments. Lockheed on the other
hand, did it this way. They deducted from the total pool of costs
incurred only $637 million as the contract target cost of the delivered
items. That left the remainder, back to the analogy a minute, avail-
able to borrow from the banker.

Chairman PROXMnuE. I see.
Mr. GUrMANN. The difference here again, the same calculation,

$1.866 billion minus $637 million; that 90 percent of that difference
or $1,106 million plus $177 million results in $1,283 million. The
difference between the $1,283 in method (C) and the $861 million in
method (A) is the approximately $400 million that DCAA was
talking about.

Chairman PROXmImE. Now, DCAA, what does that stand for again,
tell us?

Mir. GUTMANN. Defense Contract Audit Agency, I am sorry.
Chairman PROXMlIRE. And they are under the Defense Department?
Mr. GUTMANN. Yes, that is correct.
Chairman PnoxxnnE. How is it that Lockheed can make a choice

here and get this enormous benefit? They can only do that with the
sufferance and permission of the Air Force and the Defense Depart-
ment?
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Mr. GUrMANN. That is right. Each request for progress payments
has to be approved by the administrative contracting officer, and it
was.

Now, again, back to the analogy, look upon DCAA as the banker's
auditor.

Chairman PROXMIRE. Let me, before you leave that, let me just say,
as I understand it, what happened then was the Defense Department
agreed with Lockheed they should have this method that would give
them an additional $400 million over the DCAA's preferred method,
is that right?

Mr. GUTMANN. Well, of course now, these payments at this time
had already been made. DCAA is examining into this process after
the payments are made.

Chairman PROX.IIiRE. Did they not know what they were doing
when they were making the payments? Were they not fully aware
they were making it on the basis of contract target costs?

Mr. GUTMANN. I am not sure DCAA-
Chairman PROXMIIRE. Whether they were brought into it at that

point.
Mr. GUTMANN. Whether DCAA audits it at the time.
Chairman PROXmrRE. The Air Force?
Mr. GtTTMANN. The Air Force
Chairman PROXMjIRE. The Air Force then, they were well aware

of what they were doing?
Air. GUTMANN. Yes.
Chairman PROXMIRE. Why did they depart from method (A) and

go to method (C), then?
Mr. GrTTMANN. I am not sure they ever were on method (A). There

are three methods that were permissible under the regulations at that
time, it is important to point out that method (C) is no longer per-
mitted.

Mr. STAATS. Lockheed decided to go for the third option at the
very beginning of the contract. It was not a question of shifting over
from (A) to (C). It was a question-

Chairman PROXMIRE. I want to make sure I understand that. Then,
as far as they were concerned, Lockheed made that decision, it was a
legitimate, proper decision to make, and it was proper for you, so far
as you know, the Defense Department and Air Force to do it. There
was nothing illegal to it except it cost the taxpayers money because
Lockheed had this $400 million for a considerable period, for a
considerable period they otherwise would not have

Mr. STAATS. Our conclusion was that it was a poor decision, to
begin with, to give them that option and I think that is what DCAA
auditors are saying also, to give them that option, because in a situa-
tion where they had a cost overrun. If they had been perfectly on
schedule in terms of cost it would not have made any difference. but
if you had a situation where there was a cost overrun, as there was,
then it ends up with the Government advancing money at a rate
which if continued would have exceeded the ceiling price.

Chairman PROX31ME. On this basis the Government had nothing to
gain by going option (C) and everything to lose.

Mr. STAATS. That is correct.
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Chairman PROXMIRE. And under those circumstances how could
any government official justify that course? Does he not defeat the
interests of the taxpayers in doing that?

Mr. GUTMANN. Well, at that time, MIr. Chairman, the contractor
was experiencing severe cash shortages. His cash flow was not
adequate to maintain his operations. This is probably one of the
reasons that this method was permitted.

Furthermore, as Air. Staats mentioned, the contract ceiling at this
point was only $2.2 billion approximately and, DCAA was saying
as the banker:

Look, you are coming very close to the ceiling under this method. What is
going to happen when we have to stop making progress payments and the con-
tractor may then be unable to obtain private financing.

So that is the reason then that the Air Force raised the ceiling, as
Mr. Staats said.

LOCKEIEED PAID $400 MILLION "EXCESS" PROGRESS PAYMENTS

Chairman PROXMrRE. So it had two consequences. Number 1, it
gave Lockheed $400 million they would not have had otherwise for
a longer period and, No. 2, it meant that they were compelled later on
to raise the ceiling price, the ceiling contract, they had to go above
the initial agreement.

Mr. GUTMANN. Yes, sir.
Chairman PROX.InRE. Is that correct?
Mr. GUT'MANN. Yes, sir. It was necessary to do that.
The decision was made by the Air Force that it was in the best

interests of the Government because of their need for the airplane,
and so on.

We know that the method was permitted, of course, at the time,
but think it was inappropriate. It has since been discontinued.

Chairman PROXXIRE. Let us get on this inappropriate. You said
it was inappropriate because it cost more money, and it is inappro-
priate in having the contract price elevated later. However, as Mr.
Gutmann says, as I understand it, the justification for it was necessary
because, to get a C-5-A if we wanted to have it delivered that had to
be done, is that right?

Mr. STAATS. That, I think, offers a plausable explanation as to why
the contractor chose method (C) but we say it was inappropriate
from two standpoints: One is, it did not take into account the pos-
sibility that there would be a cost overrun-in other words, the costs
would be in excess of those which would relate to the deliveries
actually made.

Chairman PROXmIRE. It is incredible to me in view of the long,
long record of overruns, not only by Lockheed but by many other
contractors, that the Federal officials responsible could not make the
assumption there could well be a cost overrun.

Mr. STAATS. It was inappropriate from a second point of view in
that if they had continued, as Mr. Gutmann has pointed out here,
much longer, then they would have been up to the ceiling price and
would have had to terminate progress payments. That would have
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put the contractor in a position where he would have had to have
gone out into the private market to seek his financing and might not
have been able to have done that and the contract would, therefore,.
have been in danger. That is why we say it was inappropriate, Mr.
Chairman, for those two reasons.

Chairman PROXMIRE. What would be the options, what could be
done instead of this? If you permit, if you bar from now on, I un-
derstand method (C) is not permitted so you cannot get this addi-
tional $400 million of working capital, what happens, then you get
into the Grumman type situation where if the contractor feels that
he cannot complete an order, he closes his doors or threatens to do so.

Mr. STAATS. Well, we would not want to speculate what would
have to happen in a case like this. Each case undoubtedly has to be
dealt with on its own but that would certainly be one possibility, one
which I think we would have to foresee if you continued under that
option (C) for the future, but the Defense Department now wisely
has eliminated that third option among those available to the con-
tractor.

Chairman PROXMIRE. Let me just see if I can wrap this thing up
by saying the remaining statements here are especially interesting.
You say the Air Force dealt with the progress payment limitation
by increasing it from 90 to 100 percent of the contract ceiling price,
increasing contract ceiling by $557 million, finally converting the
contract to a cost-reimbursement basis.

Leaving out of account the final action this kind of increase of
progress payments from 90 to 100 percent and increasing the con-
tract ceiling in your experience, Mr. Staats, and you now have, I
think, an excellent defense procurement capability in the GAO, is
this common or uncommon, is this extraordinary?

Mr. STAATS. This has been, we are advised by the Defense Depart-
ment that this option 3 had been used before but it was not the pre-
ferred method.

The thing which is difficult for us to understand is if it were not
the preferred method then why did they leave it open to the con-
tractor?

Chairman PROXiTRE. Then, when you combine it, you see, you go
from 90 to a 100 percent of the contract ceiling price in addition to
permitting option 3, that is something extra. I am asking you do you
very often have this kind of combination of largesse to a contractor:
No. 1, you have the soft option in which he has more money, hun-
dreds of millions of dollars, in addition; No. 2, you give him a 100-
percent progress payment; and, No. 3, you increase the ceiling pricer
by half a billion dollars, and my question is is that not extraordinary
for any contractor in your experience?

Mr. STAATS. I would say it was certainly not the usual situation
and certainly not a desirable situation, Mr. Chairman.

Chairman PROXMIRE. I hope not. All right, proceed.
Mr. STAATS. I do not think you can escape the conclusion that in

this case the fact that the progress payments were being made in the
manner in which they were made had a great deal to do with the
restructuring of the contract which took place in May of 1971. Be-
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cause without these actions it is quite clear that the contractor would
not have been able to finance the continuation of his work.

Chairman PROXMIRE. Very good. You may proceed.

SHOULD-COST STUDIES

Mr. STAATS. If you would like, Mr. Chairman, we will move on to
the third matter covered in our prepared statement today. The sub-
committee asked us in our hearing in April of 1971 to follow up on
earlier studies that we had done with respect to studies called should-
cost studies as a part of the negotiation process or negotiated pro-
curements.

Chairman PROXMIRE. Let me just say on this, I think this is a very,
very vital part of your presentation because we all criticize procure-
ment, many of us in the Congress and the public and the press, but
if we are short on constructive alternatives how we can improve it
and this should-cost, it seems to me, to be one of the most promising.
As I understand the should-cost, what it is is you have the experts
go in and try to estimate what it should cost to produce a certain
weapons system or what, considering all the labor costs, material
costs, overhead costs, and so forth, on the most efficient basis avail-
able, is that correct and then on that basis they try to assess what the
negotiating ought to be or what the bids ought to be and they are
also in a position then to make an analysis of whether the bids are
responsive or whether they are too low, buy-ins, whether they are too
high and on that basis suggest to the defense contractor how they
can do an efficient job, make profits and provide procurement at a
reasonable cost, is that right?

Mr. STAATS. That is correct.
The term "should-cost" was developed, I believe, by Mr. Gordon

Rule. In some ways it carries a misleading connotation in that it
assumes something much more finite than actually can be developed,
and I do not believe that he intended to convey that impression either.

But what it really represents is the result of a team of experts, of
engineers, cost estimators, industrial management people with back-
ground in that area going in, working with the contractor, with his
cooperation, in seeing if they can do what a management consulting
organization would do if they went into that same plant by way of
improving plant layout, improving supervisory methods, doing any
one of maybe a hundred different types of things that would result
in a lower cost on that procurement than it would be if you started
without that kind of information.

Chairman PROXMIRE. Let us face it, one additional benefit of
should-cost, it seems to me, is that it acts as a discipline to prevent
allocation of costs which perhaps have no business being applied to
a weapons system from being applied because you have the standard,
vou have the experts estimation, they could be wrong and I suppose
they often are wrong, but at least you have some basis for measuring
whether or not additional costs are applicable or not.

Mr. STAATS. I think we would prefer to call it a joint Government-
contractor cost-reduction survey.
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Chairman PROXMIRE. OK.
Mr. STAATS. Or cost-reduction effort. The team of industrial experts

of this type frequently will come up with recommendations which
management itself says, "We cannot possibly do that." They will try
in manv cases to do it but they cannot be certain at the outset that
you are going to be able to achieve it any more than you can achieve
the results of a team of management consultants, whether it be Mc-
Kinsey & Co. or Booz, Allen or some other organization of that type.

GAO REVIEW OF ARMIY SHOULD-COST STUDIES

Mr. Chairman, we have made reviews of nine of the studies made
by the Department of the Army which have been called should-cost
studies. Three of these have been in depth. We have in process and
will report later on similar reviews being made of the Air Force and
the Navy studies but we are reporting here today in our prepared
statement with respect to our findings on these nine Army should-
cost studies.'

As pointed out there, the nine studies involve contracts totaling
about $300 million, where the should-cost studies identify potential
reductions of $97.8 million.

Now, the potential price reduction represents a difference between
the contractors' proposed price and the estimates developed by the
should-cost teams.

Now, the actual price reductions realized by the Army in negotia-
tions on these contracts total $46.7 million or 15.6 percent of the
contractors' price proposals. Figures developed by the Army show
that on prior procurements of the same or similar equipment from
the nine contractors price reductions amounted to 8 percent of the
contractors' proposals. We confirmed this for three of the nine studies.

So we have, I think, pretty clear evidence that these are resulting
in very substantial savings to the Government.

IMfPROVEMrENTS SUGGESTED TO CONTRACTORS

XNow, in addition, as we point out, in addition to these contract
price reductions negotiated, six of the nine contractors agreed to apply
their best efforts toward attaining a number of improvement goals in
areas which the should-cost teams felt had potential for improvement
and from which the Government stands to benefit from any subse-
quent contracts. The goals concerned such things as achieving higher
labor efficiency levels and preparing and implementing estimating
and accounting manuals.

So one of the important payoffs here is not limited to the contracts
that are being negotiated but on any subsequent follow-on contracts
for the same or similar items with those companies.

Now we suggest in the prepared statement there that they need to
emphasize much more than they have contractor operation, manu-
facturing methods and things of this type which they, in our opinion,
did not adequately emphasize.

'The full text of a GAO report on "Assessment of Army Should-Cost Studies" may
be found on pp. 2416-2441.
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GAO VIEW OF SHOULD-COST APPROACH

Chairman PROXMIRE. Now, in the prepared statement you say,
"Our view, however, is that open and frank discussions throughout
the studies can help to develop stronger bargaining positions by
enabling the teams to isolate areas of agreement and disagreement
earlier;" and so forth. You show a sharp difference between your
view and the DOD. As I understand it, the Defense Department's
argument was that this should be used as a negotiating weapon and
that it should be kept secret. There is a lot to that, I think. I am
not sure it should be dismissed as easily as you imply. You may be
right but I think there is a sharp difference. Will you explain the
two, the difference between the two views? The Defense Department
says they find out what the costs ought to be and then they are in a
stronger position to negotiate a lower price than they are likely to
get without a "should-cost" study. You say work with the contrac-
tors right along, and point out where they can be more efficient, and
you can probably in cooperation work to a better price. I am not so
sure the Defense Department is not right about that.

Mr. STAATS. Well, we recognize there may be room here for judg-
ment but on balance we would believe that the Government would be
in a stronger position at the negotiating table with respect to some of
these kinds of proposals that we are talking about if it, in advance,
had talked with the people at the various levels in the organization
as to what they were thinking about, and get their rebuttal from it
so that they could come to the table reinforced with their additional
data that they might need. In other words, if you come to the nego-
tiating table, if you are confronted with the arguments on the part of
the contractor that something just is not feasible, and they do not
have all the facts, it is pretty difficult to go back and get your facts
at that point in time.

Chairman PROXMIRE. Yes, but does not the Defense Department's
position, which I take it, has been quite successful, I mean, not as
successful as perhaps it ought to be, it should have been able to cut
almost $100 million out of that $300 million of price for the six
products, nevertheless they were able to cut instead of a $100 million.
$97 million, cut $47 million. I just have a fear that if they did this
on the basis of so-called "cooperation" that there might be more
of a softness on the part of the negotiating, that they might be
talked out of it by the defense contractor, that they might be pushed
into a position where they would not be able to get much of a gain
at all.

Now, maybe I am wrong and you are right on it, but the Defense
Department, in my view, has not been sufficiently tough on defense
contractors and, it seems to me, they are being a little tougher than
you are being here, is that wrong or right?

Mr. STAATS. We think it could be tougher.
Chairman PRoxMinE. You would be tougher if you negotiated

with them and cooperated with them and gave them all the data
in advance?

Mr. STAATS. If you knew-well, you would not have to necessarily
give them all the data in advance but if you knew that something



1638

was going to require substantial change, say, in manufacturing
methods, if you could get the data from them as to what would be
involved in that change and cost it out we think you could be much
tougher at the negotiating table than if you hit the contractor with
it as a surprise.

Chairman PROXMIRE. One more question in this respect. We have
had some should-cost studies, this is not the only one, but we have
had a number, have they been always successful, have they always
followed the policy the Defense Department prefers or have they
sometimes followed the policy you prefer here?

Mr. GUTMANN. They have always followed this policy.
Chairman PROXMIRE. Your policy?
Mr. GUTMANN. No, the Defense Department's policy.
Chairman PROXMiRE. Of keeping it secret and using it as a nego-

tiating weapon?
Mr. GUTMANN. We really believe the cooperative effort between

the should-cost study team and the contractor during the course of
the study is very, very important, because it is difficult for a team,
even of experts, to come into a large contractor's plant and, in a
short period of time, become so familiar with it that they can develop
every possible efficiency, identify every inefficiency, and then make
an estimate

Chairman PROXMTRE. Why do we not suggest here that they try
them both?

Mr. STAATS. I think, Mr. Chairman, that might well be worth
experimenting with to run studies in generally similar situations
where both approaches were tried.

IMPROVEMENTS POSSIBLE IN GOVERNMENT POLICIES

I think our reason also relates to the next point in our testimony.
We found there has been really little evidence that the teams had
considered a need for or the desirability of changes in Government
policies, procedures or practices to reduce the cost of contractor
operations. For example, we found in other reviews that substantial
savings could have been achieved by eliminating or modifying cer-
tain Government testing and packaging requirements. We have rec-
ommended that, in addition that, these matters be given attention
in future studies, but in addition, we believe the Department of
Defense should study the question of whether the should-cost con-
cept should be expanded to include considerations of the impact on
costs of schedule and performance requirements.

In some instances, Mr. Chairman, the Government may not make
all that difference whether you hold to a precise schedule or not but
it could well mean the contractor has to go into overtime.

Chairman PRoxMirE. I think this is very good. It is good to get
a criticism not only of contractors but also the Government here.
But could you give us any quantification of this? To what extent do
you think that it might be able to save funds? I tend to assume too
often that the contractor is at fault and the Government require-
ments are not at fault, and often the Government requirements, I
am sure, are.
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Mr. STAATS. This is the reason I would prefer to call this effort
-a joint cost reduction effort, because if the Government on its side
can change specifications without doing great damage to the per-
formance of the end item or can change a schedule in such a way as
to minimize costs on the part of the contractor, those things should
be identified as a part of what is now called the should-cost review
and the Government on its side ought to be just as willing to make
modifications within reason as they are going to expect the con-
tractor to.

Chairman PROxMIRE. I see. At the present time, you should get a
should-cost study to emphasize changes that the contractor might
make to reduce costs and that the Government might make in order
*to reduce costs. Very good.

fr. STAATS. We think it ought to be a two-way street, that is about
all, I think, that we need to say other than the fact we are going to
continue making these studies, and we will report on our analysis
.of the Air Force and the Navy studies at a later date.

EMERGENCY LOAN GUARANTEE ACT

If there are no more questions on that, Mr. Chairman, I will go
ahead to our first report on the implementation of the Emergency
Loan Guarantee Act, which was a loan guarantee to the Lockheed
Corp., and we point out in the prepared statement that barring un-
foreseen circumstances available information indicates that Lockheed
should be able to generate sufficient cash during the next several
years to permit repayment of the Government-guaranteed portion of
its loan. However, unless Lockheed is successful in obtaining a sub-
stantial number of additional orders for its L-1011 Tristar commer-
cial airliner, losses on that program could impair the financial con-
dition of the company. Firm orders and options amount to 117 and
67 aircraft, respectively, making a total of 184 as of today compared
to Lockheed's estimated break even point at the present time of 275
aircraft.

We have done the best we can of surveying, Mr. Chairman, the
potential market for this type of aircraft among all the aircraft
manufacturers and the Air Transport Association and, as we point
out here, the best estimate on the average indicates that less than
40 percent of the demand has been thus far satisfied in the form of
either orders or options received by the two manufacturers of the
trijet aircraft.

Airlines normally order 2 or 3 years in advance, but several im-
portant developments have occurred recently which we would like
to point out here and I have pointed them out in the prepared state-
ment. I will not take the time to read that other than to say that
-costs have increased. The break-even point has increased to a range
of 265 to 275 aircraft. The cost increase here has been due in part,
and we think quite clearly identified, to the Rolls Royce engine prob-
lem which caused very substantial delays in production at Lockheed.

We point out that it is now estimated that they will need some
$220 million of the authorization of $250 million under the Emer-
gency Loan Guarantee Act. They still estimate that the pay back
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will be completed by the end of 1975 which is the period provided
for in the loan guarantee, although 3 additional years are permissible
under the legislation.

ACCESS TO RECORDS PROBLEM

I would like to call your attention to the fact that we still have
not resolved the access to records problem with the Emergency Loan
Guarantee Board. You will recall, Mr. Chairman, at the time of our
earlier hearings we were having difficulty. The Senate Banking and
Currency Committee and the House Banking and Currency Commit-
tee both went on record with the Treasury that these records should
be provided, so as a result the Board made those records available
to us after some 2 months' time had elapsed. But in their report to
the Congress they point out on page 11 of their report that they have
done this onlv because of the committees' request and that from a
legal standpoint that we are not entitled to this information.

I bring this up here, Mr. Chairman, only for this reason. That if
this attitude prevails there is no assurance of our being able to make
a second report similar to the one we made this year, and it does
seem to us like a waste of time of the committee and of the General
Accounting Office and the Treasury to go through this kind of a
debate when the statutes establishing the GAO are so clear that we
think it is unnistakeable that this authority is with us.

Chairman PROXi31RE. Mr. Stasts, I am glad you made a strong
point on this. I think this is of the greatest importance, far more
important than the instant procurement problem we have here, because
if GAO is not given access to the records I do not know how you can
carry out your work but, at the same time, you say the banking com-
mittees of the two houses have supported your position. What can
we do to see that you get this kind of access, that you can do the job
you are required to do by law?

Mr. STAATS. I suppose it would be possible to write the statute
more clearly than it is written today. I do not quite know how you
would write it more clearly than it is written today.

Chairman PROXMIRE. I understand you have the power to cut off
their funds and they have to test it in court, is that right?

Mr. STAATS. No, we do not have the authority to cut off their
funds. The funds are not appropriated funds. They are derived from
the banks in the form of fees.

Chairman PnoxxivrE. Because of the guarantee. You have the
right to suspend the guarantee?

Air. STAATS. No, sir; there is no legal recourse that we have avail-
able to us, Mr. Chairman.

We are frankly at a loss to understand why the Board has taken
this position, and why I did feel since we are discussing this matter
I should call it to your attention.

Chairman PRoXMIRE. If you can give us a specific recommendation
as to what we can at least fight for in the Congress it would help us.

Mr. STAATS. The only thing that could be done, I think, Mr. Chair-
man, other than getting them to withdraw their position, which I
would prefer to see them do, would be to have the matter become one
of new negislation. Those are the only two options that I know of.
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Chairman PROXMIRE. Well, you recommend the specific kind of
new legislation that you would like to see that would give you clear
access. We have five laws, at least. as you pointed out in the past,
that give you access. But you say that is not enough, now you want
another one, a sixth?

Air. STAATS. It would have to be-I do not know of any other
options and if we are unsuccessful in getting them to cooperate with
us then I would be prepared to recommend legislation.

Chairman PROXMIRE. Well, I hope so, because we talk so much
about the weakness of the legislative branch in connection with the
Executive, and here is an outstanding example of it. You are our
investigative arm, and if you do not have the access to the records
you cannot do your job, and they refuse to give you that access,
although, as you say, the law is clear in five different respects, is
that not correct? There are five laws that you cited to the Banking
Committee?

Air. STAATS. That is right.
Chairman PROxMiRirE. And in spite of that they will not give you

access to the records?
MIr. STAATS. They have given it, as they say in their report here

they have given it, to us-
Chairman PROXMIIRE. And you say you have no standing in law to

bring a lawsuit, is that right, in this case?
Mr. STAATS. I would not want to be strictly categorical on this

point. There has not been such a test of that type in the past.
Chairman PROX21m1E. Why should we not bring it? We have been

waiting a long time for cooperation and we are not getting it.
Mrr. STAATS. That is right.
I would like to suggest, Mr. Chairman, that the section in the

report of the Emergency Loan Guarantee Board, together with
appendix II to our December 6 report on the implementation of the
Loan Guarantee Act, be put into the record at this point because
they indicate that the Board still maintains the view that we have
no legal right to these records.

Chairman PROXMIRE. Without objection, they will be printed in
the record at this point.

[The documents referred to follow:]

[Excerpt from p. 11 of the Sept. 5, 1972, Report of the Emergency Loan Guarantee Board]

REQUESTS FOR INFORMATION

In September, 1971, the Comptroller General of the United States addressed
a letter to the Board asserting the legal authority of GAO to review the
Board's decisions and requested access to the Board's records for that purpose.
After careful consideration, the Board in December 1971 declined this re-
quest. At about that time, the GAO, with the Board's permission, began
auditing the Board's records relating to its receipts and expenditures.

The Comptroller General in February, 1972. renewed his request for access
to Board records upon which decisions of the Board had been made. The
Chairman of the Board responded to the effect that he saw no basis for
changing the Board's position. This matter was mentioned by the Comptroller
General during a hearing in April, 1972, before the Senate Committee on
Banking, Housing, and Urban Affairs; and, during hearings before that
Coibmittee and the Hlouse Banking and Currency Committee in June, 1972,
the Senate Committee expressed the view that the Board should cooperate
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fully with the GAO and the House Committee indicated that the GAO should
have access to Board records in order to evaluate the Board activities.

In accordance with the wishes of these Committees, the Board made avail-
able to the GAO the records requested by that Office but with the understand-
ing that the legal differences between the GAO and the Board were unaffected.

[Excerpt from app. II to GAO Report on the Emergency Loan Guarantee Act
dealing with the Board's position on access to records]

SUMMARY OF GUARANTEE BOARD POSrrION FOB GAO REPORT

The crux of the controversy between the GAO and the Board is whether the
GAO enjoys a statutory right of access to internal records of executive agencies
relating to the decision-making process. Section 312 of the Budget and Account-
ing Act of 1921 grants the Comptroller General authority to investigate all
matters relating to the receipt, disbursement and application of public funds.
The underscored language indicates that something less than unlimited author-
ity to investigate all executive matters was contemplated.

The Attorneys General who have considered the proper role of the GAO
have consistently maintained that the GAO lacks authority to go behind
determinations made by executive agencies and form independent judgments.
as to their validity. See, for example, 37 O.A.G. 95 (1933) ; 34 O.A.G. 311
(1924). This position of the Attorneys General is consistent with the Supreme
Court's statement as to the limited changes effected by the 1921 Act: "The
chief change effected by the Budget and Accounting Act was that it transferred
powers lodged with officials of the Treasury Department to the Comptroller
General and made his office independent of the Executive Branch of govern-
ment. Globe Indemnity Co. v. United States, 291 U.S. 476, 480 (1934).

It is submitted that the GAO possesses no statutory authority to examine
internal records of executive agencies relating to the decision-making process.
To hold otherwise would make it difficult for responsible government officials:
to obtain complete and candid staff advice. Moreover, while the Board does
not rely on the doctrine of executive privilege, if the GAO's claim to the
right of unlimited review of executive records were adopted, it would neces-
sarily raise serious constitutional questions involving separation of powers.

Mr. STAATS. Mr. Chairman-
Chairman PROXMIRE. For the record, if you would give us any

recommendations you have, any notion you have, of why you are not
bringing a lawsuit, the legal basis on which you could bring such a
suit, and so forth, we would appreciate it for the record.

Mr. STAATS. Right.
[The following information was subsequently supplied for the,

record:]
With respect to the instant situation the question of a lawsuit against the

Board is moot since the Board has furnished its records to us. We brought
up the access matter only because it was the Board's position that it was
legally required to make the records available. Our view is that the statutes
clearly give us the legal right of access to the records of the Board. How-
ever, we do not have statutory authority to institute a suit against the Board
in our own right. Assuming we could petition the Department of Justice to
bring such a suit on our behalf, the Department of Justice could find itself
in the anomalous position of representing us as plaintiff and the Board as
defendant.

NAVY SHIPBUILDING CLAIMS

Mr. STAATS. Now, we turn to the status of the various Navy ship-
building claims, this matter was likewise discussed at our earlier
hearing.

You will note from the table in the prepared statement that the
claims have decreased from $845 million to $620 million. However,
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within that $620 million there are three claims that were, since our
last hearing, totaling $162 million which have now gone before the
Board of Appeals.

Chairman PRoxmIIRn. So there is no real reduction at all, it is be-
fore the Board of Contract Appeals, right, is that right as far as
the claims are concerned, there are still $845 million or higher?

Mr. STAATS. It is pretty close to that. But actually, it may be
larger, as I will point out here in a moment.

Chairman PROXMIRE. All right.
Mr. STAATS. As I say, these figures do not include claims which

have been referred to the Armed Services Board of Contract Ap-
peals or claims that have been rejected by the Navy.

The difference between the value of claims outstanding as of last
March and current claims is attributable to the settlement of some
claims but is due primarily to Litton's referral of three claims
totaling $162 million to the Armed Services Board of Contract Ap-
peals.

IIA rROGRAM

Now, I will not take the time unless you wish, Mir. Chairman, to
detail the status of individual claims but will go on to discuss the
LIlA program claim which is not in these figures.

On Malrch 30-that is not in the figures on that table in the pre-
pared statement-on March 30, 1972, a $270 million-

Chairman PROXMIRE. To make me sure we know what you are
talking about, LHA is a small landing ship for helicopters, that
carries helicopters instead of planes, is that correct?

Mr. STAATS. Yes; that is correct. It is being made by the Litton
Corp. at Pascagoula, Miss.

The Navy has rejected this claim. Litton also proposed price in-
creases for costs related to the cancellation of four ships, escalation
charges, and miscellaneous changes to the contract. Now, these nego-
tiations are currently in process. We are not, of course, able to specu-
late on how they might come out. But we thought at your request we
would give you a brief summary now of the status of the LHA
program. I want to emphasize, however, that as far as the GAO
is concerned, we are in the, currently in the, process of making a
review of both this program and the destroyer program, the DD963
and therefore, we are not able to give you anything more than a
factual status report. We expect to have our report completed by
the end of February, and should you wish at that time we would be
glad to come back, but we have been, as you know, Mr. Chairman,
making reviews of individual weapons systems since 1969 and been
reporting these to the Appropriations Committees and the Armed
Services Committees for their use in Congressional hearings on
authorizations and appropriations, and that is why we are making
studies of these two systems.

Last year we made studies of over 70 different weapons systems. I
do not think our number this year will need to be as large, but this,
studies of these two systems, will be a part of a series of individual
reviews that we are preparing for use of the two committees that I
have mentioned.
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DELIVERY DELAYS

Now, serious problems have been reported in the press, as reported
in the press, have been encountered in getting the LHA program

underwav. LHA cost estimates are now more than contract prices
and delivery of the ships is delayed 2 years or more, I believe about
33 months is the longest on the ships that are now scheduled. The
contractor and the Department of the Navy disagree on who is
primarily responsible.

Chairman PROXXIRE. Are these delays new estimates?
Mr. STAATS. Pardon.
Chairman PROXMIRE. Are these delays you have given, these are

new estimates on the length of the delays?
Mr. STAATS. They show up later in the prepared statement, but the

fifth ship delivery as pointed out there will be delayed 321/2 months,
I said 33, but to answer your question, yes, Mr. Chairman, I believe
I can say that to the best of our knowledge, these are current esti-
mates.

Chairman PROXMIRE. The first time I have seen an estimate that
long, 321/½ months, almost 3 years, now.

Mr. STAATS. Right.
Chairman PROXMIRE. Yes, go ahead.
Mr. STAATS. We have the schedule on each of the five ships, and

I know of no reason why we could not supply that for the record,
but the fifth ship delivery is the longest one, and that is 321/2 months,
which I am reporting here.

[The following information was subsequently supplied for the
record :]

LHA DELIVERY DATES

LHA

1 2 3 4 5

Current Navy estimate, No- Mar. 14, 1975.-- Sept. 12, 1975..-- Feb. 27,1976 --- July 30, 1976 . Dec. 17,1976.
vember 1972.

Slippage in months from 23 262 - 29 - 31 - 32.
original contract schedule,
May 1969.

COST INCREASES

Mr. STAATS. Among the many factors affecting the price to be
negotiated are increases due to the cancellation of four ships, costs
associated with delays, disruptions and work stoppages due to matters
beyond the contractor's control such as strikes, acts of God, and
unilateral Navy program changes.

The Navy and the contractor have been negotiating price changes
since March 31 of this year on the contractor's proposal to reset the
LHA program prices, giving recognition to escalation estimate
changes, delays and changes in the contract. Negotiations on these
items are scheduled for completion by March 1, 1973. Both the Navy
and the contractor project a cost increase on the LHA contract but
the amount cannot be determined at this time. The original ceiling
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price of the nine-ship contract was $1,199 million. We point out the
extent of the delays in the prepared statement.

PROGRESS PAYMENTS

*We point out in most fixed price ship construction contracts, pro-
gress payments are made on the basis of percentage of physical pro-
gress made in performance of the contract. That is a matter we have
been talking about in connection with Lockheed. The fixed price LHA
contract, however, provided for payments on the basis of physical
progress starting 40 months after award. Payments for the first 40
months were on a "cost incurred" basis to cover anticipated high
start-up and preliminary design effort. Litton's price proposal on the
LHA was conditioned upon including these provisions in the contract.

The cost reimbursement method of payment was to have ceased on
September 1, 1972. By that time a determination was to have been
made of the status of physical progress as well as an accounting of
the status of progress payments so far made. Because of a variety of
delays, the Navy extended the date for progress payment conversion
to February 28, 1973.

As we understand it, the Navy planned to have a basis for measur-
ing progress early in the program but this has not been accomplished.
On September 29, 1972, however, Litton submitted a plan for meas-
uring physical progress which is being evaluated by the Navy. The
progress measurement issue will either be negotiated by February 28,
1973, or determined unilaterally by the Navy in case of disagree-
ment. A new contract price for five LHA ships and a schedule are
to be determined by that date.

As of November 29, 1972, progress payments of $395 million have
been billed. The contractor reports that as of that date he considers
the program about 33 percent completed. Until the current repricing
negotiations are completed and the system of measuring physical
progress agreed upon, the validity of the claimed progress payments
cannot be determined.

DD9 63 PROGRAM

Now, turning to the DD963 program: A development and produc-
tion contract for the construction of 30 DD963 class destroyers was
awarded to Litton Systems, Inc., on June 23, 1970. The DD963
destroyer contract is a multi-year, fixed-price incentive, successive
target contract. The initial target price for the 30 ship program was
$1,798.2 million with a ceiling price of $2,139.9 million. The contract
provides that the ships will be funded in specified increments over
5 fiscal years.

Litton has projected slight changes in the contractually established
delivery schedule. Fabrication of the first ship began in June 1972,
and currently, the DD's are scheduled to be delivered slightly ahead
of the contractually established dates.

The Navy position is that it is too early to know whether costs
will increase or delivery schedules will slip but the Navy thinks they
probably will.

95-328-73--3
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Through fiscal year 1972, over $1.4 billion had been appropriated
for 16 of the ships. Action by the Congress resulted in a reduction
of $636 million in the fiscal year 1973 budget request of $610 million
for the next seven DD963's. However, the contractor has agreed to
extend the option date for funding these seven destroyers from Janu-
ary 15, 1973, to January 15, 1974, with no change in contract price or
contract delivery dates provided funding was provided to continue
long lead equipment subcontracts on their current schedules. The
funds provided in the fiscal year 1973, budget, provide for these long
lead subcontracts.

This matter will have to be decided in considering the fiscal year
1974 budget request.

Further, the last seven ships will have to be considered and full
funding or long lead time money provided this coming year.

This concludes my statement, Mr. Chairman, and I will be glad
to answer any questions.

Thank you.
[The prepared statement of Mr. Staats follows:]

PREPARED STATEMENT OF HON. ELMER B. STAATS

Mr. Chairman and Members of the Subcommittee; as requested in your
letter of December 7, 1972, my statement today will cover five topics:

1. Our investigation into the charges made by Mr. Henry M. Durham con-
cerning certain aspects of Lockheed's management of the C-5 aircraft program.

2. Progress payments practices on the C-5 aircraft program.
3. Our assessment of Army "Should-Cost" studies.
4. Our review of the implementation of the Emergency Loan Guarantee Act

(Public Law 92-70).
5. The status of shipbuilding claims.

INVESTIGATION OF CHARGES BY HENRY M. DURHAM

This segment of our statement concerns our investigation at your request
of October 12, 1971, of the charges made before your Subcommittee by Mrr:
Henry M. Durham, a former employee of Lockheed Aircraft Corporation,
regarding Lockheed's management of the C-5 aircraft program.

The General Accounting Office has given particular attention to the following
matters relating to Mr. Durham's charges:

1. The contractor's awareness of the problems cited by Mr. Durham and
the timeliness and effectiveness of the action taken.

2. The comparison of Lockheed's experience on the C-5 aircraft with its
past experience and with that of other major aircraft companies in
producing new aircraft systems.

3. The awareness of and the actions taken by the Air Force in respect
to these matters.

We also obtained Lockheed and Air Force comments on Mr. Durham's charges
in letters dated May 26 and July 13, 1972, respectively.

Mr. Durham provided a set of 23 exhibits in support of his charges of unsat-
isfactory management practices in the assembly operations at the Marietta,
Georgia, plant and in the fabrication plant at Chattanooga, Tennessee, The
principal problems cited by Mr. Durham at these two plants, along with our
findings, are summarized below and are presented in detail in the report
previously furnished to your Subcommittee.
Lockheed-Georgia, Co. Marietta, Ga.

Mr. Durham charged that there was mismanagement of assembly operations
in producing the C-6 aircraft at the Marietta plant. He charged, in part, that
(1) assembly records were inaccurate, (2) parts had been removed without
authnrization. had been scrapped by mistake, and had been unnecessarily pro-
cured, (3) inventory controls over titanium fasteners were inadequate, (4)
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aircraft were moved along the production line in order to collect payments
related to the accomplishment of milestones, although the aircraft were
incomplete, and (5) the subterfuge to conceal such problems began with the
rollout of aircraft 0001. Mr. Durham stated that, as a result, production costs
had been increased significantly.

Our findings support the following charges made by Mr. Durham.
Aircraft assembly records did not accurately reflect the physical con-

dition of the aircraft
Parts had been removed from aircraft without authorization.
Parts had been erroneously scrapped.
There were inadequate controls over disbursement, handling, and usage

of titanium fasteners.
We could not, however, determine the full extent of these conditions or

their impact on the cost or schedule of the C-5 program.
Our findings do not support the following charges made by Mr. Durham.

We did not find evidence to indicate the parts had been unnecessarily
procured. This is based on a detailed review of a random sample of pur-
chased parts.

We did not find evidence to indicate that Lockheed maintained the
production schedule in order to collect payments related to the accomplish-
ment of milestones. We did find however, that the Air Force had with-
held about $3.7 million from milestone payments on the five test aircraft
because of shortages and variances from specifications when the aircraft
were delivered to the flight-test organization.

We did not find evidence to indicate that there was subterfuge involved
in the rollout ceremony of aircraft 0001. The Air Force issued a press
release on February 21, 1968, that the C-5 aircraft rollout would be con-
ducted on March 2, 1968. The release also indicated that the C-5 aircraft
was scheduled to fly for the first time in June 1968. This shows that the
aircraft was not intended to be fully operational at the time of rollout.

Lockheed-Georgia Co., Chattanooga, Tenn.
Mr. Durham charged, in part, that (1) there were inadequate controls over

tools, raw materials, and miscellaneous small parts, (2) there was unneces-
sary procurement of material and high-strength nuts and bolts, and (3)
there was mishandling of materials. He stated that these conditions and prac-
tices had increased the cost of operating the Chattanooga plant.

Our findings support the following charges made by Mr. Durham.
High strength nuts and bolts had been purchased for plant mainte-

nance when, for some purposes, lower grade materials would have sufficed.
Substantial quantities of material and miscellaneous small parts had

accumulated as a result of canceled orders and transfer of items from
another plant.

Some items which were available at less cost from the Marietta store-
room had been purchased locally.

Our findings do not support the charges by Mr. Durham that there were
inadequate inventory controls over tools, raw materials, and miscellaneous
small parts. We found that consumable tools, such as drill bits, reamers, and
cutters were provided to employees as they were needed without establishing
a record of issue. With respect to raw materials and miscellaneous small parts,
we found that these items were purchased and controlled on an individual job
order basis in lieu of detailed inventory controls. We believe thesee practics
were reasonable because it is generally impractical to provide a detailed in-
ventory control system for small and inexpensive tools and parts. In addition,
we found that these practices were consistent with others in the industry.
General

We visited several aerospace firms to determine whether problems similar
to those experienced by Lockheed could normally be expected in producing
a new aircraft. We were advised that conditions such as out-of-sequence work
and missing parts exist on every new aircraft program. However, it was also
pointed out that management emphasis is directed toward insuring that such
conditions do not develop into major problems. We were unable to obtain
specific detailed information that could be used for comparison.
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We found that prior to the publication of Mr. Durham's charges the Air
Force was aware of some of the conditions he cited. For example, the Air
Force knew Lockheed was experiencing difficulties with titanium fasteners,
feeder plant assemblies, quality control, and out-of-sequence work. However,
the Air Force could not provide any documentation that would indicate
they were aware of other conditions such as inaccurate assembly records,
unauthorized removals, or any of the conditions at Chattanooga.

For the most part, however, the Air Force did not direct the contractor
to take specific corrective action because the Air Force, in administering the
contract, followed a philosophy of "disengagement." This philosophy required
minimal participation by the Air Force in the day-to-day management of the
program as prescribed by the total package procurement concept under which
the C-5 aircraft was originally purchased.

We also found that prior to the publication of Mr. Durham's charges Lock-
heed's management was aware of these problems and was directing corrective
action, as evidenced by (1) discussions at special meetings held to review
the progress of the C-5 aircraft program and (2) numerous Lockheed internal
audit reports which were widely disseminated to Lockheed officials.

PROGRESS PAYMENT PRACTICES ON TIHE C-5 AIRCRAFT PROGRAM

You requested our comments on a February 20, 1970, report of the Defense
Contract Audit Agency on progress payment practices on the C-5 aircraft
program. The Agency's report concluded that:

The contractor had understated the cost of delivered items by failing
to include overruns.

As a result, over $400 million worth of progress payments then out-
standing were due to this understatement of the cost of delivered items.

There was a question as to whether the contractor would be able to
finance his overruns and complete the contract, since the ceiling on progress
payments was rapidly approaching.

Frequently a Government contract, as was the case in the C-5 aircraft pro-
gram, requires a long period of performance or substantial expenditures before
the contractor makes delivery and receives full payment. Using private capital
in such cases may not be economical or feasible because the financial require-
ment may exceed the contractor's capability or impair its ability to perform.
Thus, the Government has followed the practice of reimbursing the contractor
for part of the costs incurred on work in process but not yet delivered. Pay-
ments to contractors on this basis are authorized by 10 U.S.C. 2307 and the
Department of Defense procedures for such payments are included in the
Armed Services Procurement Regulation.

The standard progress payment clause provides for payment of a stipulated
percentage of the contractor's incurred costs. In the case of the C-5 aircraft
program, the progress payment rate was set at 90 percent of the costs incurred.
The cumulative progress payments could not exceed 90 percent (subsequently
increased to 100 percent) of the ceiling price established in the contract.

When an item is delivered and invoiced, the progress payments received by
the contractor during its production are deducted from the total amount due.
This is known as liquidating the progress payments. The C-5 contract pro-
vided that the amount of unliquidated (i.e., outstanding) progress payments not
exceed the lower of (1) 90 percent of the costs incurred for undelivered items,
or (2) 90 percent (subsequently increased to 100 percent) of the contract
price of the undelivered items. As of January 20, 1970, C-5 progress payments
were not in violation of any of the above ceilings.

The regulations provided that the costs for undelivered items be determined
by deducting the costs attributable to items delivered, invoiced, and accepted
from the total costs incurred. The regulations also provided that the costs
of delivered items be computed as follows:

"In order of preference, these costs are to be computed on the basis of one
of the following:

(A) The actual unit cost of items delivered, giving proper consideration
to the deferment of the starting load costs;

(B) Projected unit costs (based on experienced costs, plus estimated
costs to complete the contract), where the contractor maintains cost data

which will cleary establish the reliability of such estimates; and
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(C) The total contract price of items delivered."
Lockheed followed method (c) in computing the costs of delivered items.

Therefore, in arriving at the costs of undelivered items, Lockheed deducted
from the total costs incurred an estimated or target cost based on the contract
billing price of delivered items rather than actual or projected costs (methods
a and b). Because the costs deducted for delivered items were less than the
actual costs of such items, the amount subject to progress payments was
increased.

This was the situation presented in the defense contract audit agency's
February 1970 report, which stated that lockheed had been overpaid about
$400 million. The chart on the following page illustrates how the defense
contract audit agency computed the amount of overpayment.

The following is an explanation of how the $400 million overpayment was
computed by the Defense Contract Audit Agency:

The center bar shows that total costs incurred by the contractor were
$1,866 million.

The DCAA, based on data from the contractor's "Contract Status Anal-
ysis Report" concluded that the actual cost of delivered items was approxi-
mately $1,100 million (left bar). On this basis, $861 million was subject to
progress payments as shown on the chart.'

However, the regulations then in effect permitted the contractor to state
the value of delivered items, as shown in the right-hand bar, at the con-
tract target costs, which was reported by Lockheed as $637 million in its
Request for Progress Payments. Using this lower figure, the amount subject
to progress payments was increased to $1,283 million.

By subtracting $861 million, the amount available under method (a)
from $1.283 million, the amount available under method (c) * we confirmed
that Lockheed's method resulted in progress payments being $400 million
greater under method (c) than under method (a).

1 The amount subject to progress payments is determined by taking the difference
between costs incurred and the value of delivered items times 90% (1866 minus 1106
equals 760 times 90% equals 684) plus payments to subcontractors of $177 million
(684 plus 177 equals 861).
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C-5A PROGRESS PAYMENTS AS OF JANUARY 20, 1970

THERE WAS A $400 MILLION DIFFERENCE BETWEEN THE Th.70 METHODS
OF COMPUTING VALUE OF UNOELIVERED ITEMS

(a) DCAA METHOD

$861 MILLION

*AMOUNT SUBJECT
TO PROGRESS
PAYMENTS

(c) LOCK HEED METHOD

N

$1,283 MILLIoN

*AMOUNT SUBJECT
TO PROGRESS
PAYMENTS

$637 MILLION

*BASED ON 90% OF DIFFERENCE PLUS SUBCONTRACT PAYMENTS OF $177 MILLION
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The regulations of the Department of Defense permitted this procedure,
The Air Force's written comments to the General Accounting Office on this
matter pointed out that:

Both parties recognized that an upward adjustment in the contract
ceiling was essential because of several factors, including inflation, repric-
ing because of the number of aircraft being procured under "Run B,"
and repricing because of overceiling costs on "Run B."

This method of computing progress payments had been in effect from
the start of the contract. Because the contractor had filed an appeal with
the armed services board of contract appeals indicating an intent to Liti-
gate contractual differences the Air Force considered that progress pay-
ments should be continued using this method. The Air Force believed
that to do otherwise might incur a breach-of-contract action.

The Air Force concluded that, were progress payments suspended or
past payments significantly recouped, C-5 aircraft production would come
to a halt and the ultimate cost of completing the program would greatly
increase.

Between February 1970 and May 1971, when the contract was restructured,
the Air Force increased the ceiling price of the contract by about $557 million
to recognize (1) fluctuations in the economy in excess of the rate included
in the original contract price, $143 million, (2) provisional items and change
orders for which firm prices had not been established, $114 million, and (3)
interim repricing adjustments for "Run B," $300 million. These actions pro-
vided additional funds for progress payments since such payments are limited
by the ceiling price for the contract.

The Air Force also changed the limit on the percentage of the contract
price that would be available for progress payments. Originally, progress pay-
ments were limited to 90 percent of Lockheed's allowable incurred costs, up
to a maximum of 90 percent of the contract ceiling price, in April 1970 the
Air Force changed this maximum to 95 percent of the ceiling price, which pro-
vided an additional $73 million for progress payment. The contract was again
changed in September 1970 to allow progress payments up to 100 percent of
the ceiling price; this made available an additional $75 million. Therefore, by
changing the limit from 90 percent to 100 percent, an additional $148 million
was made available for progress to Lockheed. This $148 million and the 557
million increase in the ceiling price comprise the $705 million discussed in
the staff study.

The contract was converted to a cost-reimbursement contract in May 1971,
and the contractor stopped receiving progress payments and started receiving
reimbursement on the basis of costs incurred. Negotiations to convert the
contract considered all payments previously made to Lockheed.

The method lockheed used was allowable under the contract and was per-
mitted under the regulations then in effect; however, as previously illustrated,
this method permitted the contractor to receive progress payments for costs
incurred on delivered items in excess of the unit prices for such items. By
June 1968, six months after lockheed started using this method, Lockheed and
the Air Force were projecting an overrun on the contract.

It is our opinion that the method used for computing the progress payments
was inappropriate under the circumstances, Progress payments are to help con-
tractors finance the cost of undelivered items and we believe that when an
Item is delivered and accepted the actual costs to produce the item should be
deducted from total costs incurred when computing the maximum permissible
progress payments.

As a result of the Defense Contract Audit Agency Report and of subsequent
studies by the Defense Internal Audit staff, it was decided in November 1971
that the practice of using method (c) to compute the costs of delivered Items
should be discontinued. Defense Procurement Circular 94, dated November
22, 1971, announced plans to revise the progress payment request form, and
the new form omitting method (c) became effective on April 1, 1972.

ASSESSMENT OF ARMY SHOULD-COST STUDIES

In testimony before this Subcommittee in April 1971, we reaffirmed our In-
tention to follow up on the efforts of the military services in performing should
cost studies of contractors' operations.
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To date we have completed our assessment of nine Army studies which
were made during 1970 and 1971. Since our reviews of the Navy and the Air
Force should-cost studies have not yet been completed, my remarks today
will be limited to the Army studies.

Our primary objective was to examine the manner in which the should-
cost studies were conducted and to identify areas in which improvements could
be made to increase their usefulness and the benefits derived from the studies.
I would like to emphasize that we did not attempt to evaluate the overall
conduct of contract negotiations.

The Army's objectives in making should-cost studies are to develop realistic
Government estimates for use in negotiating contract prices, and to obtain
the contractors' agreement to make improvements in those operations deter-
mined to be below acceptable levels. We stimate that the three studies which
we reviewed in depth cost a total of about $463,200, including consultant fees
of $47,8S5. The in-plant phases of these studies consumed periods of 5 to 8
weeks and the study teams varied in size from 15 to 27 members.

Although no two studies were the same in areas covered, depth of review,
flindings, or recommendations, on the we believe the studies strengthened the
Army's bargaining position in contract negotiations. Some of the benefits which
could have resulted from the studies were not realized, however, because
insufficient attention was given to identifying ways to improve the con-
tractor's efficiency and economy of operations.

The teams made in-depth analyses of the contractors' proposals and arrived
at cost estimates which were much lower than those of the contractors. The
nine Army should-cost studies evaluated contractors' proposals totaling $299.2
million and identified potential reduction of $97.8 million. The potential price
reduction represents the difference between the contractor's proposed price and
the estimates developed by the should-cost teams.

The price reductions realized by the Army in negotiations totaled $46.7 mil-
lion, or 15.6 percent of the contractors' price proposals. Figures developed by
the Army show that on prior procurements of the same or similar equipment
from the nine contractors price reductions amounted to 8 percent of the con-
tractor's proposals. We confirmed this for three of the nine studies.

We could not determine the precise amount of the cost reduction for each
individual should-cost finding because final agreement was reached on a lump-
sum basis rather than on individual elements of cost. In addition, the full
extent of the savings to the Government cannot be determined until the final
costs of performing the contracts are known because in seven instances fixed-
price-incentive type contracts were awarded. Under this type of contract the
contractor is paid on the basis of the costs incurred in performing the contract
up to a ceiling price and the contractor's actual profit is determined by the
extent to which the final costs are either higher or lower than the contract
target costs.

'In addition to the contract price reductions negotiated, six of the nine con-
tractors agreed to apply their best efforts toward attaining a number of Im-
provement goals in areas which the should-cost teams felt had potential for
improvement and from which the Government stands to benefit from any
subsequent contracts. The goals concerned such things as achieving higher labor
efficiency levels and preparing and implementing estimating and accounting
manuals.

The studies we reviewed had few suggestions for specific changes in the con-
tractors' operations to improve efficiency or economy. The teams relied princi-
pally on in-depth analyses of the contractors' records and on the teams' judg-
ments. We believe the best means to challenge the efficiency of a contractor's
operations is to identify the specific practices which need improvement. We
have recommended that the Army give increased emphasis to this in future
studies.

The study teams did not discuss their specific findings with the contractors
prior to negotiations for fear of jeopardizing their negotiating positions. Our
view, however, is that open and frank discussions throughout the studies can
help to develop stronger bargaining positions by enabling the teams to isolate
areas of agreement and disagreement earlier; to undertake additional work
when necessary: and to refine their positions when justified. Such discussions
would also allow greater contractor participation in determining the actions
needed to Improve their efficiency and would lead to Quicker agreements during
negotiations.
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We found little evidence that the teams had considered the need for or
the desirability of changes in Government policies, procedures or practices
to reduce the costs of contractor operations. For example, we have found in
other reviews that substantial savings could be achieved by eliminating or
modifying certain Government testing and packaging requirements. We have
recommended that these matters be given attention in future studies. In addi-
tion, we believe that the Department of Defense should study the question of
whether the should-cost concept should be expanded to include consideration
of the impact on costs of schedule and performance requirements.

At one location we found that the resident audit office had difficulty measur-
ing the contractor's progress toward the improvement goals for certain cats-
gories of indirect expenses. The goals were expressed as percentage reductions
or percentage levels to be attained. Because these rates could be affected by
cost accounting changes or fluctuations in the costs, changes in the rate did
not furnish meaningful information as to the contractor's progress in reducing
costs. We have recommended that the teams define improvement goals in terms
which will permit more meaningful progress evaluations.

We are convinced that should-cost techniques, properly applied, can be of
great assistance to Government negotiators in arriving at fair and reasonable
prices. We intend, therefore, to continue to follow up on the efforts of the
military services in applying these techniques and to recommend improvements
when we find the need for them. Our assessments of the studies performed by
the Navy and the Air Force should be completed shortly, and copies of our
reports will be provided to the Subcommittee.

IMPLEMEN'TATION OF THE EMERGENCY LOAN GUARANTEE ACT

The Emergency Loan Guarantee Act requires GAO to make an audit of
any borrower under the act. Lockheed Aircraft Corporation has been the only
borrower.

We have concluded that Lockheed and the lending banks have complied with
the requirements of the Act. As required by the Act, the Government has been
placed in a preferred position with respect to the collateral and, based on
current book valuations and certain known market values of the pledged
assets, the Government's interests appear to be adequately protected.

Barring unforeseen circumstances available information indicates that
Lockheed should be able to generate sufficient cash during the next several
years to permit repayment of the Government-guaranteed portion of its loan.
However, unless Lockheed is successful in obtaining a subtantial number of
additional orders for its L-1011 Tristar commercial airliner, losses on that
program could impair the financial condition of the company. Firm orders
and options amount to 117 and 67 aircraft, respectively, as of today, compared
to Lockheed's estimated break-even point of 275.

In this connection our review of available forecasts of the world-wide deS
mand for widebodied trijet aircraft of the L-1011/DC-10 type through 1980
indicates that less than 40 percent of the demand has been thus far satisfied
in the form of either orders or options received by the two manufacturers of
the trijet aircraft. In part this maybe attributable to apparent airlines policy
of not placing orders or options more than 2 or 3 years in advance.

Several important developments have occurred recently such as:
1. The receipt of orders for 32 additional aircraft (13 firm and 19 options)

from customers that are expected to have substantially larger needs for
these planes in the last half of the decade of the 1970's.

2. The issuance by Lockheed of a new 5-year forecast that recognizes the
following factors:

(a) L-1011 production costs increased during the first 6 months of 1972
and the production schedule of the planes was extended by 18 months.
These two situations have contributed to increasing the break-even Point,
estimated by Lockheed, from 265 to 275 aircraft. Lockheed has attributed
the increase in production costs primarily to out-of-station work and
unscheduled overtime required to meet delivery commitments on the first
12 aircraft. We are seeking to determine whether there are indications
that Lockheed is resolving these problems and bringing costs in line with
its initial estimates.

(b) Lockheed will need to draw down a greater proportion of the total
funds available under the $250 million guaranteed loan. Initially Lock-
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heed estimated it would draw a maximum of $150 million. This has been
increased to an amount between $195 million and $220 million. Currently,
$130 million has been borrowed and Lockheed's forecast indicates that this
is expected to reach $150 million by the end of the year.

(c) Lockheed originally planned to payback the guaranteed loan by the
end of 1974. Lockheed currently estimates payback will be completed
about 3 to 6 months later. However, the current estimate is still within
Lockheed's obligation to fully repay the guaranteed loan by December 31,
1975.In view of broad language in the legislation with respect to the nature andobjectives of GAO's examination of the borrower, we coordinated our planswith the chairmen of the House and Senate Banking Committees and Congress-

man Dingell, the sponsor of the GAO audit provision.
We have interpreted the statute as requiring GAO to:(a) Monitor the financial and other activities of the borrower to pro-

vide assurance that the borrower and lenders comply with the terms of
the statute and the implementing agreements, and that the interests of
the Government are adequately protected;

(b) Advise the Congress of any matters that may affect the ability
of the borrower to repay the Government-guaranteed portion of its out-
standing loans; and

(c) Inform the congress of any other information that may be relevant
under the circumstances existing during the loan guarantee period.

In addition, since all of the authority to administer the loan is vested inthe emergency loan Guarantee Board, we consider the review of the activities
of the Board to be a vital part of our overall examination.

Although the Emergency Loan Guarantee Act does not require GAO to
review the Board's activities, such a review is clearly authorized under thegeneral authority granted to GAO by the Congress to review the records ofthe agencies of the Executive Branch of the Government. The Board, as youknow, has taken the position that we do not have statutory authority to
review its internal records relating to its decision-making process and con-tinues to hold to this position. We believe that GAO has the responsibility
for reviewing the activities of the Board and has the right to examine any
records related to the decisions previously made by the Board. In compliance
with the views expressed by the Senate Committee on Banking. Housing and
Urban Affairs and the House Committee on Banking and Currency, The
Board provided us with certain correspondence and financial analyses pre-
pared by Its fiscal agent which enabled us to examine the activities of the
Board in connection with the Lockheed guarantee, Consistent with its earlier
position, however, the Board stated in its Annual Report dated September 5,
1972, that the legal difficulties between the GAO and Board were unaffected
by its release of records to us. Thus, the Board has not conceded that GAO
has a legal right to records of the Board that GAO believes are necessary to
carry out its statutory responsibilities-a position we think is without merit.

STATUS OF SHIPBUILDING CLAIMS

In hearings before this Subcommittee in March of this year we discussed,
In some detail, contractors' claims for price increases and why these claims
have been a recurrent element in Navy shipbuilding programs. A comparison
between claims over $5 million then outstanding and the latest data reported
by the Navy is shown below.

Mar. 1,1972 Nov. 1,1972

Avondale Shipyards, Inc -. ---- $142.2 $142.2Bethlehem Steel -53.6 49.1Defoe Shipbuilding - 5.4Dillingham Shipyard- 14.2 15.9General Dynamics -204.6 204. 6Ingalls Shipbuilding, Litton Systems, Inc -174.6 .Lockheed Shipbuilding-139.6 139.6Newport News Shipbuilding - 111.0 69.1

Totolt. a....l.....................845.2 620.5
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These figures do not include claims that have been referred to the Armed'.
Services Board of Contract Appeals or claims that have been rejected by-
the Navy.

The difference between the value of claims outstanding as of last March.
and current claims is attributable to the settlement of some claims but is
due primarily to Litton's referral of 3 claims totaling $162 million to the-
Armed Services Board of Contract Appeals. A discussion of these three claimas
follows.
Ammunition Supply Shp8-AE 82-35

Litton Systems, Inc., Ingalls Nuclear Shipbuilding Division, claims $36,780,419
for alleged extra work performed during construction of four ammunition
supply ships AL 32-35. The Navy has advised the contractor that it had
reviewed the record relating to this claim and had determined that the claim
for additional payment should be granted in the amount of $962,057.

On August 14, 1972, the contractor submitted this claim to the ASBCA.
Nuclear Attack Submarine-SSN 680, 682, 688

Litton is claiming $30,575,000 due principally to late delivery of Government-
furnished material. By letter dated July 31, 1972, the Navy advised the con-
tractor that it was entitled to a compensation increase of $3,774,803. On
August 14, 1972, the contractor submitted this claim to the ASBCA.
Various Contracts

Litton alleges that due to the impact of the Government actions, it incurred
additional cost of $94,395,059. Government actions cited include massive
changes on submarine contracts for SSN 621, 639, 648, and 652, priorities, and
acceleration of submarine work. The claim was submitted in May 1971.

The contractor appealed to the ASBCA on July 11, 1972, without waiting
for a contracting officer's decision.
LHA Program Claim

On March 30, 1972, a $270.7 million claim for an equitable adjustment was
submitted by Litton Ship Systems on the LHA contract. The Navy has re-
jected this claim. Litton also proposed price increases for costs related to
the cancellation of 4 ships, escalation charges, and miscellaneous other changes
to the contract. Negotiations are continuing on these proposed price increases.
Current Status of the LHA Program

You also asked that we discuss our work on the Navy's LIHA and DD963
ship acquisition programs. As you know, we have been making reviews of
major acquisition programs for several years. Those reviews are made at the
request of the Appropriations and Armed Services Committees and reports on
our studies are given to those Committees, and to other interested congressional
committees, early in each congressional session. Our current work on the
LHlA and DD963 programs was undertaken as a part of that effort. However,
a great deal of work remains to be done before we complete our review and
report to the Congress.

Serious problems have been encountered in getting the LHlA program under-
way. LHA cost estimates are now more than contract prices and delivery of
the ships is delayed two years or more. The contractor and the Department
of the Navy disagree on who is primarily responsible for the problems and
the resulting cost growth and delivery delays. Among the many factors affect-
ing price to be negotiated are; increases due to the cancellation of 4 ships,
costs associated with delays, disruptions and work stoppages due to matters
beyond the contractor's control such as strikes, acts of God, and unilateral
Navy program changes.

The Navy and the contractor have been negotiating price changes since
March 31, 1972, on the contractor's Proposal to reset the LHA program prices,
giving recognition to escalation estimate changes, delays and changes In the
contract. Negotiations on these items are scheduled for completion by March
1, 1973. Both the Navy and the contractor project a cost increase on the
LHlA contract but the amount cannot be determined at this time. The original
ceiling price of the nine ship contract was $1,199 million.

The contractor now estimates that the 1st ship will be delayed 23½2 months
and the 5th ship delivery will be delayed 32% months.
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Major subcontracts have all been awarded. These 131 subcontracts, totaling
over $100 million, are fixed-price awards. No significant delivery problems
were noted.

Litton's Data Systems Division received a $150 million work authorization
from the Litton prime contractor for command and control equipment, certain
functions and development of computer programs for 9 ships. The Data Sys-
tems Division, at the request of the shipyard, has slipped its schedules for
LHA installation work to coincide with the shipyard's current schedule.

In most fixed-price ship construction contracts, progress payments are made
on the basis of percentage of physical progress made in performance of the
contract. The fixed-price LIHA contract, however, provided for payments on the
basis of physical progress starting 40 months after award. Payments for the
first 40 months were on a "cost incurred" basis to cover anticipated high
start-up and preliminary design effort. Litton's price proposal on the LiHA
was conditioned upon including these provisions in the contract.

The cost reimbursement method of payment was to have ceased on Septem-
ber 1, 1972. By that time a determination was to have been made of the
status of physical progress as well as an accounting of the status of progress
payments so far made. Because of a variety of delays, the Navy extended
the date for progress payment conversion to February 28, 1973.

As we understand it, the Navy planned to have a basis for measuring
progress early in the program but this has not been accoplished. On September
29, 1972, however, Litton submitted a plan for measuring physical progress
measurement which is being evaluated by the Navy. The progress measurement
issue will either be negotiated by February 28, 1973, or determined unilaterally
by the Navy in case of disagreement. A new contract price for five LoA ships
and a schedule are to be determined by that date.

As of November 29, 1972, progress payments of $395 million have been billed.
The contractor reports that as of that date he considers the program about
33 percent completed. Until the current repricing negotiations are completed
and the system of measuring physical progress agreed upon, the validity of
the claimed progress payments cannot be determined.
Current Status of the DD963 Program

A development and production contract for the construction of 30 DD963
class destroyers was awarded to Litton Systems, Inc., on June 23, 1970. The
DD963 destroyer contract is a multi-year, fixed-price incentive, successive
target contract. The initial target price for the 30 ship program was $1,798.2
million with a ceiling price of $2,139.9 million. The contract provides that the
ships will be funded in specified increments over five fiscal years.

Litton has projected slight changes in the contractually established delivery
schedule. Fabrication of the first ship began in June 1972, and currently, the
DDs are scheduled to be delivered slightly ahead of the contractually estab-
fished dates.
I The Navy position is that it is too early to know whether costs will increase
or delivery schedules will slip but the Navy thinks they probably will.

Through fiscal year 1972, over $1.4 billion had been appropriated for 16 of
the ships. Action by the Congress resulted in a reduction of $636 million in the
fiscal year 1973 budget request of $160 million for the next seven DD963's.
However, the contractor has agreed to extend the option date for funding
these seven destroyers from January 15, 1973, to January 15, 1974, with no
change in contract price or contract delivery dates provided funding was pro-
vided to continue long lead equipment subcontracts on their current schedules.
The funds provided in the FY 73 budget provide for these long lead subcon-
traets.

This matter will have to be decided in considering the fiscal year 1974
Sudget. Further, the last seven ships will have to be considered and full
funding or long lead time money provided.

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

Chairman PRoxi~nrmr. Thank you, Mr. Staats. Let me first get into
this last item you deal with because again, I think it is a very vital
item.
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LITTON AMMUNITION SHP CLAIM

Let us take the statement dealing with Litton shipbuilding pro-
gram. Litton filed a claim totaling $36.8 million, as I understand it,
for alleged extra work performed on four ammunition supply ships.
The Navy offered to settle the claim for less than a million dollars.
That is a tremendous disparity. Litton has appealed the Navy's
decision. Does the small amount of the offer suggest that the claim
may have been grossly exaggerated or inflated?

Mr. STAATS. I do not really believe, Mr. Chairman, I would have
any view on that particular point.

LITTON SUBMARINE CLAIM

Chairman PROXMAIRE. Does it not seem striking? Let me go into the
next one then. In addition, Litton claims $30.5 million for alleged
late delivery of Government-furnished material in the construction
of three nuclear submarines. Again, the Navy offered a relatively
small amount, $3.8 million, in settlement. If the claims in these two
cases are worth only what the Navy has offered, does it not indicate
that something is wrong with the claims?

Mr. STAATS. I guess that would be proper to conclude the Navy did
not think much of it.

Chairman PROXMIME. It seems such a striking and sharp disparity.
Mr. STAATS. It certainly would seem correct.

LITTON cCRIPLE CLAIM

Chairman PROXMIIRE. Let me get into the third case. Litton claims
$94.4 million for what vou call massive changes on submarine con-
tracts. This is the so-called "Ripple" claim, as I understand it. Can
you explain the basis for that?

Mr. STAATS. Mr. Hassell Bell, deputy director of the Procurement
and Systems Acquisition Division has been following this.

Chairman PROXMIRE. Mr. Gutmann, would you let Mr. Bell take
your microphone so he could be heard?

Mr. GUJTMANN. Surely.
Mr. BELL. If I understand the ripple effect claim, the basis of that

says that over a period of some years of Government contracts, the
various things that have happened on these series of contracts that
cannot be specifically identified with one individual contract have
collectively resulted in the contractor being unable to attain the level
of efficiency that be had planned to attain and, therefore, this claim
is based upon the amount of money that he says he would have
earned had he been able to attain that level of efficiency.

Chairman PROXwnIRE. Is that not an unusual and unprecedented
claim?

Mr. BELL. Air. Chairman, it is the first one I have seen like that,
yes.

Chairman PROXMIRE. The contractor says he agreed to a contract
price but then he is less efficient than he thought he was so he is
going to have to have more to reward him, to compensate him for
his inefficiency, is that right?
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Mr. BELL. Well, he alleges his inefficiency is as a result of various
things that occurred on the contract that were caused by matters
that were beyond his control.

Chairman PROXMIRE. Such as?
Mr. BELL. Such as Government changes, such as labor troubles,

such as storms and various other types of things. But as you ask now
and I reply, it is the first claim of that type that I have seen.

Chairman PROXMIRE. And it is such a big one, a hundred million
dollars almost, $941/2 million.

You state, Mr. Staats, that Litton appealed to the Armed Services
Board of Contract Appeals before the Navy made a decision on it. Is
it not correct that the Navy thought so little of this claim that it was
going to refuse to offer any amount in setlement on that $94 million
claim?

Mr. STAATS. That is correct.
Chairman PROXMIRE. So that in taking these three claims we have

discussed the $36.8 million claim on the ammunition ships, $30.5
million on the submarines, and $94 million on the ripple claim, it
looks as if the Navy has taken a position on all of them they are not
worth very much, at least the amount that should be allowed should
be relatively very small.

LHA PROGRAM

Let us get into the landing helicopter assault program. The Navy's
position on the landing helicopter assault program is a little harder
to understand. First, will you tell us why the Navy wants the landing
helicopter assault ship, what is its mission?

Mr. STAATS. It is for the support of the Marine Corps assault
mission, Mr. Chairman. The original requirement on this was nine
ships, as you know, and since that time the requirement has been
reassessed to reduce that by four ships making a total of five ships
that will be constructed under the contract.

Chairman PROXMIRE. What was the contract price for nine landing
helicopter assault ships?

Mr. BELL. $1.199 billion.
Chairman PROXMiRE. About $1.2 billion?
Mr. BELL. That is right.
Chairman PROXMrRE. According to the prepared statement, Litton

has been paid $395 million as of November 29, 1972, and reports that
the program is about 33 percent complete. Assuming the estimate of
physical completion is correct, does that indicate the cost of five
ships will be $1.2 billion, and that Litton's cost per ship has risen
from $133 million each to $237 million each? In other words, are we
going to get five ships for what we were going to get nine ships and
that they have an overrun here of about 80 percent? Can we project
this on the basis of they are saying it is a third complete?

Mr. BELL. Well, if you go on the basis that that is a straight arith-
-metical average, Mr. Chairman, that is the kind of figure you would
,get. But both the contractor and the Navy felt when this contract
-was awarded and they activate a new shipyard there would be a
considerable amount of rather fairly sizable unusually large startup
ocosts which would have to be borne and would be borne whether they
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built one ship or nine so I do not believe it would be really fair to
draw a straight arithmetical average.

Chairman PROXMIRE. Well, you have got more than half of the
amount that the cost of five ships could be already paid and they say
they have only completed a third of the work so those really must be
unusually high startup costs, and a red flag to us to be aware of the
very strong possibility of overruns on these ships, would you not say?

Mr. BELL. I think that Mr. Staats said in his statement that both
the Navy and the contractor predict an overrun. It is just the size of
it that cannot be determined until the negotiations

Chairman PROXMIRE. It is pretty mild language on it. But you
think it looks pretty strongly as if there is going to be an overrun
here?

LACK OF PROGRESS ON LIIA

At our request you sent analysts to the Litton yard to look into
this program. I understand that at least one estimate prepared by
Litton earlier this year indicates that there has been far less progress
than has been reported. This estimate shows slightly more than 13
percent completion on the hull of one ship-they were talking about
33 percent altogether-13 percent on the hull of one ship, 5 percent
completion on the entire ship. Can you comment on these figures?

Mr. STAATS. I do not believe, Mr. Chairman, I can at this point.
I would like to say though, in connection with your question that we
are reviewing these two programs in great detail. We have had five
men down there within the last 10 days who have spent about 4
days at the site. We will be making our report, as I have indicated,
we now contemplate, at the end of February. I believe that it is too
early for use at this point in time.'

Chairman PROXMIRE. I understand those figures come from an in-
house Litton estimate. Mr. Bell cannot comment on those figures? Are
you not familiar, Mr. Bell, with those figures?

Mr. STAATS. If these are their figures, I have no problem at all. I
just did not want to speculate what our figures would be until we are
further along with our review. But if these are their figures there is
no problem, I am just not familiar with it.

Mr. BELL. The point is that the figures that you read relate to yard
labor, the amount of labor that has been expended on those particular
ships at the yard. There are additional amounts of money on sub-
contracts that also apply which make up the difference in the pro-
gress reported.

LOW EFCIENCY IN LITTON SHIPYARD

Chairman PROXMIRE. I also understand that this same Litton
estimate, in-house estimate, showed that the yard where the LHA
is being built is operating at 40 percent efficiency. Is that not a
rather low efficiency level?

Mr. BELL. Forty percent strikes us as low but I do not really know
what a national average for shipyards really ought to be.

IThe GAO staff study entitled "General Purpose Amphibious Assault Ship (LHAJ and
the DD-963 Antisubmarine Warfare Destroyer Shipbuilding Programs" may be found
on pp. 2442-2478.
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Chairman PROXMIRE. I cannot believe it is anything like that.
Where there is 90 percent efficiency there might be some reason for
some concern, 75 percent, 50 percent would be appalling; 40 percent
just seems to me, 40 percent efficiency even for a Senator to operate
at is pretty low. [Laughter.]

Mr. BELL. Well, again, as Mr. Staats said in his statement, and I
think it is commonly conceded, Litton has had difficulties, there
have been some serious problems, in getting that shipyard started.
One of those, of course, would be getting the labor force operating
at some acceptable level of efficiency.

Chairman PROXMIRE. Incidentally, we are going to have a repre-
sentative of the union that represents the workers here to talk to us
about that tomorrow. We can question him on it. Why has it been
so difficult for the Navy and Litton to agree on the amount of
physical progress? I realize that it is difficult to estimate progress
on something as complicated as a large ship program, but it is done
all the time on other programs. Should not the Navy and Litton
have worked out a method to determine physical progress early in
the program?

Mr. BELL. Here, Mr. Chairman, the primary problem was getting
a shipbuilding program going in a new yard and that was the same
basis for the cost reimbursements period of 40 months.

The construction of ships on a module basis as opposed to laying
the keel in construction of the ship was thought by both parties to
be somewsat different. We are told that they did not anticipate hav-
ing the kind of difficulties they have had and agreeing on that basis,
yes.

DELIVERY DELAYS

Chairman PROXMIRE. Then, you talk about the delivery date, this
is something, of course, time is money, and it is also a matter of pre-
paredness for our armed forces, for our Navy. We are told the first
ship is going to be 2 years late, 231,½ months, the fifth ship 321/2
months late, almost 3 years, which is an extraordinarily long delay.
On the other hand, if there is no firm estimate on physical comple-
tion how is it possible to estimate delivery delays? Are not these
just guesses, too, and likely to be low guesses?

Mr. BELL. I believe that is probably-I think that we said in the
statement that we do not believe they have a basis.

Chairman PROXMIRE. So 2 and 3 years, which is extraordinarily
late, it is likely to be more than that?

Mr. STAATS. These slippage schedules are the Navy's figures, not
ours. We question-

Chairman PnoxMmIE. They do not seem to have any physical basis
for making the estimate either, is that right?

Mr. STAATS. I think the question is a good question, without some
physical basis for measuring progress whether the Navy's estimates
are really good.

Chairman PROXMIRE. So it seems likely the program will be de-
layed further.
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NAVY GRANTS LITTON 6-MONTH EXTENSION

You mentioned the 6 months extension granted as of September
1. Can you explain what was extended and why the extension was
granted?

Mir. BELL. We discussed this with the Navy, and the way it was
explained to me in the Navy is that there were a number of things
to be considered. The Navy wanted to find, they would concede that
the hurricane had had some delays, they would concede that there
had been a strike that contributed to the delay, there were also some
Navy changes in the program, and it was explained to me the Navy
attempted to arrive at what it thought would be its maximum in-
volvement, the maximum things that the Navy would be responsi-
ble for. It felt the maximum amount would be 6 months, that was
the reason for the extension of the 6 months period.

LITTON'S MODERN SHIPYARD

Chairman PROX3MIRE. I recall that when the LHA contract was
awarded to Litton one of the reasons given was its new modern vard
and the modular construction technique. Do you think it may have
been a mistake for the Navy to have invested so heavily in a new,
untested yard employing new and untested techniques?

Mr. STAATS. We hope to have some judgment on that, Mr. Chair-
man, when we complete our report. I think, though, that all would
agree that in the beginning a mistake was made in not having one
manager for both yards. There was an fast yard and a west yard
and for sometime they were under separate managements which
caused serious problems of coordinating between the two. They are
now under one management and this seems to be working much bet-
ter.

Chairman PRoxMnRF. But this would not be the sole or perhaps
the principal explanation for this terrific time delay and for what
appears to be a very strong likelihood of an increase in costs?

Mr. STAATS. We will attempt to assess this point but my impres-
sion is that it was not the sole but a very substantial element in
some of the early difficulties which they ran into.

NAVY-MARITIME ADMINISTRATION AUDIT OF LITTON

Chairman PROXMIRE. Are you familiar with the joint audit of
Litton conducted by the Navy and the U.S. Maritime Administration
and the interim report filed on May 10, 1972?

This report finds evidence in inefficiency, poor workmanship and
low productivity throughout the Litton shipyard; is that right?

Mr. BELL. Yes, we are familiar with that.
Chairman PROXMIRE. On the basis of your investigation do you

confirm that?
Mr. BELL. I think that the Navy's production audit that was made

in, I think it was in, May of 1971, would also have testified to the
fact those were essentially correct statements, yes, sir.

95-328-73 4
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FINANCTAL CAPABILITY OF IJTYON TO COMPLETE PERFORMANCE

Chairman PROXMIRE. Now we have had trouble with Grumman,
we have had trouble with Lockheed, it looks as if we are likely to
have trouble with Litton with respect to their financial capability
to complete performance. Complete performance on its Government
contract. Your reply was was that you were unable to conduct an
investigation when we asked you to check into it for us to see whether
Litton had the financial capability to complete the performance on
its contract. Why cannot GAO conduct that kind of an inquiry?

Mr. STAATS. On the financial capability, Mr. Chairman?
Chairman PROXMrIREn. Yes, sir.
Mr. STAATS. Well, I do not-I would not say that we could not

do it under any conceivable circumstance. It is a very, very difficult
matter for an agency such as ours to make a judgment on what the
financial resources might be available from the commercial market.
Also, there are other parts of the total company business which we
would have to go into. Some of them are commercial type ventures
where we would not have access to information unless Congress gave
us specific authority, as they did in the case of the Lockheed emer-
gency loan guaranty.

Chairman PROXMIRE. You see, here is why it seems to me we are
very foolish if we do not find out about this. We may be waiting for
a weapons system we need, you say this is to support Marine landing
and so forth, and it is something we might very well have to have
on some kind of a schedule. It is already 3 years late and perhaps
later than that. We have a company here that may not be able to
perform. It has filed large claims which are very likely to be dis-
allowed, the Navy has indicated it will not grant most of them. It
has cash flow problems, it has had continued difficulties with the
shipyard, it seems to me Congress would be foolish to ignore the
possibility that Litton may try to halt production on one or more
of its programs if the Navy does not agree to give it more money.
In other words, another Grumman case. Can you recommend any
steps that Congress might take to probe further into a giant Govern-
ment contractor's financial capability in a situation such as this? We
are developing now a series of contractors whose production is vital
to our defense and who may not be able to perform. What can we do
to protect ourselves in this case in the future without enormous cost
to the taxpayers?

Mr. STAATS. Well, of course, the first and foremost responsibility
here devolves on the contracting agency. It is their responsibility to
make that judgment on the financial responsibility of the company.
With a large contract of this type extending over several years, I
would have to agree that it is a very difficult kind of a judgment to
make. I do not know that there is any good answer to your question
except in the way we go about, in the government, of procuring these
major systems, Mr. Chairman, because the financial problem flows
from design and production problems, and without those we probably
would not have, perhaps except very rarely, the kind of financial
problem which is faced by Grumman and faced by Litton.

Chairman PROXMIRE. Well, that may very well be, I think it is
right that our design and production problems are expecting too
much of our weapons systems and causing all kinds of difficulties,
including great difficulties for the contractor, but it seems to me
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Congress simply cannot sit back and wait-
Mr. STAATS. I agree.
Chairman PROXURE [continuing]. For one of those things to

explode or just say "Well, it is another half billion or billion dollars
for the taxpayer." We cannot go on like this. It seems to me we
ought to have some kind of constructive way of finding out the
situation so we can cope with this difficulty we have had in the past
and are certainly going to have, I think, with greater emphasis in
the future.

Mr. STAArs. What I am suggesting is you cannot divorce the

financial problem from the problems that gave rise to the financial
problems which go back basically to the need for improvements in
the whole manner in which we acquire these systems, and that is what
I am trying to emphasize.

We believe the Defense Department is taking some constructive
steps; for example, Secretary Packard in his action issuing the pro-
curement circular known as 5000.1, and I believe, that the Procure-
ment Commission which will be making its report at the end of this
month will have some very good recommendations to make.

Chairman PROXMIRE. All that is true but if the General Accounting
Office, which is the accounting, auditing arm, the watchdog of Con-
gress spending, cannot recommend procedures by which we can
protect the taxpayer and also provide for the weapons we need,
getting them on time at reasonable cost or begin to make progress
in this direction, recognizing the financial problem involved here,
the financial capability of the contractor, if you cannot give us
recommendations I think we are in trouble.

Would you think about this for the record and see what you can
file as an alternative?

Mr. STAATS. Yes; we can do that. But I do not want the point to
go by that we have made to the Congress a whole series of recom-
mendations on ways which we think the weapons systems procure-
ment process can be improved. We think a great deal more use can
be made of prototyping, of parallel development. We think we need
a lot of changes in the cost estimating procedures to be sure that the
cost estimates are realistic. We made an overall report on this to the
Congress in March of last year, and we have made a series of reports
going back to 1968 when I appeared before the Antitrust Subcom-
mittee, Senator Hart's subcommittee, on the subject of prototyping.
We do feel that we have good capability, and have actually developed
some very good recommendations.

All I am suggesting here this morning is that the financial prob-
lems usually stem from design and production problems, and the way
in which the contract was originally entered into. This matter of the
single package procurement, we all agree, was a colossal failure.

[The following information was subsequently supplied for the
record:]

Corporate financial difficulties can result from a variety of factors. One factor

in the past has been the acceptance of multi-million dollar contracts on a firm

fixed-price basis for systems on which there were significant development prob-

lems to be solved, where there was concurrency in development and production,

where there had been no production experience, and where performance was to

occur over a period of years. Forecasting of costs under such conditions is not

likely to be very accurate especially where economic conditions are also not

stable.
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Another factor has been that the forces of competition motivate contractors
to develop and submit overly optimistic proposals as to schedule, cost, and
system performance, in order to obtain business. This is most likely to occur
in the case of companies who have substaintially dedicated their performance
to major systems work and who face market conditions very different from
those in the commercial sector. In such cases, unless the U. S. Government buys
the ship or the airplane, or the missile-there is no buyer. The very complex
weapon systems being bought today require large organizations. When there is
a reduction in Government orders, commercial work rarely is sufficient to pro-
vide the revenues necessary to replace the lost volume. Yet, an industrial base
for mobilization must be maintained.

As we have stated, the Department of Defense is taking many actions to deal
with these problems, such as by requiring operational prototypes where possible
and by utilizing cost-type contract until reliable forecasts of production costs
are available.

Three basic and difficult questions are apparent from the foregoing. First,.
what constitutes an adequate production base in the industries essential for
national defense? Secondly, if the nation's present capacity is greater than our
need, how is an appropriate reduction to be achieved? Third, what is the most
effective and economical relationship between industry and the Government that
can be established?

PRODUCTION BASE

The needed size of a production base should be determined by the Department
of Defense. Timely completion of such a study is essential. It is realized that
these matters involve complex judgments concerning international relations and
the potentials that may exist for differing types of warfare in various parts of
the world.

REDUCING INDUSTRIAL CAPACITY

Were there is an over-capacity in captive defense industries, what steps can
be taken? First, efforts should be, and are being made, to divert our research
and productive capacity to meet domestic needs. This, of course, has certain
limitations. Other alternatives for consideration include the following:

Allowing the forces of competition to weed out the less efficient, or least
essential, producers.

Retaining existing producers by spreading development and production
work and paying some price premiums.

Selecting the most essential producers for weapons work, and subsidizing
the conversion of others to serve commercial markets.

The choice of alternatives is one of national policy that must be made at the
highest levels of Government, with full consideration of the overall impact of
each option on the nation's security and economy.

INDUSTRY/GOVERNMENT RELATIONS

There are several levels of industry participation with the Government in
supplying Defense needs.

In the case of the Government-owned, Government-operated plants, industry
simply provides raw materials, parts, and in some cases subsystems. The gun
factories and aircraft production facilities of the 1940's are examples.

Next in order of industry participation are the Government-owned, contractor-
operated plants (GOCO's). Our present ammunition loading plants are illus-
trative of this arrangement. The Government designs the munitions, contracts
for production of components with industry, and contracts for the operation
and management of the loading plant, customarily on a cost-plus-fixed fee basis.
Here there is considerable Government "engagement" with the contractor in the
operation of the plant and in approving and auditing the costs. The fee or profit,
is low in relation to other types of arrangements.

There are some large production facilities (buildings and equipment) owned
in whole or in part by the Government and leased by contractors or assigned
to them. In these cases, the prime contractor is responsible for design and pro-
duction as fully as if he were operating in his own facilities. There is only
nominal involvement by the Government in these cases, but the profit rate is
negotiated to reflect the extent of contractor-furnished resources.
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The situation where there is the greatest industry input to providing the needs
of the Government is that where the contractor owns his own facilities. Accord-
ingly, Government "engagement" should be the least, and the profit rate should
be the highest.

In all of these arrangements, however, there must be some Government inter-
action with the contractor, and adequate visibility as to problems and progress
on complex programs, especially those involving development work. Also, various
functions of contract administration, such as quality assurance, must be per-
formed. Auditing of costs will vary with the type of contract used and the
degree of competition in its award.

In summary, it seems clear that there is no single answer to the question of
industry/government relationships. The structure of that relationship must be
designed on an individual case basis meeting the peculiarities of each situation.
In any event, cost estimating, performance testing, trade-off analyses, cost/
benefit studies, and the selection of the appropriate type of contract in the
circumstances-all must be improved to avoid the problems of cost overruns
which have occurred in recent years.

NEED TO PROTECT PUBLIC AGAINST FINANCIALLY INCAPABLE CONTRACTORS

Chairman PROxMIRE. W1rhat I am talking about is when the design
of a complex, enormously expensive, weapons system is conceived,
and when the contract is executed, that Congress should have some
way of protecting itself against an incapable, financially incapable,
contractor, being aware of that and being able to see that the tax-
payer's interests are protected.

Mr. Morris, I wonder if you could comment on this general prob-
lem. You have had a whale of a lot of experience in the Defense
Department and in procurement generally.

Mr. MORRIS. Sir, I think Mr. Staats has put the question in good
perspective. Wle have come through an era of attempting to apply
fixed-price contracting to concurrent production and development,
and very long periods of performance with many unknowns and
perhaps unrealistic requirements, both performance and schedule.
We have seen in each case that we overextended, we were over-
optimistic on both sides of the negotiation. And I think that is the
big reason Mr. Packard pointed to when he said we should use
flexible contracting during the development stage, we should proto-
type wherever possible before going into fixed-price production type
situations. That is the kind of policy which it now seems to us is
essential where many unknowns are involved, as there have been in
these programs.

Chairman PROXMIRE. One final question I would like to ask with
respect to Litton, and this refers to the new appointment to the
Office of Management and Budget, the Director of the Office of
Management and Budget, Mr. Ash.

The bead of this company, Mr. Ash, will shortly be in charge of
the Federal budget and has been designated to oversee the efficiency
of the Government. What would it cost the United States next year
if the Government operated at 40 percent efficiency? Maybe it would
be an improvement.

Representative BLACKBURN. I think that would be the case.
[Laughter.]

Mr. STAATS. I think, Air. Chairman, that the Government is doing
much better than 40 percent efficient. I am not one of the detractors
*of the people in the Government service. It has its many critics, and
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undoubtedly there are some cases where that is warranted. But
studies that we have made on productivity in the Government service,
I think, stand up quite well with what has occurred in the private
sector. But I really would not want to go beyond that point.

GAO DOES NOT HAVE INFORMATION TO FORECAST FINANCIAL CONDITION-S
OF CONTRACTORS

Before I leave this question, though, of the analysis of the financial
situation of these companies, I did want to be certain that you under-
stood what I was concerned about. We do not feel that we have the
information which would enable us to forecast the total financial
condition of the company over a period of 3, 4, or 5 years, which is
involved in major contracts of this type-not only because we do
not have access to their records legally-but also because these com-
panies will have other resources available to them. Many of them are
doing work in the commercial sector, so that just taking that by itself
we do not feel, I would not want to lead you to believe, that we could
do a good job of forecasting the total outlook of that company in its
totality over a period of 4 or 5 years.

What we do think we have a capability of doing is to look at the
way agencies are buying major systems and suggesting improve-
ments, as we have over the last 4 or 5 years, ways in which we think
those systems can be procured more reliably and more economically.

GAO ACCESS TO CONTRACTORS COMMERCIAL RECORDS

Chairman PROXMIRE. Well, let me consider that you suggest an
alternative that goes a little further than you seem to be considering.
Should the GAO be given access to commercial records, should it be
given access to the full records of a substantial Government contrac-
tor so it is in the position of protecting the taxpayer in these circum-
stances. Is that a viable alternative?

Mr. STAATS. In specific situations, yes, but as a general proposition
I would like to give some thought to that and supply you my feelings
on it.

Chairman PROXMIRE. All right. Do that and give us what you would
think would be reasonable limitations.

[The following information was subsequently supplied for the
record:]

You have cited an example of the type of situation where a defense con-
tractor will have to close its doors or go into bankruptcy unless the Govern-
ment pays an additional $500 million over and above the contract terms. Under
Public Law 85-804, the contracting activity has the sole authority to determine
whether relief should be granted in the kind of situation such as you have
suggested. The law could be amended to provide that no extraordinary con-
tractual relief of some minimum amount such as $10 million or more will be
granted until the Comptroller General has reported to the Congress on the
contractor's complete financial condition. The amended legislation should give
the Comptroller General access to all the contractor's records to permit an
Independent evaluation of the contractor's total resources available to meet
its contractual commitments.

Mr. STAATS. In certain conditions we do think it is important that
we have this, for example, when we are attempting to assess how
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much overhead is properly allocable. Now, the Cost Accounting
Standards Board of which I am the Chairman, is dealing in this area.

Chairman PROXMIRE. How about on this specific case of capability?
We just do not want to be held up by their saying:

We are going to go bankrupt or close our doors if you do not give us the
additional half billion dollars for the F-14 or landing helicopter assault ships.
You are not going to get your weapons systems.

Mr. STAATS. I would be happy to give that matter some thought
and some additional-

Chairman PROXMIRE. I have some other questions here but I am
delighted to see Mr. Blackburn here. Mr. Blackburn is not a member
of the subcommittee but a member of the full committee and I am
very happy he has come. He, of course, has a deep interest in all of
these matters and I will be happy to yield to Mr. Blackburn.

Representative BLACKBURN. Thank you, Mr. Chairman. Of course,
I am on the Banking Committee, as you know, and we had jurisdic-
tion over this matter of the establishment of cost accounting.

Chairman PROXMIRE. Also, of the full committee.
Representative BLACKBURN. And also of the defense industry, so

we are very much interested in these matters.
I want to apologize for not being here earlier; I have been out of

the country for the last week or so, actually out of Washington for
the past 3 weeks, and I did not know anything about this hearing
until this morning, so I will be

Chairman PROXMIRE. I am happy to see Mir. Blackburn is sitting
on the Democratic side of the table, even though he is a Republican.

Representative BLACKBURN. Trying to bring balanced judgment
to these matters. [Laughter].

DIFFICULITES OF FORECASTING

Mr. Staats, as I interpret your statment here, what you are saying
is that in many instances due to the complexity of the technicalities
involved, that is, in building a brand new concept in a defense system,
it is impossible for the contractor or the Government to know just
what is going to be involved before you finally come up with the
finished product. Is that not what you are saying?

Mr. STAATS. Yes; I think the point Mr. Morris is making here is
really the crucial point. It does not make good sense for the Govern-
ment or the contractor to enter into a fixed-price contract on a
weapons system where there are still so many unknowns and so much
required by way of development of capabilities, electronic system,
the landing system, any one of things which are new, are new to the
state of the art. It only leads to difficulty. It would be much better,
as we see it, to frankly recognize that you have to go through a
prototyping type and development type of contract, perhaps parallel
development in some cases where two contractors are competing for
a design. Once these bugs are worked out, and the capability is tested,
then you can go to your fixed-price contract and you can get more
competition at that point in time, because contractors will be working
against a known rather than against an unknown. This is the basic
point I think that we are making here today.
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CHANGES IN DOD PROCUREMENT PRACTICES

Representative BLACKBURN. And based on the experience of the
C-5 contract and the present experience with the F-14, and perhaps
to some extent the shipbuilding experience, the Defense Department
has initiated some changes in its procurement practices, has it not?

MIr. STAATS. That is correct.
Representative BLACKBURN. And these changes are designed to

avoid the very problems that we are discussing here today, which we
have been discussing for some time in the past.

Mr. STAATS. Wre would like to see them go further. We think this
directive that was issued by Mr. Packard was a good step in the
right direction. There are further changes which are under discussion
within the Pentagon today in the form of a new directive called
5000.2, which has not yet been decided upon, but there are elements
of that which we think would go further in the right direction. But
it is our purpose to see if we cannot look at these individual systems
to see what has gone wrong and what has gone right. I think we can
learn in some cases by what has gone right just as well as we can
by what has gone wrong, to then recommend to the Congress policies
and to recommend them at the time when Congress still has options
open to it, either by way of authorization requirements or appropria-
tion requirements, and that is the reason that we try to gear our
schedule on these systems to the February-March period so it will be
there and useful to the Congress as it has to take action.

Representative BLACKBURN-. So, by having that information avail-
able to the Congress in, say, February or March we can take ad-
vantage of it before we adjourn for Christmas recesses and Joint
Economic Committee hearings.

Well, thank you, Mr. Chairman, thank you, Mr. Staats.

ARMY STIOULD-COST STUDIES

Chairman PROXwrIirE. I have a number of other questions. First, I
would like to get into the Army should-cost studies briefly. Why were
onlv about half of the potential reductions achieved in negotiations?
As I understand of the nine systems here you found that that costs
would have been about $300 million but the should-cost study indi-
cated it ought to be closer to $200 million, about a $97 million sug-
gested saving. Only about $47 million of that was paid. What is the
reason for the difference?

Air. STAATS. As I pointed out earlier, Mr. Chairman, we are dealing
here with what is a list of possible reductions developed by knowl-
edgeable people, experts in this area, who have gone in

Chairman PROXM3TRE. These are more than just possible reductions,
are thev not? Is this not a should-cost as to what the whole weapons
system should cost under efficient circumstances?

Mr. STAATS. That is the reason I say the term "should-cost" is mis-
leading because it represents their analysis as to areas where reduc-
tions could be made below the contractors estimate. It should cost
from their point of view in the sense that they think those reductions
are possible, but they may not be realizeable for reasons which may
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be perfectly valid, and that is again why we say it would be better
for the people who are making these should-cost studies to know
what the contractor thinks about them as they go along so that they
will not be developing estimates which are unrealistic, and which
they would recognize as unrealistic had they had had a rebuttal on
it before

Chairman PROXIIIE. Well now, will these findings so far prevent
that? Is it not possible that the costs may go right back up to what
they were before, they may rise, the should-cost study may be a good
academic exercise, I think it is very good but I am asking how this
can be enforced, how it can be made effective. Do you not need
further continuing should-cost reviews to determine whether ineffi-
ciencies are increasing during production?

Mr. STAATS. Oh, by all means, and this has been one of the things
we have been urging against for many years-this policy of so-called
disengagement.

We think that the Government should interface with the contractor
all through the whole design and production of these major systems.

Chairman PROXMIRE. How can they move in if the inefficiencies are
identified after the contract has been awarded? WXhat can the Army
do or anyone else do about them?

Mr. STAATS. Well, if there is an incentive type contract there is a
built-in incentive on the part of the contractor himself to capitalize
on any suggestions, recommendations that flow from the should-cost
studies even though they may not initialy be a part of the contract
price.

Chairman PROXMIRE. They can still move in and make the recom-
mended, take the recommended action.

Mr. STAATS. That is right.
Chairman PROXMIRE. And reduce the costs.

ARMY PLAN S ADDITIONAL STUDfIErS

Why are not these applied to bigger weapons systems? They are
all relatively small. They are not insignificant, they add up to about
$200 or $300 million but they are not some of the bigger Army
programs.

Mr. GUTMANN. I believe, sir, that some of them are quite large,
and the plans that the services have underway would include some
that are even larger.

Chairman PROXxMRE. Well, that is good. I hope they do. When will
GAO review the Navy's and Air Force's efforts to be ready for
presentation before this committee?

Mr. GIJTMANN. We have two reviews underway in the Navy, and
two or three in the Air Force. We would expect to have a report
sometime in early spring.

Chairman PROX3InuE. All right. That again, would be very welcome
and very useful.

LOCKHEED LOAN GUARANTEE: BREAKEVEN POINT

Now, let us get into the area, that critical area, of the Lockheed
loan guarantee.
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Your testimony indicated a current break-even point on the Lock-
heed Tristar at 275 as estimated by Lockheed. During the hearings
on the Emergency Loan Guarantee Act, as I recall during the hear-
ings in the Senate and, I think, the same in the House, Lockheed
had estimated a break-even point between 195 and 205. On the other
hand, a Defense Department study indicated a break-even point of
around 390. This higher figure, 390, was supported by aerospace
executives from other companies and most recently, in a paper from
Professor Reinhardt of Princeton. Now, this break-even point is
very, very vital because, as you say, the loan guarantee may be paid
back even though they do not reach the break-even point. However,
the company is likely to be in serious trouble if thev do not reach
the break-even point and if they fall short of it, substantially short
of it, we will have the same problem we have now, does the Federal
Government step in and guarantee again, does it provide more funds
under the defense contract? Does it go all out to save this very im-
portant contractor? What validity do you place on the Lockheed
current estimate of 275 ?

Mr. STAATS. Mr. Chairman, if I may, I would like to ask Mr.
Stolarow, who is the head of our regional office in Los Angeles, who
has been working very extensively in this area, if he would care to
comment.

Mr. STOLAROW. Mr. Chairman, the estimate of break-even points
on aircraft systems such as this suffer from the same problems as
we have been talking about in major weapons systems and that is
predictions in advance of what the costs will be. Concerning our
reliance on the current estimates, we have worked closely with Lock-
heed and with their public accounting firm in looking at how they
arrive at their estimates and what kind of input they utilize. We
think that within the bounds of reasonable estimating they are doing
as good a job as can be expected, and that at the current time that
the estimate is as good as

Chairman PROXMIIiE. Here is what troubles me about this estimate.
As I understand it, there are two competitors here McDonnell-
Doug] as with their DC-10 and the L-1011. The DC-10 is a fine plane
and so is the 1011. The estimates that Lockheed has, I may be wrong,
are based upon the projection of a 10 percent growth of air traffic
over the next few years and we have not had that. It seems to me
it would be astonishing if we had that much of a growth. It is a very,
very optimistic assumption, is it not?

Mr. STOLAROW. I believe it is not only Lockheed's estimate but
various Government agencies that project a 10 to 13 percent growth
in airline traffic for the future.

Chairman PROXMmRE. Is that not beyond our experience by quite a
bit ?

Mr. STOLAROW. No, sir, I do not believe so. I think it is beyond the
experience of the last several years when we have had an economic
recession.

Chairman PROXMIRE. All right, is it not about 5 percent on the
basis of the last 10 or 12 years?

Mr. STOLAROW. I am not exactly sure about that figure.
Chairman PROXMIRE. My understanding is 10 percent is about
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twice as great as we have had in the past and we might get, we all
hope we will get, that kind of expansion.

Mr. STOLAROW. Some of that growth is in overseas traffic which
has been growing at a faster rate than domestic traffic.

Chairman Prox-iiRE. Of course, if we get a supersonic transport
that will cut into the market, too, will it not?

POTENTIAL LOCKHEED LOSSES

How much money will Lockheed lose if they sell only the 117
planes under firm order?

.Mr. STOLAROW. I think our estimate, sir, is about $60 million loss
on the program if they sell the current 117 plus 67 options.

Chairman PRoxMIRE. My question first, was how many if they sell
only the firm orders, 117?

Mr. STOLAROW. I do not have that figure available.
Chairman PROXMIRE. It will be somewhat more, substantially more

than the $60 million?
Mr. STOLAROw. Yes, sir.
Chairman PROXMIRE. $60 million if they sell all their firm orders

and their options.
On the basis of your review is it reasonable to assume that there

is a good possibility of Lockheed to once again be in financial trouble
and seek financial assistance from the U.S. Government, further
financial assistance?

Mr. STOLAROw. That is very difficult to say. As we know, a lot
depends on the sales of the aircraft. The Lockheed people are fairly
confident that the program will move ahead and the recent develop-
ment, sales, for example, to the Japanese airline will generate sub-
stantially more sales in the future and the program will be successful
but there is no way of telling.

Chairman PROXirIRE. There is no way of having assurance they
will not be back asking for financial assistance?

Mr. STOLAROW. No, sir.
2Mr. STAATS. There is one other factor, Mr. Chairman, that simply

ought to be noted for the record: Lockheed does plan, as we under-
stand it, to build a midrange aircraft in addition to this short-range
airplane that they have. And they believe that the market for the
total output will be increased substantially as a result of that. But
that is a part of the picture in looking at the total market.

L-1011 COST INCREASES

Chairman PROXMIRE. By what amount has the cost of this program
increased so far?

Mr. STOLARow. Lockheed is currently estimating that on a 220 ship
program, and that is what their projections are based on right now,
that it may go as high as $70 million over initial estimates.

Chairman PROXMIRE. What is the reason for the cost increase?
Mr. SToLARoW. We have identified a number of reasons, what we

think are a number of reasons, primarily the shutdown of the plant
as a result of the Rolls Royce insolvency and of Lockheed's financial
difficulties. We find that more than half of their production people
were laid off at that time and actually left the area, they had to
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recruit new people and in effect, there was a new start all over
again. There have been some other problems also but this looks to be
the major problem.

Chairman PRoxMnIE. A year ago when Lockheed came before our
Senate Banking Committee, they were sure that they would not have
to borrow more than $150 million. In fact, there was some talk about
limiting the guarantee to $150 million, and the argument was, "Well,
$250 million will provide greater assurance and stability for the
company, they will not use more than $150 million." Now they have
increased their estimate to $220 million. Why is that?

Mr. STOLAROW. They attribute it, and I think correctly, to two
factors. One, is an underestimate of the costs of the program, of the
L-1011 program. There have been higher material costs, some higher
labor costs, than were originally anticipated.

Chairman PROXMIIRE. They should have known that more than a
year ago, as recently as a year ago.

Mr. STOLAROw. No, I think during the hearings when they made
those statements we were at a very low level of production, actually
just working on some test and certification aircraft waiting for a
resolution of their problem. Some of these things became evident
when they started back into full production and the data

Chairman PROXMIRE. In other words, the estimating was just poor.
Mr. STOLAROW. Partially. We have no way really of knowing at

this time how good those initial cost estimates were.
Chairman PROXMVIRE. Is it possible they will need the entire $250

million or more than the $250 million?
Mr. STOLAROW. It does not look like it at this point in time. They

are delivering aircraft, they are generating cash inflow at this point
in time.

Chairman PRoxirnIE. Now, one of your conclusions, and the most
significant one in my opinion, is that Lockheed may face financial
difficulties if I-1011 sales are not increased. Why do you make this
conclusion and what does it mean?

Mr. STOLAROW. Well, they have approximately a billion dollars
invested in this program and unless they sell enough aircraft to re-
cover a good portion of those costs the company can face financial
problems.

Mr. STAATS. They have invested very heavily in inventory, Mr..
Chairman, in order to keep their lines flowing and they have assumed
that the market was going to be there. If the market does not develop
then they are going to have very heavy inventory loss. I think that
is what it comes down to.

Air. STOLAROW. Yes, sir.
Chairman PROXMTRE. This whole question reverts to a previous

question we asked Mr. Staats, in light of Lockheed's financial capa-
bilities or incapabilities, do you not think it would be wise for the
Federal Government to develop other suppliers than Lockheed for
some of its weapons systems?

OVER-CAPACITY IN AEROSPACE INDUSTRY

Mr. STAATS. Well, I am not quite sure how I could answer your
question, I am not sure whether our problem, I think, as a Nation,
Mr. Chairman, is that, if anything, we have over-capacity in the
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.aerospace industry, and some of our problems on contracting and
contract letting and cost estimating undoubtedly stem from the fact
that contractors have been willing to err on the low side in their
cost estimates in order to get the business.

Chairman PROXMIRE. What I am getting at is we are getting to be
dependent on this one firm and because this financial guarantee, this
very controversial act, passed the Senate by 1 vote, the House by 3
votes, sets an extremely dangerous precedent. We also have this
extraordinary progress payment departure which you called inap-
propriate, and I think it is a mild term for it, we have a company
which has had a consistent record of high overruns which cost the
taxpayers a very great deal and, under these circumstances, should
not a prudent buyer, if the government can become a prudent buyer,
should it not be looking around for some other way of supplying its
defense needs?

Mr. STAATS. I come back to-
Chairman PROXMIRE. Can we do it? I think you raise a good point.

I do not mean by asking the question the way that we ought to look
for some way of torpedoeing Lockheed, but, and you raise the point
we already have overproduction in the area, it is very difficult to
balance these two problems but, we do have a heavy dependence on
a firm that does not seem to have the financial capability.

Mr. STAATS. I think it comes back again to the basic problem of
being sure that when we make a decision to acquire a system that it
is needed, that the cost estimates are realistic and that we know what
we are buying before we enter into a contract.

LOCKHEED FINANCES

Chairman PROXmIRE. Let me be more specific on this. In your
report you say that in August 1971, Lockheed's liabilities exceed its
assets by $38.5 million. Does that mean that technically Lockheed
was insolvent at that time? Its liabilities exceeded its assets by
$381/2 million?

Mr. STAATS. No, I do not believe so. Maybe my colleagues would
want to answer. I would not reach that conclusion personally.

Chairman PROXMrRE. Well, let me ask you, does Lockheed liabili-
ties still exceed its assets? You say they are not insolvent but when a
firm's liabilities exceed its assets, that is the claims against its firm
exceed the capability of the firm to meet its claims on liquidation, it
is in great difficulty if not insolvent.

Mr. STAATS. Yes, not necessarily insolvent though, Mr. Chairman.
It depends on many, many factors, work in process, new orders,
financial lines of credit that are available to them but we can get-
we do have some data, Mr. Chairman, I believe, that might bear on
your questions. I am not sure we can give it to you right off.

Mr. GUTMANN. Mr. Chairman, in the report on the implementation
of the Emergency Loan Guarantee Act-

Chairman PROXMIRE. Right.
Mr. GUTMNAN-N [continuing]. This figure is excluding the L-1011

assets, Lockheed's current liabilities in August 1971, exceeded its cur-
rent assets by $38.5 million.
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Chairman PROXMIRE. The reason to exclude those assets is they are
set aside as collateral, are they not, for the Emergency Loan Guaran-
tee, is that right?

Mr. GUTMANN. No, that is not the reason. The entire assets of the
company are collateral for the loan guarantee.

Chairman PROXMIRE. I see.

GOVERNMENT'S INTERESTS

Well, let me ask you this. You say in the report that the govern-
ment's interests are adequately safeguarded. Now, what assurance is
there that the collateral set aside to protect the government's interest
is really worth $250 million? Has GAO done anything to determine
the true value of this collateral?

Mr. GUTMANN. No, we have not. We state here the market evalua-
tions are not readily available. It probably would be safe to say that
certainly the total book value is not a fair reflection of market value.
The opinion of the banks and of the Emergency Loan Guarantee
Board, is that the collateral is adequate.

Chairman PROXMIRE. Of course, you do not have access to those
records, that is one weakness and difficulty here.

Mr. GUrMANN. Well, we have had a lot of access to the Board's
records. In fact, we have had everything that we feel that we need
from the Board. We make the point of access only from the stand-
point of a precedent that we would be setting if we accede to the
Secretary's position.

Chairman PROXMIRE. But you have no independent knowledge of
the value of that collateral?

Mr. GTrTMANN. No.
Chairman PROXMIRE.YOu are taking Lockheed's word and the

Board's word and that is it?
Mr. GUTMANN. Yes, sir.

FINANCIAL ANALYSIS OF U. E. REINHARDT

Chairman PROXMIRE. Last Friday, Mr. Staats, we gave your staff
a copy of a financial analysis of the L-1011 prepared by Professor
U. E. Reinhardt of Princeton University. Professor Reinhardt dis-
agrees with the break-even estimate, with the market forecast and
with the nature of Lockheed's investment. One of his major points
is that none of the analyses so far have taken into account Lock-
heed's opportunity costs of its capital investment represented by the
interests rate return it would have been able to earn if it did not get
into the L-1011 program. He also questions the growth rate of 10
percent per year in airline traffic implicit in most of the market
forecasts. Using what he considers a realistic rate of 5 percent
growth he sees a much smaller market. His overall conclusion is that
there is very little chance Lockheed can profit from this venture
and a large chance that it will lose money. Will you comment on
Professor Reinhardt's analysis?

Mr. STAATS. I understand a copy has been furnished our office and
we would be happy to comment on it. I am afraid we cannot com-
ment on it today.
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Mr. GTJTmA-N. We could, Mr. Chairman, say this much, how-
ever. The professor develops a range. Again, that is a range of
breakeven points, underscoring what Air. Staats said earlier about
the difficulty of estimating exactly what the costs of the new pro-
gram are going to be. As I recall the range he said the break-even
point is likely to be between 225 and 325 aircraft, Lockheed's air-
craft estimate is right in the middle of this range that he suggests.
With respect to his estimate

Chairman PROX.IBE. I understand he says its has to be over 310,
the staff informs me.

Mr. GUTMANN. Well, that is the upper limit of the range, as I read
his statement. But now, with respect to his forecast of sales, we have
discussed that previously here this morning and it is a very difficult
thing to do. Lockheed's estimate could well be low, it could be high.

[The following information was subsequently supplied for the
record by Mr. Staats and Chairman Proxmire, respectively:]

GAO COMMENTS ON PROFESSOR REINHARDT'S BBRMi-EvEN ANALYSIS

Professor U. E. Reinhardt of Princeton University has authoried a paper on
Break-Even Analysis for Lockheed's Tri Star, an application of financial
theory. His break even analysis is an interesting theoretical exercise, which
appears to assume that an industrial firm should always choose the investment
opportunity with the greatest rate of return in the near term. In addition,
Professor Reinhardt would add "lost investment opportunity costs" to actual
production costs to determine the break-even sales figure.

In Lockheed's situation it seems that other considerations were overriding.
For example, Lockheed forecast that its defense sales would decline about 40
percent in the nexL few years. In order to offset this estimated decline Lock-
heed made a decision to re-enter the commercial aircraft market, an area com-
parable to its major defense efforts.

By projecting discounted cash flows for production and sales income, Dr.
Reinhardt attempts to show how much Lockheed lost by not investing its
funds in some other way. This concept of discounted cash flows is a generally
accepted method of determining return on investment and particularly for
comparing alternative investment opportunities, but is not used for determin-
ing the break-even point for a particular investment decision. The break-even
concept is an accounting device to estimate at what point expected costs will
have been recovered.

Professor Reinhardt also questions the validity of the estimated air traffic
growth of about 10 percent during the decade of the 1970's that was used as a
basis for Lockheed's sales forecast. He believes a more realistic rate would be
5 percent per annum.

We examined the forecasts of airline traffic during the decade by various in-
terested government agencies, aircraft manufacturers and industry associa-
tion and found them to generally agree with the 10 percent per annum esti-
mate of growth. The proiessor apparently places a much greater significance in
the low rate of growth that occurred in the past 2 years. Most of the
forecasters generally considered this recent experience as a temporary situa-
tion and not a basis to forecast future growth.

In addition, in view of the similarity in magnitude of investment, annual
sales volume and estimated market it is likely that some or all of the other
wide bodied passenger aircraft, DO-10, 747 and A-300B, if analyzed in the
same manner would show similar results. It appears that other considerations
beyond maximizing return on investment in the near term were important fac-
tors in the decisions to enter the market.

Finally, a significant portion of the funds used to finance development of the
b-1011 were obtained from banks, customers deposits, and deferred payments
to suppliers. It would seem unlikely that funds from these sources would be
available to Lockheed to take advantage of alternative investments, e.g., finan-
cial securities. Thus, we do not believe it is appropriate to consider alternate
investments of the total funds invested in the b-1011 program, since they
would not necessarily be available to Lockheed for any other purpose.
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REPLY BY U. E. REINHARDT, PH.D., TO A COMMENT BY THE COMPTROLLER GENERAL
ON A BREAK-EVEN ANALYSIS FOR LOCKHEED'S TRI-STAR: AN APPLICATION OF
FINANCIAL THEORY

I have read the Comptroller General's review of my paper on "A Break-Even
Analysis for Lockheed's Tri-Star: An Application of Financial Theory" with
great care and am at once surprised and dismayed to find reflected in that re-
view an apparent lack of understanding of even the more basic principles of
corporation finance. My paper could conceivably have been attacked, not without
some legitimacy, on a number of points, to wit: the reliability of the raw data
I had to use; my assumptions about the timing of the research and development
costs ;1 my assumptions about learning coefficients or rates of production, and so
forth.2 But of all conceivable targets of criticism, the GAO chose to concentrate
its attack on the one target that should, by now, be above criticism among en-
lightened analysts: the inherent soundness of the technique of "capital budg-
eting."

In connection with the use of "discounted cash flow" the GAO offers the fol-
lowing comment:

"... This concept of discounted cash flow is a generally accepted method of
determining return on investment and particularly for comparing alternative
investment opportunities, but is not used for determining the break-even point
for a particular investment decision. The break-even concept is an accovnting
device to estimate at what point eopected costs will have been recovered. (Italics
added) "

I have no quarrel with the notion that the break-even concept is "a device to
estimate at what point expected costs will have been recovered," as long as "costs"
hare been properly defined and measured. The entire thrust of my essay is that
in connection with an investment project a proper definition of costs recognizes
the fact that corporate funds are not a free commodity, that is, that they involve
costs that are either out-of-pocket (e.g., interest on bonds) or costs generally
known as "opportunity costs." (i.e., the returns that could have been earned
with funds elsewhere). This is by now a well-known proposition among both
theoreticians and the more successful practitioners of corporation finance, 3 the
GAO's assertion to the contrary notwithstanding.

To illustrate more forcefully the need for discounting, let us suppose that a
person invests $10,000 in a 5-year project and that by the end of the project's
uselife the revenue from the project has just barely covered the initial outlay of
$10.000. Since the person could have deposited the funds in a bank at an annual
compound rate of at least 4 percent for 5 years, that person can surely not be
said to have "broken even" on the project. In fact, the person has suffered a loss
equal to the total interest he could have earned on the funds committed to the
project.

It does not take a great deal of analytic skill to graft the principle just illus-
trated onto the corporation, a legal person in its own right. Indeed, it is precisely
this very sound principle that underlies the discounted-cash-flow technique, other-

wise known as "capital budgeting." It is a technique that is widely known and
used among the more progressive segments of the business community, and has
been so used ever since Joel Dean's path-breaking effort to popularize the tech-
nique. It is true that some business firms or analysts still evaluate investment
projects on such generally discredited criteria as the simple "payback" rule,
the so-called "accounting rate of return" or "break-even points" that ex-celude
caNital costs frosm the definition of costs. I am surprised, however, to find the
GAO among these old-fashioned analysts.

I also take issue with the GAO's assertion that Lockheed could not have pro-
cured from private sources investible funds "to take advantage of alternative
investments." If my paper is read with any care at all, it will be noted that I
thought these "alternative investments" to include not only financial securities,

1 The R. & D. phase of a new aircraft, for example, typically generates a cash-flow profile
thnt looks somewhot like a symmetric heta-distribution.

2 It may be doubted, however, that such criticisms would vitiate the general conclusions
from my analysis.

3 It may be worth pointing out that the Office of Mannasement and the Budget also reco'z-
nizes the principle of "opportunity costs of Investible funds" by Insisting that the cash
flows associated with projects such as the space shuttle be discontinued at 10 percent. And
that 10 percent discount rate was Incorporated into each and every break-even analysis
performed on the space shuttle.
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but primarily business lines other than aero-space products. In fact, I make refer-
ence to diversification [through merger] into other product lines, and mention
financial securities only as a limiting case. Can a private American corporation
obtain funds in the private capital market for profitable diversification into busi-
ness lines other than its established ones? I should have thought so, and I should
have thought that the Comptroller General might agree. Such capital, at any
rate, seems to have been readily available to this nation's large conglomerates-
ITT, Northwest Industries, U.S. Industries, and Gulf and Western, to mention
but a few. It might, in fact, be useful for Lockheed to imitate some of these con-
glomerates, at least to some extent. Perhaps there would then be less of a need
for aid from the public sector.

There is, then, another basic principle of finance that bears repeating here:
in general, a corporation will not find it difficult to raise money in the private
capital market so long as its proposed investment projects offer a reasonable
prospect for profit, and so long as the capital market has faith in the corporation's
management. This principle will be recognized as one of the pillars of American
capitalism. Again, I am mildly surprised that the GAO finds itself in disagree-
ment with this fundamental precept of corporation finance.

The GAO goes on to suggest that if my analysis were applied to similar invest-
ment projects of Lockheed's competitors-e.g., the DC-10, the 747, and the A-
300B-it would yield similarly dismal conclusions. I have two comments to offer
in response to that proposition:

1. In view of the fact that neither McDonnell-Douglas nor Boeing have come
before Congress to ask for public assistance-however indirect-the GAO's point
in this regard may not be entirely relevant.

2. But even if one deemed the GAO's point to be relevant to the case at hand,
it is clear that the profit potential of, say, the DC-10 is not independent of the
absence or presence of the L-1011. In fact, if the public sector had seen its way
to guarantee the financing of yet another airbus-perhaps one that might have
been proposed by General Dynamics-then the profit picture of the competing air-
buses would have been bleaker still. Thus it might just be the case that, on my
analysis, the profit picture of the DC-10 would be bleak precisely because the
public sector had arbitrarily sustained a rival aircraft.

The crucial question, it seems to me (and one I raise near the end of my
paper) is whether it was, indeed, in the public interest to have the government
guarantee the survival of two virtually identical aircraft at high average costs
(and at the prospect of losses for both) when the alternative was to make do
with only one of these aircraft produced, however, at lower average costs and
perhaps on a basis profitable enough to sustain even the capital budgeting analy-
sis I propose. The GAO does not address itself to that question at all.

I make no strong defense of my argument that the long run average annual
growth rate in air traffic may be only as low as 5 percent. Indeed, a careful
reading of my paper will reveal that I accept, for purposes of my discussion, the
postulated 10 percent rate. The point is that even under that assumption the Tri-
Star does not escape the appearance of a dubious project. Precisely what traffic
growth will actually obtain in the future is an open question. It depends, for
one, on the level of air fares charged by the airlines and on the so-called elasticity
of demand for air travel. These are as yet matters of some uncertainty. At this
stage any argument over future air traffic may even be somewhat beside the
point for one simply does not perceive the large benefits (in terms of sales)
Lockheed seems to expect from the alleged, high growth rate in air traffic. It is
possible, after all, that Lockheed vastly overestimated its share of the supposedly
favorable market for air buses.'

The one encouraging sign in the GAO analysis is the hint, however vague and
undeveloped, that in this case "other considerations were overriding;" other, that
is, than the profitability of the Tri-Star as such. Unfortunately the GAO does not
take this theme any further (as it should have) and I shall therefore do so on
the GAO's behalf. In all fairness, I do have to concede that there may be in-
stances in which a corporation should undertake an investment project that is, by
itself, unprofitable if that project serves as a first link in a longer range invest-
ment strategy and if that long run strategy is expected to be profitable overall.
Although such investments are clearly long shots of considerable risk, a finan-

4 It is illuminating, for example, to compare the number of major airlines that have
committed themselves to the DC-10 with the number of major airlines that have opted
for the L-1011 so far. The relative magnitude of these numbers may be indicative of the
relative number of follow-on orders.

95-328 0-73-5
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dally strong corporation might nevertheless be advised to undertake them.
Whether it is an appropriate strategy for a financially weak company-such as
Lockheed-is another matter entirely. I think it could at least be argued that a
high risk strategy of this sort was not Lockheed's best option in 1968. The
financial markets seem to agree.

It seems to be part of our folklore that propositions offered by a theoretician
can obviously not hold in practice. The GAO critique of what it calls my "theo-
retical exercise" appears to be rooted in that folklore. It may therefore be perti-
nent to mention that my paper has been read by a number of distinguished prac-
titioners in the aerospace industry who, while not accepting every one of my
assumptions, nevertheless confirm that their own analysis of the Tri-Star proj-
ect leads to conclusions strikingly similar to mine. Furthermore, my faith in the
collective wisdom of the American capital market suggests, to me at least, that
Lockheed's own optimistic analysis of the Tri-Star does not exactly find support
in the commercial banks' refusal to finance the project without a federal loan
guarantee or, for that matter, in Lockheed's appearing, hat in hand so to speak,
before Congress and the American people.

Chairman PROXMIRE. Before I yield to Representative Blackburn
again, let me just ask you a couple of more quick questions, first of
all, Lockheed may seek public financing of an additional $70 to 100
million to finance a long-range version of the L-1011. I think you
mentioned the L-1011 possibility. If this is done do you think the
SEC registration material should include a reference to your report
and Lockheed's potential future financial difficulties?

Mr. STAATS. Well, I have no idea of what they would do. I do not
speculate on that but we would certainly feel that our report is rele-
vant to any prospectus of this type. Particularly since we have had
access to the company's records and to the public accounting firm,
which has been doing Lockheed's work, and we believe that our re-
port would certainly be relevant.

Chairman PROXMIRE. Then, will you promptly notify this commit-
tee and the Banking Committees if you have any further difficulties
in examining the records of the Emergency Loan Guarantee Board?

Mr. STAATS. I certainly will.
Chairman PROXMIRE. I might put in the record, and I apologize

again, Representative Blackburn, this statement by Mr. Reinhardt
because it is so appropriate, we have referred to it so often here, and
read one paragraph. He says:

But even if one accepts, for the sake of argument, an assumed growth rate
in air traffic of ten percent per annum, it is clear that Lockheed expected to
sell only between 270 and 310 of the 775 aircrcaft required under those traffic
conditions. In figures five and six, the range of points encompassed by this
forecast is shown. * * *

This set of figures also lies substantially below the 800 million-5
percent break-even frontier as would, in all probability, the entire
hand of demand schedules passing through area F. In other words,
one may doubt that there existed in 1968 a feasible price-sales com-
bination for the Tristar at which the program could have been ex-
pected to generate positive net present value, even if one projected
nonrecurring costs of only 800, a cost of capital rate of only 5 per-
cent and an annual traffic growth as high as 10 percent per year.
The argument holds a fortiori, for cost of capital rates of 10 or 15
percent and/or for nonrecurring costs of $1 billion.

So this is a very careful analysis, and Professor Reinhardt, even
providing the very optimistic assumptions, he says there is a very
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considerable question that Lockheed can come out on this and, there-
fore, may be back asking for further government bailout.

Mr. STAATS. Mr. Chairman, I think it is important that we make
it clear here that two different considerations are involved. One is
whether the government will be repaid for the

Chairman PROXMIRE. Yes indeed, that is right, I am glad you em-
phasized that because I did say that at one point because I am sure
the government can be repaid for the government loan guarantee,
that is correct, I agree with that.

Mr. STAATS. We are quite comfortable in the conclusion in our re-
port which says that we do think that the government's interests
with respect to the loan guarantee are protected.

Chairman PROXMIRE. Although you do not have an independent
estimate of this $250 million, rather of the collateral, the value of
the collateral?

Mr. STAATS. No.
Chairman PROXMIRE. Nevertheless, I accept that and I think that

is a realistic conclusion.
Mr. STAATS. But our report concludes in the report where we say

that on the basis of real property tax assessments and generally fa-
vorable earnings of the subsidiaries which in the 3-year average are
$23.8 million after taxes and after an extraordinary loss of about
$30 million, we believe the government's interests are being ade-
quately safeguarded. So we see this as one piece of it.

You have also been addressing yourself to a situation that even
though the government guarantee is repaid what happens if Lock-
heed, as a corporation, becomes insolvent because the market for this
plane does not develop or for other reasons.

Chairman PROXMIRE. Right.
Mr. STAATS. That, it seems to me, is a separable issue. And this is

going to depend a great deal on the growth in the market for air-
craft.

Chairman PROXMIRE. Yes; but that separate issue is key, it is cen-
tral, it is vital, because it brings us right back to the production of
the defense weapons systems that they are responsible for producing.

Mr. STAATS. That is correct. I just wanted to be sure we were dif-
ferentiating between these two kinds of judgments that have to be
made.

Chairman PROXMIRE. Yes, sir.
Representative Blackburn.
Representative BLACKBURN. Thank you, Mr. Chairman.
Mr. Staats, do you have confidence in your staff, in their judg-

ment?
Mr. STAATS. Well, I think so.
Representative BLACKBURN. You would not keep them on your

staff if you thought their judgment was subject to serious question,
would you?

Mr. STAATS. Well, not if I knew about it.
Representative BLACKBURN. Well, if a man named Reinhardt says

your conclusions are all crazy, are you going to fire them all tomor-
row?

Mr. STAATS. I would like to see his analysis. I personally have not
seen it at all. Our staff received this, as you know, Mr. Blackburn,
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only, I believe on Friday. They looked at it over the weekend but I
have not personally seen it at all.

Representative BLACKBURN. Is it not fair to say that many of
these conclusions that have been advanced here are basically business
judgments, and judgments may later prove to be right, or they may
later prove to be wrong; but the management of Lockheed had to
make certain management judgments as to the prospective market
for these airplanes and make plans based on those judgments, did
they not?

Mr. STAATS. That is right. I think we are really making a judg-
ment, I say we, the Government, in its analysis, and the company in
its contractual relations on whether or not the market is going to de-
velop, how much of this total market they are going to get as
against what Douglas will get and whether they will be able to keep
their costs down, so that they will maintain this break-even point in
the range of 265 to 275. We cannot tell you, and I do not believe
that Lockheed would contend that they can be absolutely certain
that that market is going to develop, but they have made, as you
say, they have made their judgment based on that kind of a forecast.
They are a long ways between 167 and 275, I would certainly accept
that.

Representative BLACKBURN. But in my own opinion, I think it is
grossly unfair for Congressmen and Senators after the fact, to make
extremely critical observations about what had to be essentially busi-
ness judgments, and that is what we are dealing with, business judg-
ments. When other people who have never had to make projections
and take action based on those judgments, but are content to just
criticize, I wonder what they are trying to accomplish.

Now, the question has been raised as to how much increase in pas-
senger traffic is expected. The figures I have heard are that we will
probably have between 12 and 13 percent traffic increase. Now, we
had an actual lessening of that increase in the last year or so due to
an economic slow down, did we not, but that is not the norm for a
time of economic expansion, is it? Do you know those figures? These
are not Lockheed's figures that they have dreamed up. They are bas-
ing their projections on estimates from the Department of Com-
merce, perhaps the FAA, CAB, and all of these agencies that are in-
volved in the business of making such projections, is that not true?

Mr. STAATS. We, in our report, Mr. Blackburn, made an effort to
obtain the projections of all the aircraft manufacturers, Commerce
Department, and the Air Transport Association. That is the way we
arrived at our conclusion that there are still-in the prepared state-
ment today, we say "Our review of available forecasts of the world-
wide demand for wide-bodied jet aircraft of the L-1011 and the
DC-10 type through 1980 indicates that less than 40 percent of the
demand has been thus far satisfied in the form of either orders or
options received by the two manufacturers of the aircraft, and the
practice in the past has been that orders are placed 2 or 3 years in
advance," so we would make the forecasts on a 2 or 3 year period of
time. That is the basis of our forecast on the figure we have arrived
at. We have no independent expertise in this area ourselves, we
would not claim it to be. But what we did was to try to get the best
judgment we could from all the manufacturers, the Government and
the Air Transport Association.
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Representative BLACKBURN. Well, certainly using the data avail-
able to you which, I assume, is the same data available to Lockheed,
you have no reason to suspect that Lockheed's judgment is grossly
poor or inadequate, have you?

Mr. STAATS. No.
Representative BLACKBURN. As I read your report-
Mr. STAATS. I have no basis for making that-
Representative BLACKBURN. You essentially agree with their judg-

ment to this point so far as projections of the L-1011 needs?
Mr. STAATS. We think the potential market is there, yes.
Representative BLACKBURN. Now the statement has been made

that Lockheed is insolvent. If I recall my law studies, the definition
of insolvency for a going concern is its inability to meet current
debts as they arise. Now, is that no longer the definition of bank-
ruptcy or is that something new for the Joint Economic Committee?

Mr. STAATS. I will have to defer to my lawyer colleague.
Mr. KELLER. I would agree with you, Mr. Blackburn, that your

definition is correct. The question of whether a firm is solvent or not
depends on its ability to pay its debts, its cash flow, its ongoing
work and various other things, not just assets and liabilities at a
particular time.

Representative BLACKBURN. If we applied that test of insolvency,
that is, assets versus liabilities, to every American business concern
and every American citizen the bankruptcy courts would not be big
enough to handle the business, would they?

Mr. KELLER. There are times when I could not meet the test.
Representative BLACKBURN. There are times when I cannot meet

the test, and I run into it quite often, and I expect there are a lot of
people in the House and Senate who cannot meet that test at all and
they would be somewhat chagrined to find out they have been de-
fined by the Joint Economic Committee to now be bankrupt.

Let us get into another question here. When we evaluate the assets
of a going concern those evaluations would be considerably different
if there were a distressed sale of bankrupt assets, would that not be
true?

Mr. STAATS. I think that would be correct.
Representative BLACKBURN. So when you consider the inventory

of parts that have been built up for the L-1011, let us say, those
parts have a very high value if they can be incorporated into a com-
pleted aircraft and sold, but if those parts are reduced to scrap
metal, aluminum or what have you, and melted down for plastic
toys or whatever else might be the case, the value will be reduced
immediately to a very small fraction of what the value is now on
the books of the company, is that not true?

Mr. STAATS. That would be correct.
Representative BLACKBURN. So one of the best ways to insure that

Lockheed assets were reduced to a small fraction of their current
value would be for Congress to take some precipitate action to force
them into bankruptcy, is that not true?

Mr. STAATS. I do not know of any action that is designed to do
that. I do think that at the time the Loan Guarantee Act was en-
acted this was of great concern, as you are well aware.
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Representative BLACKBURN. And one of the considerations that
many of us have in support of that loan was the loss to the Govern-
ment, loss in taxes, in loss of jobs. Incidentally, we have heard a
great deal in the last year from this committee about people who do
not have jobs; it is one of the favorite themes that emanate from
one of the microphones every time we have a hearing. Many of us in
support of the loan were concerned there would be an awful lot of
American skilled, very skilled workmen that would be out of em-
ployment completely if Lockheed were to fail and, frankly, it dis-
turbs me that a forum of this sort could be used perhaps to create
the impression that Lockheed, one of the biggest and most successful
manufacturers in this country, is insolvent.

You do not conclude that Lockheed is insolvent, do you, under the
current definitions and legal definitions of insolvency?

Mr. STAATS. I made that statement a few minutes ago, Mr. Black-
burn, in response to the chairman's question.

Representative BLACKBUrRN. I just wanted to make sure I had not
misunderstood something somewhere.

Then, I think it is fair to conclude then from your statement as
well as the questions that have been asked here that based on the
best judgments that you have available Lockhead is not an insolvent
firm. It's ill, in all probability, and we understand that there could
be major catastrophies and nobody would pay their debts, but under
the best judgments that we have available at the present time, Lock-
heed will be able to repay the loan the Congress guaranteed and
probably will be able to fulfill its defense contracts?

Mr. STAATS. Well, again our report, which was made to the Con-
gress on December 6, about 2 weeks ago, reached the conclusion
which I have just read into the record a minute ago, that this re-
lates, we want to make certain you understand, to the judgment that
Lockheed will be able to repay its loan guarantee. It is generating
cash flow of such a nature, now that deliveries are being made, that
this seems to be without question.

I think the longer term issue is whether or not Lockheed will be
able to break even on its L-1011 program, and this is going to de-
pend principally upon the growth of the market, how much of that
market Lockheed gets as against the DC-10, and whether Lockheed
will be able to keep its costs in line. That is a different question.

If you want to add a third dimension to it you have the question
of whether or not Lockheed, as a corporation, with its total business
from all of its contracts, all of its subsidiaries, will be able to con-
tinue to be able to meet its defense commitments. I think that is
again something which has to be kept a separate question. They are
in a profitable position, as you know, with respect to their other sub-
sidiaries in their total. So that we can only hope and assume that
that will be the case, but no one can be a hundred percent certain.

Representative BLACKBURN. I see my time has expired but I
would like to perhaps even make this observation and then ask this
question. If the major airline companies in the world who are the
potential customers for the L-1011 were to conclude as a result of
some of the statements made in this hearing in the form of questions
or otherwise that Lockheed may not be able to survive until 1980 or
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even for the next 2 or 3 years and keep the contracts that it now
has, what is going to be the impact on Lockheed's ability to go out
and sell airplanes?

Mr. STAATs. I do not really have any response to your question,
Mr. Blackburn. I suppose it would be a matter of opinion.

Representative BLACKBURN. Do you not think it would tend to in-
jure their capability of selling airplanes? I certainly, if I were in
the market for wide-bodied short-range aircraft today, and I were
going to be required as a potential purchaser to pay down several
millions of dollars at the time I signed the contract, do you not think
as a matter of good business judgment I might be deterred somewhat
from signing that contract and paying the money down if I had any
doubt at all about Lockheed's ability to perform?

Mr. STAATS. I did not understand the chairman to state this as his
opinion. I understood him to raise it to me as a witness to question
what my view was on the matter.

Representative BLACKBURN. I understand but I think you under-
stand the point I am making here.

Mr. STAATS. Yes; I do.
Representative BLACKBURN. If the major potential purchasers of

aircraft should conclude by perhaps some intemperate statements
that this major supplier was in such financial dire straits, in fact
they have been asked are they not insolvent because their assets do
not meet their liabilities, that can bring about the very problem we
are trying to avoid, that is, creating more serious problems for this
major defense and civilian contractor.

I have no further questions, Mr. Chairman.
Chairman PROXMIIRE. May I say, Mr. Staats, that any time the

Senate or the House or the Congress decide that they will not get
into a matter of this great importance for the taxpayers and for the
defense of our country because they are afraid it might have an ad-
verse effect on the market of the stock of that concern or even the ex-
istence of the concern, it seems to me it is a very sorry day.

It would seem to me this is a matter that should be made public.
Certainly, potential stockholders and potential lenders to the Lock-
heed Corp. ought to know about it and they ought to know the opin-
ions of the General Accounting Office, Lockheed's financial capabil-
ity ought to be discussed and debated as freely and fully as possible.
I am convinced that will be in the long-term interests of everyone
involved. Perhaps it may have an adverse effect on this concern but
I think that adverse effect is their fault, not the fact that it is being
disclosed.

C-5 PROGRESS PAY1MENTS

Now, let me get into the progress payments problem here because
I think that is another very vital area and I do have a few questions
and I apologize for the lateness of the hour. We are going to go
ahead for another short while and then when we finish with you,
Mr. Staats, we are going to ask Mr. Kitchen and Mr. Durham to
come back in the afternoon.

In its comments to GAO the Air Force says that at the time the
progress payments were made it was not able to conclude that Lock-
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heed "would have sustained a significant loss on its performance." Is
the Air Force saying that it did not know for sure that there were
cost overruns on delivered work? Is that what they are saying? Let
me repeat that question, Mr. Gutmann.

Mr. GJ'TMANN. Yes, please.
Chairman PROXMIRE. In its comment to GAO the Air Force says

that at the time the progress payments were made it was not able to
conclude that Lockheed "would have sustained a significant loss on
its performance," and I am asking does. this mean that the Air
Force is saying it did not know for sure that there were cost over-
runs on delivered work?

Mr. GUTMANN. Yes; I think that is correct.
We have to modify that a little bit. If you qualify it in reference

to cost overruns on delivered work there probably were cost over-
runs on delivered work. I think the Air Force is saying that they
were not able to conclude at that time that the total costs would ulti-
matly exceed the ceiling price of the contract for all items.

LOOPHOLE USED

Chairman PROXMIRE. Let me ask further, I note in Lockheed's
comments to GAO it says that the progress payments loophole was
used because "specific cost data for each unit on this program would
not be readily available from Lockheed's accounting system." Does
this mean that Lockheed was not able to allocate actual costs to com-
pleted and delivered items while work was still in progress on other
items?

Mr. GUJTMANN. I think that is probably a true statement, Mr.
Chairman. It is very difficult in a large program to allocate costs as
between delivered work and undelivered work. It is a difficult prob-
lem.

Chairman PROXMIRE. Well, in fact though, did not the C-5 con-
tract require Lockheed to report its actual costs monthly in the cost
status analysis report, I should say, the CSAR?

Mr. GUTMANN. Yes.
Chairman PROXMIRE. Was it not possible for the Air Force and

Lockheed to discover that there were cost overruns on delivered
items by looking at the cost status analysis report?

Mr. GIUTMANN. It should have been possible and I believe that is
the report that ultimately disclosed to the Air Force their problem.

Chairman PROXMIRE. Then, does it not follow that both Lockheed
and the Air Force knew progress payments were being made for
cost overruns on completed and delivered work? Despite what Lock-
heed says about its accounting system, would they not have had to
know from the SAR's?

Mr. GUTMANN. Well, the SAR's should have told them but I
really should not speak to what the Air Force knew at the time, if
that is your question.

Chairman PROXMIRE. Well, should they not look at them? What
are they for, should they not have looked at them?

Mr. GUTMANN. Yes.
Chairman PROXMIRE. Should they not have been aware of it?
Mr. GU'TMANN. Yes.



1685

Chairman PROXMIBE. And if they looked at them would they not
know?

Mr. GIJTMANN. They should have, yes, sir.
Chairman PROXMIRE. Why is it not clear that they should have

known?
Air. GUTMANN. Well
Chairman PROXMIRE. It is, they should have known, is that right?
Mr. GUTMANN. Well, I have agreed they should have known. I

thought your question was did the Air Force know?
Chairman PROXMIRE. Well, what you are saying is that they

should have known but they may not have. They may have neglected
the SAR's.

Mr. GUTMANN. Yes, sir, that is possible.
Chairman PROXMIRE. Well, I wonder. And the reason for the pay-

ments, does it not seem that the Air Force knew it was going to in-
crease the price anyway so why not pay for the overrun? Is this not
sort of what the Air Force says in its comments to GAO?

Mr. GUTMANN. Yes; there came a point, as you know, in the his-
tory of the program when it was pretty clear after further analysis
by the Department of Defense that the aircraft were needed and
they were going to have to pay a higher price for them than was orig-
inally contemplated.

Chairman PROXMIRE. Does it not seem clear from the comments
made by the Air Force and Lockheed to GAO that at the time the
overpayments were being made it was agreed that they would be ab-
sorbed in whatever later action was taken?

Mr. GUTMANN. Yes, sir.

BAILOUT LAW

Chairman PROXMIRE. Now, you discussed the action taken by the
Pentagon to bail Lockheed out of its financial problems in last
year's GAO report, "Financial Capability of Lockheed Aircraft
Corp. To Produce C-5A Aircraft." There is a section on Public
Law 85-804, governing bailouts, in that report. The law states that
the Pentagon can change contracts and otherwise come to the aid of
its contractors, with or without consideration from the contractors,
so long as it is deemed in the interests of national security, is that
correct?

Mr. GUTMANN. Yes, sir.
Chairman PROXMIRE. Does not the law also say that it shall not be

used for "the formalization of an informal agreement?"
Mr. KELLER. I believe it does but I also believe, Mr. Chairman,

that the language refers to an initial informal arrangement to pro-
duce something followed later by the formalization of a contract, but
I do not have the law about that.

Chairman PROXMIRE. Do you have any cases on that?
Mr. KELLER. I will look them up and submit them for the record,

Mr. Chairman.
Chairman PROXMIRE. Will you do that?
[The following information was subsequently supplied for the rec-

ord:]
There have not been any cases where we have interpreted the language con-

cerning the formalization of an informal commitment under the act by an au-
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thorized Government agency. The legislative history indicates that the act was
intended to prohibit the validation of an informal purchase commitment except
where it was impracticable to utilize normal procurement procedures. See
House Report No. 2232, 85th Congress, pages 4 and 5; see Senate Report No.
2281, 85th Congress, page 4.

Chairman PROXMIRE. Is it possible that the Air Force and Lock-
heed had reached an informal agreement to allow Lockheed to retain
the excess progress payments before the contract was restructured
and made into a cost reimbursement agreement?

Mr. KELLER. I cannot really answer that at this point. I will sub-
mit it for the record.

Chairman PROXMIRE. Will you submit your opinion on that?
Mr. KELLER. Yes, sir.
[The following information was subsequently supplied for the rec-

ord:]
The import of your question is that since the C-5A contract with Lockheed

was restructured under authority of Public Law 85-804, would the prohibition
in the law 50 U.C.S. 1432(f), against formalization of informal commitments
apply to a preexisting informal agreement between Lockheed and the Air
Force to retain progress payments.

We did not find evidence of an informal agreement concerning progress pay-
ments. However, even if we had found such an agreement its formalization
would not have been prohibited by Public Law 85-804 because the law applies
to purchase type transactions and then only if a finding cannot be made that
it was impracticable to use normal procurement procedures. An agreement re-
lating to the retention of progress payments does not constitute a purchase
type transaction; therefore, Public Law 85-804 would not be applicable.

CONGRESS NOT TOLD ABOUT EXCESS PROGRESS PAYMENTS

Chairman PROXMIRE. On the matter of information getting to
Congress about excess progress payments such as in this case, do you
believe the facts were intentionally concealed from Congress or was
there some other reason for not telling us?

Mr. STAATS. You are speaking about the progress payments?
Chairman PROXMIRE. Yes, sir. These excess progress payments,

why were we not told about it?
Mr. STAATS. I do not think there was any concealment. I think it

just goes to the fact they were using a method which was best from
their point of view and still permissible under the regulations.

Chairman PROXMIRE. I understand DCAA wrote its report in
1970.

Mr. STAATS. In December of 1970.
Chairman PROXMIRE. We did not find out about it until this year,

Congress did not find out about it until this year.
Mr. STAATS. That is true. But I do not think, I would not construe

that necessarily as concealment. They may have been too slow in act-
ing on the DCAA report. that is quite possible.

Chairman PROXMIRE. Why does it take 2 years for a report of
this great importance to come to the attention of appropriate con-
gressional committees?

Mr. STAATS. Well, it was in December of 1970, I believe, was the
date of the report.

Chairman PROXMIRE. Well, less than 2 years. As I understand it
was only because of your investigation that we found out that it
took 2 years.
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Mr. STAATS. That is correct.
Chairman PROXMIRE. We should not have to have to require a

GAO investigation to get this kind of information.

EXCESS PAYMENTS MAY CREATE INCENTIVE TO BAIL OUT CONTRACTOR

Is it not possible that by building up such an enormous amount
of excess progress payments in Lockheed's possession that the Air
Force may have felt locked in with the Lockheed Corp., and when
informed that Lockheed wanted more cash or it would halt produc-
tion that the Air Force may have felt compelled to bail Lockheed
out even further? In other words, could not the excess progress pay-
ments have acted like an incentive to pour good money after bad
rather than taking other steps to solve the contract problems?

Mr. STAATS. I think that is always possible, Mr. Chairman. When
the Government is put in a position of trying to sustain the cash
flow for a company experiencing cost overruns, the day of reckon-
ing has to come. This is not pointed at any particular company, this
is part of what has been wrong with the type of contract as repre-
sented here.

Chairman PROXMIRE. This is why we should have known, had
earlier notice of this while it was building up, been informed about
it in advance to see what action could have been taken.

Mr. STAATS. I agree.
Chairman PROXMIRE. It has taken 2 years.
Can you recommend any measures that Congress might take to

avoid being suprised by disclosures such as this in the future?
What can we do to be assured that instances of excess or inappro-
priate progress payments will be promptly disclosed to the Con-
gress?

Mr. STAATS. A principal reason, Mr. Chairman, that we went to
the annual report on the status on weapons systems was to keep
Congress better apprised of the situation for cost growth taking
place. We started this as you know, in 1969. We will have another
report to the Congress in, we hope at, the end of February or early
March. This is one way. The development-

Chairman PROXMIRE. But that annual report did not show the ex-
cess progress payments, it did not show the progress payments were
getting out of line.

Mr. STAATS. It shows cost overruns.
Chairman PROXMIRE. It does not show the progress payments.
Mr. STAATS. I do not think you can have-under the new regula-

tions I do not believe you could have the type of situation which de-
veloped here. I believe that is no longer

Chairman PROXMIRE. By knocking out option(C) ?
Mr. STAATS. Right.
Chairman PROXMIRE. All right.

CHARGES MADE BY HENRY DURHAM

Let me get into one final area with you this morning, Mr. Staats.
Let me say, first, that as you know, I have great admiration for the



1688

courage and determination of Mr. Henry Durham, and coming for-
ward as he did he performed a fine public service. His charges were
so serious that we asked the General Accounting Office to check
them out, that was one of the reasons we got into a lot of this. This
they have done, the results are that they backed up Mr. Durham's
charges in numerous instances. In some others they found that the
evidence was insufficient for them to judge. And a few, they found
that the charges were not substantiated. But all in all, I would say
this is far from being a whitewash. The results of GAO's report
vindicate Mr. Durham and many of his very serious charges. He
should not feel that because it was not possible for all of them to be
substantiated, that the GAO was in any way lax in its duties. Far
from it.

The GAO and the Comptroller General, by nature, have to act as
judges. That is how they have built their tremendous reputation.
Consequently, when they do state that something is true, they are
believed. And rightly so.

It is my view that their report substantiates such a sufficient por-
tion of Mr. Durham's charges that he should feel that his efforts
have been vindicated in large degree. I cannot agree with Mr. Dur-
ham, after having read the GAO report that they were lax in any
way or that the report is a "whitewash" of Mr. Durham's charges.

I say that while you are here, although Mr. Durham is going to
appear this afternoon, because I think that you deserve that. I think
you have made a fair report, a report that I am sure he would not
agree with, I am sure Mr. Kitchen must disagree with part of it. At
any rate, I think it has been a most helpful one. Nevertheless, there
are some very difficult situations here, and I would like to ask you to
respond to those.

You made an initial report, an initial report was made by the
GAO, before it was a final report, a temporary report, a tentative
report, which seemed to confirm, a staff report which seemed to con-
firm a great deal more of what Mr. Durham alleged.

For instance, this charge: C-5A airplanes were moved to the
flight line with thousands of parts missing, although Lockheed's rec-
ords faultily show the part had been installed. GAO finding: The
charge is unquestionably true and it is a significant problem.

Charge, hearing record page 1411, exhibit 1, improper removal of
parts contributed to the missing parts problem.

GAO finding: Our review confirmed that Mr. Durham's testimony
was substantially accurate.

There are a whole series of charges. I think we have made those
available to you and I will not read them all but I would like to get
your response to the ones I have read and any others that you
would like to comment on.

Mr. STAATS. Well, Mr. Chairman, I appreciate your statement, and
I am sorry that it was seen fit to label our effort here as a white-
wash. I do not think it is warranted at all. A large number of
charges which were made and which we agreed at your request to go
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into to find out whether or not they could be supported or not sup-
ported, this has been a very difficult undertaking for us. It has taken
a lot of time and it has been quite an expensive project for us. But let
me say this, that it would be highly unique, I would say unheard of,
situation if a report prepared by staff, whether it be our regional
office or Washington office, was issued in the form of a first draft
any more than a first draft of a committee report of the Congress
reflected any motive if it were revised before it was issued by the full
committee.

A regional office does not have access to all of the facts. It has to
be in the nature of a rough draft, and that is the purpose of review
here, that is the purpose of our contacting the contractor, that is the
purpose of our contacting the agency.

Now, the Atlanta office, which prepared a rough draft, did not
have access to all the information, and it was indeed a rough draft
that was made public.

The fact that it was revised after it was reviewed here and after
we obtained additional data from the contractor and the Air Force
should not be a surprise to anyone. This is the way we do business.
We have got to be sure that we can stand behind our reports. If we
could not then we would be of very little value to the Congress.

We have gone through case by case on these charges, and I have
here an analysis of the specific differences where the final report we
made to the Congress differed from the charges. I also have an ex-
planation case by case of how the final report differs from the rough
draft prepared by our Atlanta office.

Chairman PROXMIRE. That is exactly what I wanted. All right,
will you submit that for the record?

Mr. STAATS. I would be very happy to have that put into the record.
[The following information was subsequently supplied for the

record:]
Analysis of the specific differences where the final GAO report made to the

Congress differed from the charges, and where the final report differed from
the Atlanta staff study follow:

DURHAM CHARGES

FINAL REPORT VERSUS ATLANTA STAFF DRAFT

Question: ~How does the final GAO report differ from the Atlanta staff
draft?

Answer: The final report deals with 21 matters raised by Mr. Durham. One
of these is still under study (that dealing with over design of Aerospace
Ground Equipment). On another, the Atlanta Study was not complete (unnec-
essary procurement of parts).

Of the 19 cases dealt with in both reports, there was full agreement on 11,
partial agreement on 2, and disagreement on 6. The reasons for the disagree-
ments were either (1) new facts, or (2) different interpretatton resulting from
further study at GAO headquarters.

NEW FACTS

The Atlanta Staff Draft was found to be incorrect in the following cases
where new facts were developed as a result of our subsequent audit.
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Page
Item No. Comment

Subterfuge at rollout ceremony of 10 Atlanta partially agreed that there was subterfuge. We found that the Air
first aircraft on Mar. 2,1968. Force issued a press release before the ceremony stating that this aircraft

would not fly until June 1968, and Lockheed had notified Air Force in writing
of item shortages.

Unwarranted delay in replace- 15 Atlanta agreed. While evidence was found that some parts were damn ed at
ment of damaged parts. earlier stages before reaching the flight line, we could not establish that

these defects were detected at the earlier stage. However, inspection pro-
cedures in use disclosed these parts before delivery.

Lack of effective controls over 26 Atlanta agreed. However, we found that tools were furnished to employees as
expendable tools such as drill needed. This is consistent with practices at 2 other aerospace firms. In
bits, reamers, cutters. addition, it is generally impractical to provide a detailed control system for

items that are small and inexpensive.
Problems permitted to exist by 35 Atlanta agreed. Further facts revealed that the Air Force was aware of, and

Air Force. reporting on some of the problems cited in Mr. Durham's charges-including
difficulties in controlling titanium fasterners, quality control, and out of
sequence work. However, it was true that the Air Force did not direct the
contractor to take specific corrective action because of the philosophy of
"disengagement" practices under the total procurement package.

u .rct11- lltirlAUN

Lack of inventory controls over
raw materials.

Lack of inventory controls over
miscellaneous small parts.

Schedule maintained to collect
milestone payments.

Ineffective audit by Lockheed's
internal auditors.

28 Atlanta agreed. We noted that materials such as sheet metal, aluminum, and
bar steel were purchased as needed for each job order, rather than drawn
from a general stock because of the small quantities of equipment manu-
factured at Chattanooga. In our testimony, we concluded that the method
of charging material directly to a job order when received was reasonable.

30 Atlanta agreed. We found that items such as bolts, nuts, washers, and others
costing from I penny to a few dollars each, were procured to fill specific
production orders. In our opinion, it is generally impractical to provide
detailed inventory control systems for items that are small and inexpensive.
In our testimony, we concluded that this method was reasonable.

38 Atlanta appeared to agree but did not fully assess the matter. There were 3
such payments. I was concerned with tooling for which final payment was
not made until the Ist aircraft reached position No. 3. The 2d was concerned
with delivering the Ist 5 aircraft to the flight test department. The Air Force
withheld $3.7 million on these aircraft due to parts shortages. The 3d was a
penalty charge for late delivery of the Ist 16 aircraft (exclusive of test air-
craft). The Air Force stated that the total penalty of $11 million was assessed
against Lockheed in determining the $200 million fixed-loss.

42 Atlanta partially agreed. We found that Lockheed's internal auditors were
aware of many of the problems at Marietta. Their reports were given wide
distribution. Generally, their audits are not announced in advance.

Chairman PROXXMIE. Because I think Mr. Durham has a very
strong point, he is a man who feels very strongly about this. He
should. His life has been endangered and, as I said, Federal mar-
shalls were at his home to protect him.

Mr. STAATS. I do not question Mr. Durham's motives or sincerity
at all.

Chairman PROX3ItRE. He is the one responsible for a good deal of
new information we have on defense contracting that I think will be
immensely valuable to our country.

GAO QUARTERLY AUDIT REPORTS

Let me get into the report very quickly. The evidence of ineffi-
ciency in this operation with respect to the C-5A is simply
indisputable. Congress has authorized special funds, which I call
bail out money, for Lockheed totaling over $500 million and has di-
rected GAO to make quarterly audits of the payments from this
fund. I would like to ask you to submit the GAO audit reports for
the record.

[The following information was subsequently supplied for the
record by Mr. Staats:]
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\ COMPTROLLER GENERAL OF THE UNITED STATES
S ~~~~~~~WA,-dMNi~OIO D.c. 20548

*;- 162578

To the President of the Senate and !i;e

Speaker of the House of Representatives

This is our initial report on the audit of payments from the special
fund to Lockheed Aircraft Corporation for the C-5A aircraft program
during the period ended June 30. 1971. This audit was made pursuant
to section 504, Public Law 91-441, which authorizes $200 million of in-
terim funding for the C-5A aircraft program to be paid through a spe-
cial bank account. The law provides that Lockheed not be reimbursed
for intercompany profits, bid and proposal costs, independent research
and development costs, and other unsponsored technical costs, and de-
preciation and amortization expenses. The law provides also that the
General Accounting Office audit payments from the special bank account
on a quarterly basis and submit a report to the Congress not more than
30 days after the close of each quarter.

Payments to Lockheed from the special bank account started on
June 16, 197J, and totaled $20.4 million by June 30, 1971. Our review
revealed no payments to Lockheed that were contrary to the provi-
sions of Public Law 91-441. Since payments to Lockheed were made
during the last 2 weeks of June 1971, we had only a limited time to
make our audit. Therefore we are continuing our examination and will
include further comments on the results of our audit in subsequent re-
ports.

Copies of this report are being sent to the Director, Office of
Management and Budget; the Secretary of Defense; and the Secretary
of the Air Force.

Comptroller General

of the United States

- ,50 T I ANNIVEI SARY 1921 - 1971
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CHAPTER 1

INTROI)UCTION

In March 1970 the chairman of Lockheed's board of di-
rectors notified the Deputy Secretary of Defense that the
campany would require additional funding, over and above
-the' Air Force estimate of the contract ceiling price, in
order to complete development and production of 81 C-5A air-
craft. Ile also advised the Deputy Secretary of Defense
that it would be financially impossible for Lockheed to
complete performance on the C-5A aircraft program, as well
as other major defense programs, without further financing
from the Department of Defense.

The Deputy Secretary of Defense informed the Congress
of the Lockheed position and requested that it provide ad-
ditional funding of $200 million, over the amount requested
in the regular appropriation, as an interim measure to per-
mit Lockheed to continue development and production of the
C-5A aircraft.

The Congress authorized the $200 million by Public
Law 91-441, section 504, approved October 7, 1970, to con-
tinue the C-SA aircraft program. (See app. I.) Section
504 specified that:

1. All payments from the $200 million fund be made
through a special bank account for reasonable and
allocable direct and indirect costs incurred on the
C-5A aircraft program.

2. The contractor not be reimbursed for intercompany
profits; bid and proposal costs; independent re-
search and development costs; and other similar un-
sponsored technical effort costs; and depreciation
and amortization costs on piant, property, or
equipient.

3. These excluded costs not be recoverable under any
other contract.

I
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4 . Al I tS rrom tle sp'cIcil binik cIcounlt ye ;lu-
d.it LI by tic D Lnse Cont rac t Aud it Agcncy (DCAA)
and the c:oinoral Accounting Office.

5. The Comptroller Gcncral report to the Congress not
more than 30 days after tile close of each quarter on
the results of the General Accounting Office audit.

2
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CIIAPTI:R 2

P'AYENTiS _ROM TlEl SPECIAL 3BANK ACCOUNT

Payments from the $200 million fund and from the spe-
cial bank account were initiated on June 16, 1971, and the
amounts deposited and withdrawn through June 30, 1971, were
as follows:

Special a I ank s200 l itl
account Luni nd

B(egilling hal ick None $200, 0(H), 0)o
Depos its S21,405,511
Withdrawals:

Material and other charges $13,103,466
Intercomlpally t ranlsact ions:

Chliar ~cs $3,094,031
Credits -7,505,352 -4,411,321

Labor 4,793,896
Overhead 6,916,96 7

20,403,008 $ 21,405,511

Balaiicc at June 30, 1971 $_,002, 503 87 _944.489

Procedures established by the Air Force to control with-
drawals from the special bank account require that reimburse-
ment vouchers be submitted by Lockheed to the Air Force con-
tracting officer for approval. The Air Force contracting
officer approves these payments subject to audit by DCAA.
These vouchers are supported by detailed listings of mate-
rial, labor, and overhead costs incurred on the C-SA air-
craft program. The following comments describe the methods
used by Lockheed to support withdrawals from the bank ac-
count.

MATERIAL AND OTHER CHARGES

Material costs and other miscellaneous charges paid
from the special bank account through June 30, 1971, totaled
$13,103,466. Payments were supported by purchase orders,
vendors' invoices, and receiving reports.

To ensure prompt payment to vendors, Lockheed has de-
veloped a weekly report that shows all vendor accounts which
have not been paid within 30 days. The total amount of

3s
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accoUiljts payil.loe oitstandinig i'i Cre than 30 days and appli-
cahle to tile C-SA \ i rcraft program is to be deducted from the

.!nii of rc iIlursOnWI t vouchers to Lockheed. Lockheed de-
d;c~d tfrom the first voucher $1 million to cover the esti-
m:ited a;ount of all accounts payable related to the C-5A
aircraft program that may remain unpaid for 30 days or
Ion c-r durinig the first month.

ihl accounts payable report for July 2, 1971, showed a
tomI & or i iS3SS 9, which represented ve ndor accounts payable
al ci 1i-l to the proag ram over 30 days old and which indi-
callcd that tie amount withheld was more than adequate.

r ut crcc7:p-any transactions

M!ost development and production work on tle C-SA air-
craft Drogram is beingl done by the Lockheed-Georgia Company,
.*iartetta, Georgia, and by outside vendors and subcontractors.
SoamC costs, however, are being incurred at the following
Lockheed locati ons.

Lockheed Aircraft Corporation, Burbank, California
Lcckheed-California Company, Burbank, California
Lockheed Aircraft Service Company, Ontario, California
Lockheed Electronics Company, Plainfield, New Jersey

These other locations periodically charge costs asso-
ciated with their work on the C-SA aircraft to the Lockheed-
Gecrgia Company according to established billing procedures.
Although there were charges totaling $3,094,031 from other
locations of Lockheed for work on the C-5A aircraft program,
they were more than offset by intercompany credits of
$7,505,352. These credits represent the excess of the
amount paid for delivered items plus progress payments for
unde ivered items, compared with the amount reimbursable un-
der the terms of the current contract. Effective May 31,
1971, the contract between Lockheed and the Air Force for
C-SA aircraft was converted from a fixed price incentive
contract to a fixed loss, cost reimbursement contract.

LAIMR C(OSTS

labor costs totaling SI,793i,S96, for 964,001 direct
1:1hor iiourVS, werc paid io Lockheed from the special hank ac-

COnit thlmoog JuseO 3.1, 171. fihese cus;ts and hours were

-I
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charged to speci fic c-s,\ a i rcra Ft work orders. Costs for
indirect labor w;ere charged to the C-SA aircraft program
throungh overhead a1 locations.

OVERHEAD EXP;:NSiS

- Overhead expenses totaling $6,916,967 were paid from
the-special bank account during June 1971 on the basis of
provisional overhead rates previously negotiated. Actual
overhcad rates are to be negotiated as of D-cember 26,
1971, the end of the comilpany's fiscal year.

Lockheed and the Air Force negotiate provisional over-
head rates for use in cost reimbursement contract billings.
During negotiations of 1971 rates, concluded in March 1971,
costs which were unallowable under provisions of section XV
of the Armed Services Procurement Regulation were excluded
in establishing the provisional overhead rates.

The provisional overhead rate also was reduced to ex-
clude those costs which are unallowable under Public Law
91-441. Such costs amounted to about $801,000 for the pe-
riod ended June 30, 1971.

DEFENSE CONTRACT AUDIT AGENCY

The audit by DCAA at the Lockheed-Georgia Company in
the past generally has been directed toward reviewing ac-
counts payable, payroll accounting systems, inventory ac-
counting systems, etc., on a cyclical basis. Through these
audits DCAA's objective is to gain insight into Lockheed's
accounting processes and to determine the adequacy of the
company's system of management controls.

DCAA has developed special audit procedures for review-
ing Lockheed's vouchers requesting withdrawals from the
fund for deposit in the special bank account and for audit-
ing payments from the bank account.
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CIIAIPTIER 3

GENERAL ACCOUNTING OFFICE AUDIT

OF PAYMENTS FROMI SPECIAL BANK ACCOUNT

Our review was made at the Lockheed-Georgia Company,

Klarietta, Georgia; Lockheed Aircraft Corporation and

Lockheed-California Company, Burbank, California; and

Lockheed Aircraft Service Company, Ontario, California.

We reviewed the DCAA audit of payments from the special

bank account for material costs and other charges and tested

the work performed. In addition, we selected transactions

shown on withdrawal vouchers and traced the amounts to such

documents as purchase orders, receiving reports, vendors'

invoices, and work orders, to determine the accuracy and

propriety of the amounts paid. We also examined into the

reasonableness and correctness of the procedures used in al-

locating the cost of common usage materials.

We examined costs incurred on the C-5A aircraft pro-

gram by Lockheed companies in California and charged to the

Georgia Company. Our review was directed at testing the ac-

curacy and allowability of labor, material, and overhead

costs incurred in intercompany billings.

Our audit of labor costs incurred by Lockheed included:

(1) a review of internal procedures and controls established

to ensure that labor costs were accurately distributed to

contracts and other programs, (2) a review of labor audits

by DCAA and Lockheed's internal auditors, and (3) tests to

determine whether labor costs appeared reasonable and ap-

plicable to the C-SA aircraft program,

In our review of overhead, we examined Air Force and

Lockheed procedures used in estimating and negotiating pro-

visional overhead rates. We also examined into the reason-

ableness of provisional overhead rates and the costs elimi-

nated to comply with Public Law 91-441.

Our review revealed no payments to Lockheed for the

period ended June 30, 1971, that were contrary to the pro-

visions of Public L:iv 91-441. Since payments to Lockheed
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wcrc made du rill the last 2 weeks of .Juiic 1971 , we hald onl)
a limited time to make our audit. Therefore we are contin-
uing our examination and will include further comments on
the results of our audit in subsequent reports.

7
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APPENDIX
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APPENDIX I

SECTION 504

PUBLIC LAW 91-441

OCTOBER 7, 1970
- S . .st)t. Qi ) Of the total aIflnililit (lIt oriz'ed to he aplpropriatel l bv

h'is Act for ile li lllt. of tile C-5.d aircaft -, (1, 0 *;f
sitelI liollilt lml:v nlot he ol it"at(ed or expendle(ld until after the expila-
tion *f 31u (Ina v lromii til- (Ilate uplln whvilh tihe Sfovretarv of D)e fen se
slllinait to the( Comlullittev, on Arnied Seroiies of tle Senate illi tie
l llo-s of upisuiut atiesa plan for the expenditiure of such ',l200,-

1*1510.X(. I 110 -l 1 ill1 uiv :1ll or any palt of siicll $2(t,01(i0tltl0 1e, oh-
hiilarvtd *,r *'upen(iAl exio;pIt in aceordance with sucl a pll.

(h) The 9.$,'200)6(f10.O referred to ill snlhsection (a) of this section,
followin ir the suihniission of a plan ul)lluilt to sufh suibsection, mav
le xpselded only for tI c reason al de andi allocable direct an(d i1(lir et
costs invurred by tlhe p rime contractor under a contract enitered into
with the I nitedI States to arrv onit the ('-:5A aircraft proalrlm. No
part of such ai omit ntmav be iisedl folr-

(1) (direct cost of any other lontract or activity of the pliinie
contractor:

(2 ) profit on any materials. suipplie er oscrvices which are sohl
or transferred bwet ween any (livision, sulysidliarv or affiliate of the
priue contractor under tile common control of the prime con-
tractor and sch d(livisionl. sibsidliary.or affiliate:

(3) bidl and proposal costs, independent research anl(d develop-
ment costs, and the cost of other similar unsponsored tecllnical
effort : or

(4) depreciation and amortization costs onl property, plant, or
equipment.

Anliv of the costs referred to in the preceding sclntence which wotild
othevrwli.c be, allocable to any' work funded by such $fi-t0.OOO,M)0O may
not he allocated to other portions of the ('-5A aircraft contract or to
nnv other contract with the Unite(l States, but payments to C-5A niir-
craft sul)contractors shall not he subject to the restrictions referred
to in such sentence.

c) Any paLymllelnt frolil sumich $2,t0)(),OOO 11111 lte bllande to the pllilne
olitrlaIt or tlh rign a special Ibanlk accolit from whlicihSl iSti co)nlit tot

uay withdrillaw fulnds only after a request contaillilngr a detailedl jiisti-
Sit -tionl of the :amoun~xt iv(lqestedl II;I lbeen subllikilteirto and~ alpproved
by the colit ractinlg oIficer for tile United States. All paylilelits mlallde
fronm suill speciail balk acmluint shal1l be audited by the Dhefellse ('oil-
tract. Audit Apgelv of tile l)epartmllelIt of D)efelnse and, on a quarterly
hasis, b)v the (elleral Acolilitillng O(flie. 'T'he ('Cloptroller Geleneral
shiall si1)1Ilkit. to tie (Collgless Hot 110ore t iall tIhirty days after thle
(lsosA Of C1Ii1i qM11-:tet it a el lort. onI tI( and it for such quarter pelfolinell
by the ( Iiternal Avvolilig O(lli(ce pulrsifllt. to tilis SulIsetion.

(dl) The restrietiolls alhu onlitiols provided for ill thIis .sectti)l withI
115spetct if tilhe S2t0t,t)(tittilt) refere to ill sll~sections ( a) 111141 i) (If
t is S' t i"lt sh1all Ibe ill :11 iiitn to si Ich othIer restrictio 0s and vol l'trids
as Ila1 lie pres r ibled by tile Se ret iary of Defenise or tIle SereItarv of
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COMPTROLLER GENERAL OF THE UNITED STATES

WASHINGTON. D.C. 205U

B-162578

To the President of the Senate and the
Speaker of the House of Representatives

This is our second report on the audit of payments from the special
fund to Lockheed Aircraft Corporation for the C-5A aircraft program.
This report covers the quarter ended September 30, 1971.

This audit was made pursuant to section 504, Public Law 91-441,
which authorized $200 million of interim funding for the C-5A aircraft
program to be paid through a special bank account. These funds may be
expended only for the reasonable and allocable direct and indirect costs
incurred by Lockheed on the C-5A aircraft program. The law also pro-
vides that these funds shall not be used to reimburse Lockheed for inter-
company profits, bid and proposal costs, independent research and de-
velopment costs, other unsponsored technical costs, and depreciation and
amortization expenses. Under the law the General Accounting Office is
required to audit payments from the special bank account on a quarterly
basis and to submit a report to the Congress not more than 30 days after
the close of each quarter.

Since June 16, 1971, the Air Force paid Lockheed $125,166,211 from
the special bank account. (See appendix for the cumulative expenditures
through September 30, 1971.) The amounts deposited in and withdrawn from
the special fund and the special bank account for the quarter ended Sep-
tember 30, 1971, were as follows:

Special bank $200 million
account fund

Balance as of July 1, 1971 $ 1,002,503 $178,594,489
Deposits 104,645,816
Withdrawals 104,645,816

Labor $19,066,763
Overhead 31,838,554
Material and other charges 54,489,940
Intercompany transactions:

Charges $4,359,211
Credits -4,991,265 -632,054 104,763,203

Balance as of September 30, 1971 $ 885.116 $ 73.948.673

LABOR COSTS

During the quarter ended September 30, 1971, the Air Force paid
Lockheed $19,066,763 for labor costs incurred. Due to the shortage of
wing assemblies created by a work stoppage at a subcontractor's plant,

50TH ANNIVERSARY 1921 - 1971
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the Lockheed-Georgia Company suspended, effective September 20, 1971,
essentially all C-5A aircraft assembly operations and temporarily laid
off about 2,400 employees. The subcontractor resumed work on October 18,
1971, and expected to begin delivery of wing assemblies early in Novem-
ber.

Because of the disruption of production due to the temporary lack of
wing assemblies and the approaching completion of subassemblies for all
C-5A aircraft, we are giving increased attention to the reasonableness of
labor charges.

OVERHEAD EXPENSES

During the quarter overhead expenses totaling $31,838,554 were paid
to Lockheed from the special bank account on the basis of negotiated pro-
visional overhead rates. Lockheed and the Air Force negotiate provi-
sional overhead rates for use in costs reimbursement contract billings.
Actual overhead costs are to be negotiated as of December 26, 1971, the
end of the company fiscal year.

The provisional overhead rate was reduced to exclude those costs
which are unallowable under Public Law 91-441. Such costs amounted to
$3,183,663 for the quarter ended September 30, 1971.

MATERIAL AND OTHER CHARGES

During the quarter material and other charges totaling $54,489,940
were paid to Lockheed from the special bank account.

To ensure prompt payment to vendors, Lockheed is not reimbursed for
amounts owed to vendors which have not been paid within 30 days. At
September 30, 1971, $885,116 had not been paid within 30 days, and this
amount was deducted from the final reimbursement voucher for the quarter.

Intercompany transactions

During the quarter intercompany costs totaling $4,359,211 charged
to the special bank account were more than offset by intercompany cred-
its of $4,991,265. The credits represent the excess of amounts paid for
delivered items plus progress payments for undelivered items over actual
costs incurred prior to May 31, 1971, when the contract was converted to
a cost-reimbursement type.

We noted that intercompany transactions were not being reconciled
and processed for inclusion in reimbursement vouchers on a timely basis.
Reconciliation of intercompany transactions essentially involves identi-
fying and resolving differences between the records of the Georgia

2



1706

company and other Lockheed companies. A Lockheed-Georgia Company offi-
cial stated that about 81 percent of the amount involved had been rec-
onciled as of October 4, 1971. Lockheed has agreed to intensify efforts
to reconcile and complete the accounting for intercompany transactions.

SCOPE OF AUDIT

Our review was made at the Lockheed-Georgia Company, Marietta, Geor-
gia; Lockheed Aircraft Corporation and Lockheed-California Company, Bur-
bank, California; Lockheed Aircraft Service Company, Ontario, California;
and Lockheed Electronics Company, Plainfield, New Jersey.

Our audit of labor costs included tests to determine whether those
costs appeared reasonable and applicable to the C-5A aircraft program.
In our review of overhead costs, we examined into the reasonableness of
provisional overhead rates and the costs eliminated to comply with Public
Law 91-441.

We reviewed selected material and other costs shown on reimbursement
vouchers and traced the amounts to such documents as purchase orders, re-
ceiving reports, vendors' invoices, and work orders to determine the ac-
curacy and propriety of the amounts paid. Our review of costs incurred
on the C-5A aircraft program by other Lockheed companies was directed at
testing' the accuracy and allowability of labor, material, and overhead
costs charged in intercompany billings. We reviewed also the Defense Con-
tract Audit Agency audit of payments from the special bank account for
labor, overhead, and material and other costs and tested the work per-
formed.

Our review revealed no payments to Lockheed Aircraft Corporation
from the special bank account during the quarter ended September 30, 1971,
that were contrary to Public Law 91-441. As indicated earlier in the re-
port, however, we are giving increased attention to the reasonableness of
the labor costs.

Copies of this report are being sent to the Director, Office of Man-
agement and Budget; the Secretary of Defense; and the Secretary of the
Air Force.

X (2 ~/2z- '~
Comptroller General
of the United States

3
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APPENDIX

TOTAL AMOUNTS DEPOSITED AND WITHDRAWN

FROM THE SPECIAL BANK ACCOUNT AND

$200 MILLION FUND AS OF SEPTEMBER 30, 1971

BEGINNING BALANCE AS OF
JUNE 16, 1971 (note a)

DEPOSITS

WITHDRAWALS
Labor
Overhead
Material and other

charges
Intercompany transac-

tions:
Charges $ 7,453,242
Credits -12,496,617

BALANCE AS OF SEPTEMBER 30,

aDate of first payment from

Special bank
account

1 S -

126,0S1 ,327

$200 million
fund

$200,000,000

126,051,327
$23,860,659
38,755,521

67,593,406

-5 043 37 5

1971

special bank

125,166,211

$ ..885.6 L 73.948,673

account.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON. D.0. CD.U

B-162578

To the President of the Senate and the
Speaker of the House of Representatives

This is our third report on the audit of payments fr6m the special bank
account to the Lockheed Aircraft Corporation for the C-5A aircraft program.
This report covers the quarter ended December 31, 1971.

This audit was made pursuant to section 504 of Public Laws 91-441 and
92-156, the Armed Forces appropriation authorities for fiscal years 1971 and
1972, respectively. Public Law 91-441 authorized $200 million interim funding
for the C-5A aircraft program, and Public Law 92-156 authorized $325.1 million
for the program.

Both laws provide that (1) payments be made through a special bank account,
(2) the funds be expended only for the reasonable and allocable direct and in-
direct costs incurred by Lockheed on the C-SA aircraft program, and (3) the
funds not be used to reimburse Lockheed for intercompany profits, bid and pro-
posal costs, independent research and development costs, similar unsponsored
technical effort costs, and depreciation and amortization costs. These laws
require the General Accounting Office to audit payments from the special bank
account and to submit a report to the Congress not more than 30 days after the
close of each quarter.

Since June 16, 1971, the Air Force has paid Lockheed $224,273,394 from the
special bank account. (See appendix for the cumulative expenditures through
December 31, 1971.) The amounts deposited in and withdrawn from the special
bank account during the quarter ended December 31, 1971, were as follows:

Special Funds authorized by
bank Public Laws

account 91-441 92-156

Beginning balance $ 885,116 $73,948,673 $325,100,000
Deposits 98,857,803
Withdrawals 72,778,975 26,078,828

Labor $15,437,620
Overhead 20,999,967
Material and other

charges 58,245,517
Intercompany

transactions:
Charges $6,888,295
Credits 2,464,216 4,424,079 99,107,183

Balance as of December 31, 1971 $ 635,736 $ 1.169.698 $299,021.172

95-328 0 - 73 -pt. 6 -7
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OPPORTUNITY TO REDUCE COSTS
THROUGH MORE EFFICIENT USE OF MANPOWER

During the quarter ended December 31, 1971, the Air Force paid Lockheed
$15,437,620 for labor costs charged to the C-SA aircraft contract. We examined
into the reasonableness of these costs by performing a work-sampling study of
Lockheed's direct labor force assigned to the assembly operations.

We selected for this examination the production assembly area because (1)
it was a significant, concentrated segment of Lockheed's 7,000-man C-5A air-
craft work force, (2) assembly activities were well suited to the application
of industrial-engineering techniques, and (3) the Defense Contract Audit Agency
had reported observing idle time in that area. Other major plant areas, such
as the fabrication and flight-line operations areas, were not included in our
review.

Using random- and statistical-sampling techniques, we selected about 200 of
1,400 hourly direct labor employees involved in assembly operations. During a
2-week period, we made over 17,000 observations of these employees to determine
whether they were engaged in productive and job-related work or were engaged in
nonproductive activity.

Our objective was to get a picture of worker activity under plant condi-
tions as they existed at the time of the study. We did not measure worker ef-
ficiency, and we assumed that the employees being observed were working at a
normal pace throughout the study period.

The study showed that 43.5 percent of the employees observed were involved
in craft work; that is, they were physically working on assembly of the air-
craft or its components. The study showed also that 30.9 percent of the work-
ers were engaged in supporting activities necessary for the performance of the
craft work. These activities include the functions of job preparation, plan-
ning and analysis, walking, and talking. The percentage of time involved in
other activities, such as personal, housekeeping, and unavoidable delays, fell
within a range generally considered to be acceptable within industry.

Our analysis showed, however, that about 8.6 percent of the production
assembly employees were idle. By comparison, industry work standards do not
provide for any idle time, and Lockheed officials told us that an allowance for
idle time was not included in their procedures for establishing work standards.
Lockheed officials told us also that they were unaware of any industry criteria
for setting acceptable levels for idle time. Our analysis showed also that
about 6.2 percent of the employees were absent from their work stations at the
time of our observations, and we were unable to determine their whereabouts
through discussions with supervisors or coworkers.

We attempted to obtain comparable data for worker activity from the aero-
space industry and found that their statistical information was not compiled
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in a similar manner. Therefore we were unable to compare the data we obtained
with those of other aerospace contractors.

The table below summarizes the results of our study.

Percent of
Category of distribution

worker activity (note a)

Craft work 43.5
Activities necessary to

support craft work:
Walking 12.5
Job preparation 7.9
Talking 6.3
Planning and analysis 4.2 30.9

Other activities:
Personal 6.8
Housekeeping 1.6
Unavoidable delays 2.0
Miscellaneous .4 - 10.8

Idle time 8.6
Unobserved time 6.2

Total 100.0

aThis percentage relates to activity only and not to efficiency of the employ-
ees being observed.

We presented the results of our study to Lockheed and Air Force officials
and pointed out that management attention should be directed toward reducing
the amount of time spent in the supporting activities necessary for the per-
formance of craft work. We pointed out also that idle and unobserved time
should be reduced to an absolute minimum. By reducing the time spent in these
categories, we believe that Lockheed could increase its labor productivity.

Lockheed officials stated that they found the results of our study to be
both informative and, as a whole, largely representative of performance condi-
tions in the C-5A aircraft assembly area. They also expressed concern over the
incidence of idle and unobserved time and indicated that they would increase
management emphasis in this problem area. Air Force officials generally agreed
with the results of the study. Both Air Force and Lockheed officials pointed
out, however, that, at the time the observations were made, the assembly op-
erations had not recovered fully from the disruptive effects of a previous
strike at a subcontractor's plant which manufactured C-5A aircraft wing com-
ponents.

3
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SCOPE OF AUDIT.

Our review was made at the Lockheed-Georgia Company, Marietta, Georgia;

Lockheed Aircraft Corporation and Lockheed-California Company, Burbank, Cali-
fornia; Lockheed Aircraft Service Company, Ontario, California; and Lockheed
Electronics Company, Plainfield, New Jersey.

Our audit of labor costs included tests to determine whether those costs
appeared reasonable and applicable to the C-5A aircraft program. During our
review of overhead costs, we examined into the reasonableness of provisional
overhead rates and the costs eliminated to comply with Public Laws 91-441 and
92-156.

We reviewed selected material and other costs shown on reimbursement
vouchers and traced the amounts to such documents as purchase orders, receiv-
ing reports, vendors' invoices, and work orders, to determine the accuracy and
propriety of the amounts paid. Our review of costs incurred on the C-5A air-

craft program by other Lockheed companies was directed toward testing the ac-
curacy and allowability of labor, material, and overhead costs charged in
intercompany billings and the exclusion of intercompany profit. We reviewed
also the Defense Contract Audit Agency's audit of payments from the special
bank account for labor, overhead, material, and other costs and tested the
work performed.

CONCLUSION

Our review revealed no payments to Lockheed Aircraft Corporation from the
special bank account during the quarter ended December 31, 1971, with the pos-
sible exception of certain labor costs, that were contrary to Public Laws
91-441 and 92-156. As outlined earlier in the report, our tests indicated
that certain labor costs for the C-5A aircraft production assembly operations
could be reduced through more efficient use of manpower. Lockheed has agreed
to increase management emphasis in this area.

RECOMMENDATION

We are recommending that the Air Force evaluate the actions of the contrac-
tor to reduce the time spent on the supporting activities necessary for craft
work and the idle and unobserved time charged to the contract. We are recom-
mending also that the Air Force give consideration to whether the Government is
in a position to seek recovery from the contractor for such charges.

4
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Copies of this report are being sent to the Director, Office of Management

and Budget; the Secretary of Defense; and the Secretary of the Air Force.

Comptroller General
of the United States

5
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APPENDIX

TOTAL AMOUNTS DEPOS ITED IN AND WITHDRAWN

FROM THE SPECIAL BANK ACCOUNT

DURING THE PERIOD

JUNE 16, 1971, TO DECEMBER 31, 1971

BEG INNING BALANCE

DEPOSITS

WITHDRAWALS
Labor
Overhead
Material and

other charges
Intercompany

transactions:
Charges
Credits

BALANCE AS OF DECEMBER 31,
1971

Funds authorized by
Special bank Public Laws

account 91-441 92-156

$200,000,000 $325,100,000

$224,909,130

198,830 ,3 0 2 a 26,078,828
$ 39,298,279

59,755,488

125,838,922

514,341 ,537
-14,960,832 -619.295 224.273.394_____ _____

$ 35_736 $ 1.169.698 5299.021.172

aInitial payment from this fund was on June 16, 1971.

bInitial payment from this fund was on December 1, 1971.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON, D.C. ale

B-162578

To the President of the Senate and the
Speaker of the House of Representatives

This is our fourth report on the audit of payments from the special bank
account to the Lockheed Aircraft Corporation for the C-5 aircraft program. This
report covers the quarter ended March 31, 1972.

This audit was made pursuant to section 504 of Public Laws 91-441 and
92-156, the Armed Forces appropriation authorities for fiscal years 1971 and
1972, respectively. Public Law 91-441 authorized $200 million interim funding
for the C-5 aircraft program, and Public Law 92-156 authorized $325.1 million
for the program.

Both laws provide that (1) the payments be made through a special bank ac-
count, (2) the funds be expended only for the reasonable and allocable direct
and indirect costs incurred by Lockheed on the C-5 aircraft program, and (3)
the funds not be used to reimburse Lockheed for intercompany profits, bid and
proposal (B&P) costs, independent research and development costs, similar un-
sponsored technical effort costs, and depreciation and amortization costs.
These laws require the General Accounting Office to audit payments from the spe-
cial bank account and to submit a report to the Congress not more than 30 days
after the close of each quarter.

Since June 16, 1971, the Air Force has paid Lockheed $320,026,001 from the
special bank account. (See appendix for the cumulative expenditures through
March 31, 1972.) The amounts deposited in and withdrawn from the special bank
account during the quarter ended March 31, 1972, were as follows:

Special Funds authorized by
bank Public Laws

account 91-441 92-156

Beginning balance $ 635,736 $1,169,698 $299,021,172
Deposits 95,572,436
Withdrawals 930,219 94,642,217

Labor $19,673,854
Overhead 27,879,811
Material and other

charges 46,058,243
Intercompany
transactions:

Charges $2,153,672
Credits 12,973 2,140,699 95,752,607

Balance as of March 31, 1972 $ 4555$ 239,479 $0,7,5
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SCOPE OF AUDIT

Our review was made at the Lockheed-Georgia Company, Marietta, Georgia;
Lockheed Aircraft Corporation and Lockheed-California Company, Burbank, Cali-
fornia; and Lockheed Electronics Company, Plainfield, New Jersey.

In our review of overhead costs, we examined into the reasonableness of
provisional overhead rates and the costs eliminated to comply with Public Laws
91-441 and 92-156. Our audit of labor costs included tests to determine whether
those costs appeared reasonable and applicable to the C-5 aircraft program.

We reviewed selected material and other costs shown on reimbursement
vouchers and traced the amounts to such documents as purchase orders, receiving
reports, vendors' invoices, and work orders to determine the accuracy and pro-
priety of the amounts paid. Our review of costs incurred on the C-5 aircraft
program by other Lockheed companies was directed toward testing the accuracy
and allowability of labor, material, and overhead costs charged in intercompany
billings and the exclusion of intercompany profit. We reviewed also the De-
fense Contract Audit Agency (DCAA) audit of payments from the special bank ac-
count for labor, overhead, material, and other costs.

Conclusion

Our review revealed no payments from the special bank account to Lockheed-
Georgia during the quarter ended March 31, 1972, that were contrary to Public
Laws 91-441 and 92-156. On two of the matters discussed below, however, we
requested comments from the Department of Defense in respect to decisions on
future payment practices. We also ascertained that actions were initiated, in
response to findings presented in our third report, to improve labor productivity.

MANAGEMENT IMPROVEMENT OF LABOR PRODUCTIVITY

We reported the results of our work-sampling study of Lockheed-Georgia's
direct labor force assigned to C-5 aircraft assembly operations during the
quarter ended December 31, 1971. We suggested to Lockheed-Georgia management
that attention be directed toward reducing the amount of time spent in support-
ing activities necessary for the performance of craft work and that the amount
of idle and unobserved time be reduced to an absolute minimum.

We have been advised by a representative of Lockheed-Georgia that new con-
trol systems are being established, including (1) improved time-card handling,
(2) means for enforcing timely observance of break periods, lunch periods, and
shift starting- and stopping-time rules, and (3) job assignment and follow-up.
Additional controls have been established over the in-plant movement of employ-
ees.

We also recommended that the Air Force evaluate the actions taken by the
contractor. The Air Force has advised us that, although it may be too early
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to see the results of the contractor's actions, the Air Force Plant Representa-
tive at Lockheed-Georgia reports that the overall tempo in the manufacturing
area appears to have improved since the first of the year. The Air Force has
advised us also that it is continuing to improve its capability to measure
worker productivity.

INTERCOMPANY TRANSACTIONS

During the quarter intercompany charges totaling $2,140,699 were paid to
Lockheed-Georgia from the account.

Our review of these interdivisional billings showed that Lockheed-
California had billed Lockheed-Georgia $139,300 in duplicate overhead charges,
of which $137,188 was charged to the special bank account. When we notified
Lockheed-California of this, the duplicate billings were corrected and charges
to the special bank account were adjusted.

FURTHER STUDY NEEDED OF BID
AND PROPOSAL OVERHEAD COSTS

As indicated earlier, Public Laws 91-441 and 92-156 provide that Lockheed-
Georgia not be reimbursed for B&P costs. Lockheed-Georgia deducted its direct
(matcrial and labor) B&P costs allocable to the C-5 aircraft program but did not
deduct overhead costs of about $500,000 that for other purposes Lockheed had con-
sidered allocable to its BgP activities. We requested the Air Force to furnish
us with its rationale for paying such costs. Upon receipt of the Air Force posi-
tion, we plan to give further consideration to this matter.

WITHDRAWAL OF FUNDS FOR RETIREMENT
CONTRIBUTIONS IN ADVANCE OF NEED

The Lockheed Aircraft Corporation has 10 separate retirement plans covering
salaried and hourly employees of all divisions and subsidiaries, including the
Lockheed-Georgia Company where most costs for the C-5 aircraft are incurred.
Eight banks and trust companies serve as trustees for the plans, and they are
authorized by Lockheed to receive, hold, and invest funds and to pay benefits.
The annual amount each division must pay to the trustees is based on actuarial
studies made by the corporate office.

Lockheed-Georgia accumulates retirement funds until the end of the year,
and the funds then are remitted to the corporate office in approximately equal
monthly installments during the first 9 months of the succeeding year. Before
1971 the corporate office paid the trustees monthly, which resulted in
Lockheed's retention of the funds for 9 or 10 months. In 1971, Lockheed's
working capital position deteriorated and the cash shortage required a deferral
of payments to the trustees. As a result the corporate office did not make
payments to the trustees on a monthly basis, Instead the payments were sporadic

3
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and in varying amounts. The average time between the receipt of funds from the

Government for retirement costs and payment to the trustees in 1971 was about
14 months.

During January, February, and March 1972, monthly installments were trans-

ferred to the corporate office. Lockheed officials advised us that the first
payment of 1971 retirement costs was made in April 1972 and that monthly payments
would continue through September 15, 1972. This payment procedure will result

in Lockheed's retention of the funds for slightly less than the 14 months ex-
perienced in 1971.

Lockheed-Georgia's estimated annual retirement-fund contribution for 1972 is

$10,907,709. About $6,200,000 of this contribution is applicable to the C-5 air-
craft program. The transfer of funds to the corporate office, and subsequently

to the trustees, will not begin until about January 1973 and will continue until

about September 1973.

The Armed Services Procurement Regulation provides that contributions to
pension and annuity plans, whether paid immediately or deferred, are allowed
costs under Government contracts.

Supplemental Agreement number 1000, dated May 31, 1971, which changed the

contract from a fixed-price-incentive contract to a cost-plus-fixed-loss con-
tract, included a provision which stated that:

"The contractor is required to submit a detailed justification to the
Administrative Contracting Officer (ACO) to support requests for with-
drawals of funds from the account. The justification is to be in the
form of a listing of direct payrolls, direct material receipts/invoices,
other direct or indirect allowable costs incurred which are reasonable
and allocable in support of the C-5 program and which must be paid in a
reasonable period of time." (Underscoring supplied.)

In order to appraise the reasonableness of Lockheed's practice in this in-

stance, we made inquiries of several aerospace firms, as well as of the Air
Force, regarding their policies with respect to retirement-fund contributions.
We found inconsistent practices in that the period between the time payments were

received by these contractors from the Government for retirement costs and the

time payments were made by them to the trustees ranged anywhere from a month to
a year or more.

It does not seem appropriate for the Government to make payments to con-

tractors for their contributions to the employees' retirement funds significantly
in advance of the time that the contractors are required to make payments to the

trustees of the retirement funds. Further it appears to us that the Department
of Defense should require consistent treatment of its contractors in this regard.

Therefore we are recommending that the Department of Defense take action to

4
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establish consistent policies that avoid making such payments significantly in
advance of need.

Copies of this report are being sent to the Director, Office of Management
and Budget; the Secretary of Defense; and the Secretary of the Air Force.

Comptroller General
of the United States

5
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APPENDIX

TOTAL AMOUNTS DEPOSITED IN AND WITHDRAWN FROM

THE SPECIAL BANK ACCOUNT

DURING THE PERIOD JUNE 16, 1971, TO MARCH 31, 1972

Special Funds ai
bank Pub:
account 91-441

athorized by
Lic Laws

92-156

BEGINNING BALANCE $200,000,000 $325,100,000O

DEPOSITS $320,481,566

WITHDRAWALS 1 9 9,7 60,5 2 1b 1 2 0,7 21,0 4 5c

Labor $ 58,972,133
Overhead 87,635,300

Material and

other

charges 171,897,166

Intercompany

transac-

tions:
Charges $16,495,209

Credits 14,973,807 1,521,402 320,026,001

BALANCE AS OF MARCH 31, 1972 $ 455.565 $ 239.479 $204.378.955

aPublic Law 92-204 appropriated $321.5 million which is $3.6 million less than

authorized.

bInitial payment from this fund was on June 16, 1971.

Clnitial payment for this fund was on December 1, 1971.
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* COMPTROLLER GENERAL OF THE UNITED STATES

e WASHI.GTO.. D.C. z05U

B-162578

To the President of the Senate and the
Speaker of the House of Representatives

This is our fifth report on the audit of payments from the special bank

account to the Lockheed Aircraft Corporation for the C-S aircraft program.

This report covers the quarter ended June 30, 1972.

This audit was made pursuant to section 504 of Public Laws 91-441 and

92-156, the Armed Forces appropriation authorities for fiscal years 1971 and

1972, respectively. Public Law 91-441 authorized $200 million interim fund-

ing for the C-S aircraft program, and Public Law 92-156 authorized

$325.1 million for the program.

Both laws provide that (1) the payments be made through a special bank

account, (2) the funds be expended only for the reasonable and allocable di-

rect and indirect costs incurred by Lockheed on the C-S aircraft program,

and (3) the funds not be used to reimburse Lockheed for intercompany profits,

bid and proposal (B&P) costs, independent research and developments costs,

similar unsponsored technical effort costs, and depreciation and amortiza-

tion costs. These laws require the General Accounting Office to audit pay-

ments from the special bank account and to submit a report to the Congress

not more than 30 days after the close of each quarter.

Since June 16, 1971, the Department of the Air Force has paid Lockheed

$386,215,942 from the special bank account. (See appendix for the cumula-

tive expenditures through June 30, 1972.) The amounts deposited in and

withdrawn from the special bank account during the quarter ended June 30,

1972, were as follows:

Special Funds authorized by
bank Public Laws

account 91-441 92-156

Beginning balance $ 455,565 $239,479 $204,378,955

Deposits 66,274,989

Withdrawals 66,274,989
Labor $15,083,767
Overhead 21,832,022
Material and

other charges 27,699,609
Intercompany

transactions:
Charges $1,598,289
Credits 23,746 1,574,543 66,189,941

Balance as of June 30, 1972 $ 5063 $239, 479 $138.103,966
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SCOPE OF AUDIT

Our review was made at the Lockheed-Georgia Company, Marietta, Ga. In
our review of overhead costs, we examined into the reasonableness of pro-
visional overhead rates and costs eliminated to comply with Public Laws
91-441 and 92-156. Our audit of labor costs included tests to determine
whether those costs appeared reasonable and allocable to the C-5 aircraft
program. To determine the accuracy and propriety of material and other
costs, we traced selected charges on the reimbursement vouchers to such
documents as purchase orders, vendors' invoices, receiving reports, and
work orders. We verified that no intercompany profit was paid from the spe-
cial bank account. Additionally we reviewed the Defense Contract Audit
Agency audit of payments from the special bank account for labor, overhead,
material, and other costs.

CONCLUSION

Our review revealed no payments from the special bank account to
Lockheed-Georgia during the quarter ended June 30, 1972, that were contrary
to Public Laws 91L441 and 92-156. However, two matters presented in our
fourth report which could affect future payment practices have not been re-
solved. These matters, discussed below, will be given further consideration
in future reporting periods.

FURTHER STUDY NEEDED OF BID
AND PROPOSAL OVERHEAD COSTS

As indicated earlier, Public Laws 91-441 and 92-156 provide that
Lockheed-Georgia not be reimbursed for B&P costs. In our prior report we
stated that Lockheed-Georgia deducted its direct (material and labor) B&P
costs allocable to the C-5 aircraft program but did not deduct applicable
overhead costs of about $500,000 that for other purposes Lockheed had con-
sidered allocable to its B&P activities. We requested the Air Force to
furnish us with its rationale for paying such costs.

We have received comments from the Air Force and Lockheed on this matter
and are presently considering them in deciding whether these costs should be
allowed for reimbursement under the acts.

WITHDRAWAL OF FUNDS FOR RETIREMENT
CONTRIBUTIONS IN ADVANCE OF NEED

Our prior report showed that in 1971 Lockheed received payments from
the Government for contribution to employees' retirement funds and held
them an average of about 14 months before making payments to retirement fund
trustees.
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Our inquiry of several other aerospace firms, as well as the Air Force,
disclosed inconsistencies in the length of time between payments by the
Government to contractors for such contributions and the subsequent pay-
ments by contractors to trustees of the retirement funds. These time pe-
riods ranged from a month to a year or more.

It did not seem appropriate for the Government to make payments to con-
tractors for their contributions to employees' retirement funds significantly
in advance of the time that the contractors are required to make payments to
the trustees of retirement funds. Further, it appeared to us that the De-
partment of Defense should require consistent treatment of its contractors
in this regard. We therefore recommended that the Department of Defense take
action to establish consistent policies that avoid making such payments sig-
nificantly in advance of need.

At the time our review work for this quarterly report was completed,
the Department of Defense had not advised what action it might take con-
cerning our recommendation.

Copies of this report are being sent to the Director, Office of Manage-
ment and Budget; the Secretary of Defense; and the Secretary of the Air
Force.

Comptroller General
of the United States

3

95-328 0 - 73 -pt. 6 - 8
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APPENDIX

TOTAL AMOUNTS DEPOSITED IN AND WITHDRAWN FROM

THE SPECIAL BANK ACCOUNT

DURING THE PERIOD JUNE 16, 1971, 70 JUNE 30. 1972

Special Funds authorized by
bank Public Laws

account 91-441 92-156
BEGINNING BALANCE 5200,000,000 S325,100,000a

DEPOSITS S386,756,555

WInTHiD.VALS 
1 99, 7 6 0 ,5 2 1 b 1 8 6 ,9 9 6 ,0 3 4 cLabor 5 74,055,900

Overhead 109,467.322
Material and

other charges 199,596,775
Intercompany

transactions:
Charges S18,093,498
Credit, 14,997,553 3,095,945 386,215,942

BALANCE AS OF JUNE 30, 1972 S 540,613 5 29 479 5138 103,96

aPublic Law 92-204 appropriated 5321.5 million which is $3.6 million less thanauthorized.

Initial payment from this fund was made June 16, 1971.

CInitial payment from this fund was made on December 1, 1971.
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COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON. D.C. 50US

B-162578

To the President of the Senate and the
Speaker of the House of Representatives

This is our sixth report on the audit of payments from the special bank
account to the Lockheed Aircraft Corporation for the C-5 aircraft program.
This report covers the quarter ended September 30, 1972.

This audit was made pursuant to section 504 of Public Laws 91-441 and
92-156, the Armed Forces appropriation authorities for fiscal years 1971 and
1972, respectively. Public Law 91-441 authorized $200 million interim fund-
ing for the C-5 aircraft program, and Public Law 92-156 authorized $325.1 mil-
lion for the program.

Both laws provide that (1) the payments be made through a special bank
account, (2) the funds be expended only for the reasonable and allocable
direct and indirect costs incurred by Lockheed on the C-5 aircraft program,
and (3) the funds not be used to reimburse Lockheed for intercompany profits,
bid and proposal (B&P) costs, independent research and development costs,
similar unsponsored technical effort costs, and depreciation and amortization
costs. These laws require the General Accounting Office to audit payments
from the special bank account and to submit a report to the Congress not more
than 30 days after the close of each quarter.

Since June 16, 1971, the Department of the Air Force has paid Lockheed
$440,008,750 from the special bank account. (See appendix for the cumulative
expenditures through September 30, 1972.) The amounts deposited in and with-
drawn from the special bank account during the quarter ended September 30,
1972, were as follows:

Special Funds authorized by
bank Public Laws

account 91-441 92-156

Beginning balance $ 540,613 $239,479 $138,103,966
Deposits 53,964,239
Withdrawals 53,964,239a

Labor $13,155,092
Overhead 17,561,103
Material and other charges 22,095,349
Intercompany

transactions:
Charges $1,029,863
Credits 48,599 981,264 53,792,808

Balance as of September 30, 1972 $312.044 $239.479 $ 84.139.727

aIncludes one payment of $3,652,239 paid from incorrect funds on September 27,
1972, but corrected on October 4, 1972.
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SCOPE OF AUDIT

Our audit was made at the Lockheed-Georgia Company, Marietta, Georgia;
Lockheed-California Company, Burbank, California; Lockheed Aircraft Service
Company, Ontario, California; and Lockheed Electronics Company, Plainfield,
New Jersey.

Our audit of labor costs included tests to determine whether these costs
appeared reasonable and allocable to the C-5 aircraft program. In our review
of overhead costs, we examined into the reasonableness of provisional overhead
rates and costs eliminated to comply with Public Laws 91-441 and 92-156.

To determine the accuracy and propriety of material and other costs,
we traced selected charges on the reimbursement vouchers to such documents
as purchase orders, vendors' invoices, receiving reports, and work orders.
We verified that no intercompany profit was paid from the special bank
account.

We reviewed the Defense Contract Audit Agency audit of payments from the
special bank account for labor, overhead, and material and other charges.

CONCLUSION

Our review revealed no payments from the special bank account to Lockheed-
Georgia during the quarter ended September 30, 1972, that were contrary to
Public Laws 91-441 and 92-156. However, two matters included in our fourth
and fifth reports as unresolved issues which could affect future payment prac-
tices still have not been resolved. When these matters, which are discussed
below, are resolved, we will show their disposition in our report.

FURTHER STUDY NEEDED OF BID
AND PROPOSAL OVERHEAD COSTS

As indicated earlier, Public Laws 91-441 and 92-156 provide that Lockheed-
Georgia not be reimbursed for B&P costs. In prior reports, we stated that
Lockheed-Georgia deducted its direct (material and labor) B&P costs allocable
to the C-5 aircraft program but did not deduct applicable overhead costs of
about $500,000 that Lockheed had considered allocable for other purposes to
its B&P activities. We have received comments from Lockheed and the Air Force
on this matter and are presently considering whether these costs should be al-
lowed for reimbursement under the acts.

WITHDRAWAL OF FUNDS FOR RETIREMENT
CONTRIBUTIONS IN ADVANCE OF NEED

Our prior reports showed that in 1971 Lockheed received payments from the
Government for contribution to employees' retirement funds and held them an
average of about 14 months before making payments to retirement fund trustees.

2
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Our inquiry of several other aerospace firms, as well as the Air Force,
disclosed inconsistencies in the length of time between payments by the
Government to contractors for such contributions and the subsequent payments
by contractors to trustees of the retirement funds.

As a result, we recommended that the Department of Defense take action
to establish consistent policies that avoid making such payments signifi-
cantly in advance of need. The Department of Defense has not advised what
action it might take concerning our recommendation.

Copies of this report are being sent to the Director, Office of Manage-
ment and Budget; the Secretary of Defense; and the Secretary of the Air Force.

Comptroller General
of the United States

3
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APPENDIX I

TOTAL AMOUNTS DEPOSITED IN AND WITHDRAWN FROI

THE SPECIAL BANK ACCOUNT

FROM JUNE 16, 1971, TO SEPTEMBER 30, 1972

Special Funds authorized by
bank Public Laws (note a)_

account 91-l41 92-156

BEGINNING BALANCE $200,000,000 $325,100,000b

DEPOSITS $440,720,794

WITHDRAWALS 
1 9 9 ,7 6 0 ,5 2 1 c 2 4 0 ,9 6 0 ,2 7 3 d

Labor $ 87,210,992
Overhead 127,028,425
Material and

other charges 221,692,124
Intercompany

transactions:
Charges $19,123,361
Credits 15.046.152 4.077.209 440,008.750

BALANCE AS OF
SEPTEMBER 30,
1972 $ 712 043 $.239.479 $ B4.139 727

aOn September 26, 1972, Public Law 92-436 authorized $107,600 for fiscal year 1973.
However, as of September 30, 1972, the appropriation bill had not been signed by
the President.

bPublic Law 92-204 appropriated $321.5 million, which is $3.6 million less than
authorized.

cInitial payment from this fund wns made on June 16, 1971.

dInitial payment from this fund was made on December 1, 1971. This amount also
includes one payment of $3,652,239 paid from incorrect funds on September 27,
1972, but corrected on October 4, 1972.
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LOCKHEED'S USE OF MANPOWER

Chairman PROXMIRE. I would like to ask you some questions
about the audit reports. First, the second audit report stated GAO
was giving increased attention to the reasonableness of labor
charges, and the third report had quite a bit more to say about
Lockheed's use of manpower. You will recall in that report a work-
sampling study of the labor force found that almost 15 percent of
the production assembly employees were either idle when observed
or absent from their work stations. You reported that Lockhead of-
ficials stated your study was representative of performance stand-
ards in the C-5A aircraft assembly area and that they expressed
concern about your findings. Can you discuss this matter and tell us
whether the problems have been improved or solved?

Mr. GUTMANN. Yes.
With respect to the corrective actions that have been implemented

by Lockheed on that subject, we have visited the plant, we have ob-
served their corrective actions in process. They have established con-
trols over the activities of their work force, they have, for example,
guards stationed at locations where there had previously been people
congesting and contributing to idle time.

Chairman PROXMIRE. Can you give us an estimate, you made a
specific estimate at that time, 15 percent of the work force idle;
what is it now, 10 percent, 5 percent?

Mr. GUTTMANN. We have not made a new study, Mr. Chairman.
Chairman PROXMIRE. Is it less or more?
Mr. GUTMANN. We would suggest it is less but we really have

no basis to say that other than the actions being taken by manage-
ment to improve the situation. We have not made another analysis.

Chairman PROXMIRE. It is not pretty late in the game for this?
This contract is pretty old now.

Mr. GUTMANN. Yes, it is. The contract is almost completed.
Chairman PROXMIRE. Are you able to estimate the effects on costs

that absenteeism or idleness have caused on the C-5A?
Mr. GUrTMANN. No, sir, because our sample was just that. It was a

very small photograph, if you will, of a certain part of the assembly
of the aircraft, and it was not possible really, for us to project from
that to the entire aircraft program.

Chairman PROXMIRE. But as I said in my initial question on this,
Lockheed officials shared your views and said this was representative
of the performance standards in the C-5A assembly area?

Mr. GUTMANN. But we did not make an estimate.
Chairman PROXMIRE. Certainly, if Lockheed agreed with you we

would say that was probably very likely, would you not?
Mr. GUTMANN. Yes, I think so. If Lockheed thought that 15 per-

cent was true throughout the plant why-
Chairman PROXMIRE. In that case can you make an estimate of

what this would mean in terms of cost?
Mr. GUTMANN. We would try, sir, yes, we do not have that with

us today; we will try to supply it for the record.
[The following information was subsequently supplied for the

record:]
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The work sampling study we conducted showed us the conditions as they ex-
isted at that time and did not provide a basis for projecting or estimating
what the conditions would be at any other time. Since our study showed only
what conditions were in the assembly area, not plant-wide, we do not have in-
formation to estimate the total cost of idle and unobserved time.

BID AND PROPOSAL COSTS

Chairman PROXMIRE. The fourth report noted two new problems.
First, the law that created the bail out fund prohibited reimburse-
ment to Lockheed-Georgia for bid and proposal (B. & P.) costs.
Yet, you found a payment of about $500,000 by the Air Force to
Lockheed-Georgia for B. & P. How can you explain that? What has
been done since you made your report about that?

Mr. GUTMANN. We do not have the current information as to
what the Air Force has decided to do about that B. & P. The way it
occurs, of course, is by Lockheed including the amounts in their
costs and the auditors not taking it out.

Chairman PROXMIRE. In your current report you say it still has
not been resolved?

Mr. GUTMANN. That is right.

WITHHOLDING OF RETIREMENT REIMBURSEMENTS

Chairman PROXMIRE. The other matter uncovered in the fourth re-
port strikes me as highly significant. You found that Lockheed has
been waiting an average of 14 months after receiving Government
reimbursement for retirement costs before actually transferring this
money to the trustees for the retirement funds. Lockheed-Georgia's
retirement fund contribution was nearly $11 million for 1972, about
$6.2 million of which is applicable to the C-5A. Can you comment
further on this situation?

Mr. GUTMANN. Yes, sir. The Department of Defense has agreed
that the 14 months is an unreasonable length of time. They have not
yet decided just how to correct that situation. The prevailing opin-
ion in the Department is that 90 days would be reasonable.

Chairman PROXMIRE. My heavens, this is more than a year, the
Government gives them money for the retirement fund, and they
hold on to it, they do not put it in the retirement fund?

Mr. GUTMANN. That is correct.
Chairman PROXMIRE. For more than a year.
Mr. GTTMANN. And that is why we reported it as an undesirable

situation.
Chairman PROXMIRE. Can you not have a regulation requiring

that it be promptly put in, at least 30 days or 2 weeks, for that mat-
ter, and certainly not 14 months? This is really outrageous.

Mr. GUTrMANN. The Department of Defense is presently working
on such a regulation that would limit it to a maximum of 90 days
period of time before payments are made into the retirement fund.

Chairman PROXMIRE. Could the Government send the money di-
rectly to the trustees of the fund instead of the corporation?

Mr. GUTMANN. I suppose they could. I had not really considered
that as a possibility. I am not sure whether the Department or the
contractor has.
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Chairman PROXMIRE. At any rate, Lockheed by holding onto the
money gets an interest-free loan in effect for more than a year, at
the Government's expense and at the expense of the workers retire-
ment fund, is that right?

Mr. STAATS. That is the reason we criticized it, Mr. Chairman, ex-
actly.

Chairman PROXMIRE. Right. You indicated in your report you
checked several aerospace firms to see how they handle retirement
cost payments. Can you tell us which other firms hold on to these
funds for a month or more and how much money is involved?

Mr. GUTMANN. We do not have the specifics but we did check
with some of them and we found they were ranging anywhere from
9 months to as high as 18 months but I do not have the names.

Chairman PROXMIRE. Will you get the names and provide them
for the subcommittee?

Mr. GUTMANN. Yes, sir.
[The following information was subsequently supplied for the rec-

ord:]
We obtained information from the following firms:
Boeing Company-pays the funds to the trustees as needed or prior to filing

its income tax return.
Gruman Corp.-pays the funds to the trustees every ninety days.
McDonnell Douglas Corp.-pays the funds to the trustees monthly.
North American Rockwell Corp-pays the funds to the trustees prior to

filing its income tax return.
The Air Force provided the following information:
Aerojet General Corp.-pays the funds to the trustees prior to filing its in-

come tax return.
General Dynamics Corp.-pays the funds to the trustees prior to filing its in-

come tax return.
General Motors Corp-pays the funds to the trustees monthly.
The above procedures in some cases resulted in contractors retaining pension

funds in excess of 18 months.
Chairman PROXMIRE. This seems to be just outrageous.
Mr. STAATS. This is an undesirable practice.
Chairman PROXMIRE. I am glad you state that because I can see

no merit in the use of these millions and millions of dollars of these
funds made for the specific purpose of meeting a retirement fund
obligation, and it is obviously an abuse of the taxpayer, on the one
hand, and the retirement fund, on the other.

Mr. STAATS. Yes, we agree, Mr. Chairman, and that is one of the
reasons we highlighted it here in this report.

Chairman PROXMIRE. -Mr. Blackburn.
Representative BLACKBURN. I would like to take 10 minutes of si-

lence, I think I would enjoy them. [Laughter.]
I have no further questions.

TOTAL PACKAGE PROCUREMENT CONTRACTS

Chairman PROXMIRE. We are going to hear this afternoon from
Mr.-wait a minute, I think this is of sufficient importance so I just
ask you two quick questions: You suggest that a prime cause of
Locklheed's, Grumman's, and Litton's financial difficulties has been
the total package procurement contracts under which they have been
operating. You also point out that this kind of long-range, fixed-
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price contract has now been abandoned by the Department of De-
fense.

First, how many total package procurement contracts are still in
force, and what is the total value of those contracts?

We seem to keep hearing more and more about them.
Mr. STAATS. If it is agreeable, can we supply them for the record,

Mr. Chairman?
Chairman PROXMIRE. I wish you would. I would like you to sub-

mit that for the record. We cannot bail out 10 or 15 programs still
subject to these contracts.

[The following information was subsequently supplied for the
record:]

Shown below are several current acquisition programs using contract struc-
tures which incorporate features characteristic of the total package concept.
Also shown for each program is the current estimate for the total program.

Current estimate:
Total program at

September 30, 1972 1
Program: (mlllion8)

F-15- ------------------------------------------------------- $7, 802. 0
F-5E -------------------------------------------------------- 295. 2
AWACS ----------------------------------------------------- 2, 661. 3
F-14 --------------------------------------------------------- _5, 302. 5
S-3A -------------------------------------------------------- _3,151. 8
LHA -------------------------------------------------------- 1, 164. 8
DD-963 ------------------------------------------ 2 2,750. 3
AEGIS ------------------------------------------------------ _ 484.1

1 Total program estimates are not to be equated with contract prices, although they are
inclusive of contract prices or contract price estimates.

2 As of June 30, 1972, SAR.

Chairman PROXMIRE. Do You believe cost overruns are really a thing
of the past and will not arise in the new milestone contracts estab-
lished by Mr. Packard?

Mr. STAATS. I do not think we could be that optimistic about it,
Mr. Chairman. If the new recommendations being circulated in the
Pentagon and those which will be reflected in the Commission on
Government Procurement's report are followed we certainly will
have much less of it in the future than we have had in the past.

Chairman PROXMIIRE. Well, I want to thank you very, very much.
This afternoon we will have Mr. Kitchen and then Mr. Durham as
our final witnesses today, at 2 o'clock.

Tomorrow morning we will hear from Gordon Rule, a Navy civil-
ian procurement director, and Dean Girardot, an official with the
Metal Trades Department, AFL-CIO, at Litton's Shipyards in Pas-
cagoula, Miss.

Fred O'Green, president of Litton has declined to appear in these
hearings at the present time, although he had earlier agreed to tes-
tify.

They will be resumed at 2 p.m.
[Whereupon, at 12:55 p.m., the subcommittee recessed, to resume

at 2 p.m. today.]

AFTERNOON SESSION

Chairman PROXMIRE. The subcommittee will come to order.
This afternoon what I would like to do is ask both Mr. Kitchen

and Mr. Durham to come together; we can have a constructive panel
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here, a discussion of the problems. They are both involved in the
same matters. And both you gentlemen, I understand, have brief
statements and I would appreciate it if you could confine the state-
ments to 10 minutes. The statements look good and concise and then
we will get in to questioning.

Mr. Kitchen, you go right ahead, sir. We appreciate very, very
much your coming.

STATEMENT OF LAWRENCE 0. KITCHEN, PRESIDENT, LOCKHEED-
GEORGIA CO.

Mr. KITCHEN. Mr. Chairman, I appreciate the opportunity to ap-
pear before your subcommittee.

My name is Lawrence 0. Kitchen, president of the Lockheed-
Georgia Co.

My remarks will be addressed to what I understand to be the pur-
pose of these hearings which have probed deeply into a variety of
defense procurement policies and practices, as related to the acquisi-
tion of major weapons systems.

Chairman PROXMIRE. Would you identify the gentleman with you
and the gentlemen who are behind you.

Mr. KITCHEN. The gentleman on my left is Mr. A. H. Lorch,
director of finance and administration at the Lockheed-Georgia Co.
The gentlemen behind me are Mr. Bill Wilson from the Lockheed
Aircraft Corp., Mr. Johnson and Mr. Ed Lightfoot.

More specifically, I trust my remarks will provide this subcommit-
tee with some insight into the causes for cost growth in major weap-
ons systems, such as the C-5. In so doing, I will respond to the in-
flammatory accusations made over a year ago by Mr. Henry
Durham.

These accusations, mostly unwarranted, have been extremely dam-
aging to the thousands of men and women of Lockheed who have
worked so hard to produce highly useful weapons systems such as the
C-5A.

Subsequent to these charges I was forced to remove a large part
of my independent auditing staff-specifically, 13 members of that
staff-from their normal tasks of monitoring operations for me and
put them full time on gathering and investigating data related to
the charges by Mr. Durham.

This investigation was massive and time consuming extending
through the months of April and May 1972. The Lockheed auditors'
efforts resulted in a 5-page summary document with 140 pages of
backup information being submitted to the GAO on May 26, 1972.
I would like to submit this summary plus the 140 pages of support-
ing data and comments and ask that they be made a part of the
record.

Chairman PROXMIRE. They will be kept available in the subcom-
mittee files, yes.

*Mr. KITCHEN. Could the summary be made a part ?
Chairman PROXMIRE. The summary will be made a part. The 140-

page document will be kept available.
[The summary referred to follows:]
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SUMMARY OF LOCKHEED'S COMMENTS ON THE STAFF STUDY PREPARED
BY THE GAO ATLANTA REGIONAL OFFICE ON TESTIMONY OF HENRY M. DURHAM
ALLEGING CERTAIN UNSATISFACTORY MANAGEMENT PRACTICES AT THE LOCK-
HEED-GEORGIA Co.

SEQUENCE OF THE LOCKHOOD COMMENTS

The 23 Exhibits in the GAO Staff Study deal with 27 allegations made by
Mr. Durham in the same order as they were presented to the Senate subcom-
mittee. As a result, like items are scattered irregularly through the GAO Staff
Study. Some allegations are repetitious, and the listing of like items as sepa-
rate charges unduly distorts the actual conditions at our plant.

In this summary we have grouped most of the allegations into basic catego-
ries as follows:

1. Allegations concerning the method of progress payments.
2. Allegations as to missing parts, unauthorized removal of parts, and

erroneous assembly records.
3. Allegations relating to valuable small parts (VSP)-costs, physical

handling, and inventory accountability.
4. Allegation concerning the Chattanooga fabrication plant-procurement

practices, control of standard tools, plant security, and inventory control
of material and parts.

Though based in part on limited facts, Mr. Durham's allegations are essen-
tially unsupportable as a general condemnation of management practices on
the C-5A Program. For this reason we take strong and specific exception to
both the stated and the implied confirmations of these allegations in the Staff
Study draft because no attempt is made to place the cited problems in perspec-
tive with respect to the program as a whole or to the overall operation of the
business. We can understand how Mr. Durham was not in a position to do this.
But the GAO was in a position to place individual specific problems into their
proper overall context. The omission of related facts and perspective is seri-
ously misleading.

In this regard, Lockheed's investigation indicates that information was
available which would have refuted many of the broad generalized allegations
of Mr. Durham. In some cases specific information was submitted to the GAO
auditors in explanation and clarification of systems and controls, but this was
not reflected in the Staff Study. Also, the Staff Study makes little effort to
point out where the problems were minor or had only limited impact on the
C-5A Program. Finally, the Staff Study gives inadequate recognition to the
fact that effective corrective actions had been taken, and that most such ac-
tions had been initiated prior to the time Mr. Durham began to call out condi-
tions which he believed represented problems.

Our specific comments regarding the groupings follow.

PROGRESS PAYMENTS

The GAO Staff Study does not specifically deal with Mr. Durham's allega-
tions. Rather, it uses Mr. Durham's allegations as a springboard for additional
erroneous allegations that indicate a lack of knowledge of applicable contract
terms and conditions. The facts are that the progress payments were made
in accordance with the provisions of the contract clause and applicable regu-
lations and after due deliberation by the Air Force and Department of Defense.

More specifically:
1. The statement of GAO Staff Study confirming that "Lockheed did

have significant financial incentive to move aircraft on schedule-in
terms of avoiding up to $11 million in liquidated damages and receiving
over $75 million in additional payments representing reimbursements of
costs incurred for achieving certain schedule milestones," is erroneous as
to the liquidated damages and misleading as to the additional payments.

2. The statement in the GAO Staff Study that "Lockheed did receive ex-
cess progress payments of about $400 million due to understating the
value of the work completed, and overstating the value of work in proc-
ess," is simply not correct.

3. The statement in the GAO Staff Study that "In fact the Air Force
made an additional $705 million available for progress payments to Lock-
heed" is true. But it is stated in such a manner as to imply that these
payments were improper. In fact, Lockheed was fully entitled to these
payments.
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MISSING PARTS

On this general subject there are three major areas that stand out in the
various allegations made by Mr. Durham-missing parts, parts improperly re-
moved without authorization, and erroneous assembly records. Allegations re-
lating to these three areas are called out and discussed at length in the first
section of Exhibit 1 of the GAO Staff Study. Allegations relating to one or
more of these areas are again called out in the second section of Exhibit 1
and in nine additional Exhibits as well. The extent of the problem of missing
parts is distorted because Mr. Durham makes several references to this broad
subject in different parts of his testimony and the GAO Staff Study basically
treats each of the references as a separate item.

To support his allegations, Mlr. Durham relies in many cases on his own In-
terdepartmental Communications (IDCs) written to his management. Sources
of the data for many of his IDCs were entries made to unverified lists of
parts requested by shop personnel rather than the official aircraft assembly
records. His data did reflect some individual situations at specific times in his
areas of work, but they did not provide a sound basis to evaluate the overall
situation involving the aircraft or the program in general. This fact was
pointed out to Mr. Durham by both his co-workers and his management. The
fact that, upon request, copies of these IDCs were provided to the GAO does
not make his statements valid.

Mr. Durham's allegations dealing with so-called missing parts, unauthorized
removal of parts, and inaccuracy of assembly records generally misrepresent
the actual conditions at Lockheed-Georgia. While there were problems of these
types at the start of the program, at no time were thousands of parts unac-
counted for. The audit reports referenced in the GAO Staff Study contained
information which shows that the actual quantity of parts involved was quite
small, but this fact was not mentioned in the Staff Study. Nevertheless, Lock-
heed management was vitally interested in making sure that all parts were in-
stalled when and where they should be, that no parts were removed without
proper authorization, and that the assembly records were accurate. Lockheed
management was aware of these problems prior to their reporting by Mr. Dur-
ham and was taking action to resolve these problems. We continued to take
action until they were satisfactorily resolved.

The extent of the problem concerning accuracy of the assembly records is
overstated. Inaccurate entries to such records were generally the result of
human error caused by misinterpretations or deviations from established proce-
dures. Management took several steps to improve accuracy of the records. The
basic reliability of these records was confirmed recently by a team of knowl-
edgeable Quality Assurance personnel who were able to verify the complete
traceability of parts installations, removals, and reinstallations through the as-
sembly and airplane condition records for selected ships 0009. 0013. and 0016.

Despite the fact that Mr. Durham utilized unverified data which (1) misrep-
resent actual aircrcaft conditions and (2) overstate the number of parts not in-
stalled and the extent of unauthorized removal of parts, the GAO Staff Study
says its review confirmed that his testimony and comments were substantially
correct. This is a misleading oversimplification that fails to place all pertinent
facts available to the GAO in a proper perspective.

VALUABLE SMALL PARTS (VSP)

Mr. Durham makes several allegations regarding VSP costs, physical han-
dling, and inventory accountability. His allegations regarding VSP costs are
based on earlier cost projections which in actuality have been substantially re-
duced-due primarily, as a matter of fact, to management's continued atten-
tion to this matter.

As for physical handling, at the beginning of the program we did encounter
problems. These have been resolved satisfactorily by improved methods, train-
ing of employees, and effective salvage programs.

Contrary to Mr. Durham's allegation, Lockheed began early in the C-5A
Program to exercise inventory accountability controls over VSP. Management
immediately took steps to resolve these problems that arose and has continued
to improve the controls as appropriate.

Because of improvements in physical handling and inventory controls of
VSP, the total cost will be substantialy less than indicated by Mr. Durham.



1739

Had the GAO auditors given recognition to all of the pertinent facts relating
to this matter, there would have been no valid basis for their confirmation
that Mr. Durham's testimony was substantially correct.

CHATTANOOGA FABRICATION PLANT

Mr. Durham makes a number of allegations regarding Chattanooga Fabrica-
tion Plant activities concerning procurement practices; control of standard
tools; plant security; and inventory control of material, parts and miscella-
neous small parts.

Actually, Mr. Durham's allegations fail to recognize or to objectively evalu-
ate the controls provided over operations by both Chattanooga and Marietta
management. The fact that Chattanooga was not only a relatively small opera-
tion but involved several functions about which Mr. Durham had only limited
knowledge may have contributed to his misrepresentations.

The GAO Staff Study generally says that the Durham testimony and evidence
are substantially accurate and valid. This confirmation of his broad general-
ized statements and distortions is misleading and subject to widespread misin-
terpretation. In some cases the testimony contains implications of irregulari-
ties in procurement, of complete lack of control of material and standard tools,
and of lack of management knowledge of conditions. These charges in many
cases are his personal opinions based on incomplete knowledge of control sys-
tems or total operations. The statement of confirmation in the GAO Staff
Study in actuality is gravely misleading because it lends credence to the entire
allegation-implications of irregularities, complete absence of controls, etc.-
which essentially is not true.

With respect to procurement practices, Chattanooga had only a limited pro-
curement function. It was authorized basically to purchase nonproductive,
usage and maintenance materials. along with some production items.

All standard tools, except for expendable items such as cutters, drill bits, rea-
mers, etc., were charged out to employees for accountability. And by procedure,
employees were required at the time of termination to pay for tools not
returned. In view of the high cost of accounting for expendable tools, the type
and use of the tools, and the forecasted decline in employment at the plant, in
1970 management reviewed the control of such items and decided that to spe-
cifically account for these tools would not be economical.

Plant security procedures and practices were adequate for an operation of
this type. The industrial area was fenced in, with a separate fenced in area for
parking by employees. Employees were issued and required to wear badges and
entrance to and exit from the plant were controlled. In addition, Plant Pro-
tection personnel from Marietta made periodic visits to Chattanooga and
made appropriate investigations when problems developed.

As for inventory control of material, both 'Mr. Durham and the GAO Staff
Study fail to recognize the overall control systems applied to the Chattanooga
operations. Materials for the fabrication of airplane parts were basically con-
trolled and supplied from Marietta. and the materials for the various AGE
jobs were controlled and ordered on the basis of individual job requirements.

Mr. KITCHEN. On November 22 1972 the GAO submitted its re-
port on the Durham charges after a comprehensive review from
June to October 1972 of data and comments submitted by Lockheed
on May 26 1972 and by the Air Force on July 13 1972, plus docu-
mentation made available to the GAO auditors by Lockheed. This
report was made available to Lockheed by your subcommittee on De-
cember 4 of this year.

GAO FIN'DINGS

In our opinion this GAO report essentially substantiates our con-
tention that there is little foundation to the charges made by Mr.
Durham-and most specifically there is no foundation for his irre-
sponsible and inflammatory charges of disastrously rotten manage-
ment and the waste of untold millions of dollars. For example:

The GAO did not support the charge of subterfuge.
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The GAO did not support the charge that parts had been unneces-
sarily procured.

The GAO did not support the charge of ineffective control of kits
and parts in the field.

The GAO did not support the charge that layoffs and subsequent
rehiring at Chattanooga could have been avoided.

The GAO did not find evidence to indicate improper movement of
production airplanes in order to collect payments.

The GAO did not present any data to indicate that Lockheed
management willfully concealed flaws in the C-5A during produc-
tion.

The GAO did not support the charge of collusion between Lock-
heed and the Air Force.

The GAO did not support the charge that management was una-
ware of problems or that management failed to take corrective
actions.

On the other hand:
The GAO report does support Lockheed's position that has been

repeatedly stated.
The GAO agrees there was not a $30 million cost overrrun for ti-

tanium fasteners as alleged by Mr. Durham. Instead there was a
cost increase of approximately $7 million because of engineering
changes and new requirements for test articles not contemplated in
the original estimate.

The GAO agrees that the practice of not providing detailed in-
ventory controls over small and inexpensive tools is both pratical
and consistent with industry practice.

The GAO agrees that Lockheed internal audit reports were an
effective management tool, contrary to Mr. Durham's charge that
they were ineffective.

The GAO agrees that Lockheed management was aware of prob-
lems encountered during the early period of performance under the
C-5 aircraft contract.

The GAO agrees that Lockheed management did intitiate correc-
tive actions as evidenced by audit reports and minutes of manage-
ment meetings before Mr. Durham's charges were published.

LOCKHEED TOOK CORRECTIVE ACTIONS

It is true there were instances where aircraft assembly records did
not accurately reflect the physical condition of the aircraft but man-
agement took corrective actions, and final records did reflect the true
physical condition of the aircraft prior to delivery.

It also is true there were instances of parts being removed from
aircraft without authorization but that such removals were made by
individuals without the authority or approval of the management
who continually tightened controls to minimize recurrence.

It is true that some parts were scrapped as a result of erroneous
disposition instructions by individuals but management did initiate
corrective actions and controls that would limit such errors and pro-
vide for a check and balance review of all scrap to avoid if at all
possible mistakes made by such individuals.



1741

There were problems related to control of titanium fasteners but
management was aware of the problems in 1968 and initiated correc-
tive actions to indoctrinate large numbers of new assembly workers,
provide more restrictive controls of receipts and disbursements, and
to salvage erroneously discarded titanium fasteners.

In general the GAO did determine that several other aerospace
firms contacted experienced similar problems and conditions such as
out-of-sequence work and missing parts on new aircraft programs. As
with other aerospace firms, the GAO determined in Lockheed's case
that management was aware of the problems and had directed man-
agement emphasis to correcting the problems.

I believe the November 22, 1972 GAO report is a balanced review
of the Durham charges. However, it is regrettable that Mr. Durham
made unfounded, exaggerated, erroneous and irresponsible generali-
zations, such as-"aircraft to be completely out of control;" "illegal
removals were rampant;" "practices covered up the true amount of
butchery * * * ;" "there was deliberate subterfuge on the part of the
Company and, I believe, the Air Force also;" "complete lack of in-
tegrity on Lockheed's part, the management * * * "gross negli-
gence, waste and mismanagement."

Mr. Durham even went so far as to urge publicly and repeatedly
that no Government contracts be awarded Lockheed until it purged
its management.

The subsequent reports of his charges resulted in immeasurable
damage to the Lockheed organization and its thousands of people.

CAUSES OF COST PROBLEMS

It is my conclusion that the procurement and cost problems in our
industry today result from far broader and deeper rooted problems
than those referred to by Mr. Durham.

In this regard the DOD, Congress and industry have made many
statements to the effect that the Total Package Procurement contract
as implemented was an unworkable concept for a major weapons
system and was at the root of the problems that developed on the
C-5 program. This was not known by either the Air Force or the
contractor until it was too late to correct the problems that were
generated during the early phases of the C-5 program. In fact, as
interpreted and enforced by the Government, the original C-5A
contract was impossible to perform.

I contend that among the root causes of cost growth for major
weapons systems is any procurement process that does not permit
meaningful milestone attainment prior to full commitment or-if
total commitment is involved, as was the C-5A total package pro-
curement, the process does not permit rational cost tradeoffs to mini-
mize the effect of technology unknowns, nonavailability of resources,
economic escalation, or ambiguous contractual language.

PROGRESS OF C-5 PROGRAM

Despite the agony, frustrations, and heartache felt by the Govern-
ment and the contractor, and I might add the Congress, the C-5A
program has progressed well as we overcame the initial and correct-

95-328 0 - 73 -pt. 6 -9
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able problems attributable to the cause and effect of total package
procurement. The C-5A is doing the basic job it was developed to
do in support of this Nation's military strategy.

The airplane is operating daily with a payload of 175,000 pounds,
and during the North Vietnam spring offensive, the C-5 frequently
carried close to 200,000 pounds payload. In May, the C-5 trans-
ported M-41 tanks to Vietnam and the rapid offload capabilities al-
lowed recorded ground times of about 30 minutes at Da Nang.

I think it appropriate to quote two military commanders regard-
ing the C-5:

Gen. Jack J. Catton, former Commander, Military Airlift
Command:

Too often the negative aspects of the aircraft's performance are stressed. I
think this is because one of the least understood facts of the C-5 is that it
was purchased under a concurrent testing and production concept. Many of the
alleged deficiencies of the C-5 are a result of operational aircraft being deliv-
ered while development testing was still in progress * * * the C-5 will fulfill
the strategic airlift mission for which it was designed * * * that is the rapid
deployment of outsized Army equipment and the troops necessary to operate
that equipment. Our flexible response strategy would not be practical if it
were necessary to station large garrisons of American fighting forces all over
the world. Strategic airlift can give us the means to find the best mix of over-
seas garrisons-prepositioning-and mobility, enabling us to reduce our over-
seas forces to a level we can better support-and still meet our commitments ***
so, you can see-and, even more important, a potential adversary can see
-how we are able to exploit the speed and reliability of airlift to reduce the
national investment in defense-and still strike faster-hit harder-and keep
the peace through balanced deterrence. We couldn't do this without the C-5.
That makes it quite a machine.

Adm. John S. McCain, Jr., Commander in Chief, Pacific, wrote
to General Catton on August 30, 1972, and commented that the 1,312
missions by C-5's, C-141's, and other aircraft, which airlifted
15,058 passengers and 26,361 tons of cargo in a 2-month period were
highly impressive. Admiral McCain stated, "These missions proved
the feasilibity of flexible response as a cornerstone of our national
strategy." He went on to say, "Of these missions, I was particularly
pleased with the employment of the C-5 to expeditiously deliver
critical M-48 and M-41 tanks from Japan and Conus depots to
forward airfields in RVN."

Mr. Chairman, we have had our problems, which for the most
part resulted from a procurement concept that did not work. Out of
the legal dispute that surrounded the C-5 contract, we were forced
to take a negotiated fixed loss of $200 million, plus more than $50
million in additional losses resulting from various disallowances-to
my knowledge the highest loss ever suffered by any defense contrac-
tor on any defense contract, in spite of the intent and structuring of
the original C-5A contract to prevent contractor windfall profits or
catastrophic losses. Despite these problems, including the financial
ones, we have applied all of our energies to correcting those prob-
lems as well as we could, and we hold our heads high while we voice
our pride in products developed and built by the thousands of peo-
ple of the Lockheed-Georgia Co. This concludes my statement, Mr.
Chairman.

Chairman PROX3IiRE. Thank you, Mr. Kitchen.
Mr. Durham.
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STATEMENT OF HENRY M. DURHAM, FORMER EMPLOYEE,
LOCKHEED-GEORGIA CO.

Mr. DURHAM. Mr. Chairman, I will introduce myself.
First of all, I want to express my appreciation for again being

asked to testify before this subcommittee. Very seldom is a person
given such a splendid opportunity to serve his country. Therefore, I
consider it a privilege and an honor to be here today.

On September 29, 1971, I testified before this subcommittee. Dur-
ing the hearing, I submitted voluminous and detailed documentary
and physical evidence on gross mismanagement, massive waste, col-
lusion and other unbelieveable malpractices on the C-5 program. As
a result, Senator Proxmire asked the General Accounting Office to
investigate the charges.

GAO STAFF STUDY

As a result of the investigation, the General Accounting Office re-
leased a report in March of this year which substantiates and corro-
borates practically every aspect of the charges.

In his opening statement at the hearing held on Monday, March
27, 1972, Chairman Proxmire said in part:

Generally speaking, the staff study corroborates nearly every aspect of Mr.
Durham's charges. All of his documents and materials were found to be
authentic, and additional evidence was discovered by the GAO in support of
what Mr. Durham said and in support of some malpractices that even Mr.
Durham was not aware of.

The GAO investigation which culminated in the GAO report re-
leased last March was an in-depth audit made by a team of experi-
enced auditors over a period of approximately 41/2 to 5 months. The
auditors delved deeply into Lockheed records, questioned many peo-
ple and witnesses, acquired pertinent documentation, verified facts
and in effect, conducted a thorough investigation.

After the investigation was completed and the report written, the
GAO people gave me the opportunity to read it. However, as in
Lockheed's case, I was not given the opportunity to suggest any
changes or comment on the report.

While the document was in my possession, I made copies and for-
warded them to Senator Proxmire and members of his staff who
subsequently, after some difficulty, obtained release of the report
from the GAO Washington office prior to the March hearings.

In my opinion, the report in its original form would still be under
wraps if copies had not been made available to Senator Proxmire.

COMPTROLLER GEN-ERAL'S REPORT

This opinion was shockingly validated when I read the Comptrol-
ler General's report concerning the charges. The report bears little
resemblance to the GAO report. Practically all of the key charges
substantiated and reported by the GAO auditors who made the in-
vestigation have been mysteriously omitted, distorted or diluted.
This is not just my opinion, but a matter of public record.

My testimony today is basically derived from making a compari-
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son of the GAO report as reflected in the official hearing records
with the Comptroller General's report.

The GAO report is contained in the official hearing record enti-
tled: The Acquisition of Weapons Systems-Part 5. Therefore, I
have included pertinent copies of the pages of the report as part of
my testimony in order to provide a ready reference and to dispel
any doubt of what the GAO auditors actually reported.

As we go through the testimony during this hearing, I ask you to
compare what the GAO auditors who made the investigation ac-
tually found and honestly reported with what appears in the Comp-
troller General's report.

According to the Comptroller General's report, Lockheed manage-
ment was aware of the problems and had initiated corrective actions
before Mr. Durham's charges were published. However, I simply
can't remember any announcements from Lockheed that they were
mismanaging the program prior to publication of my charges. In
fact, they have repeatedly and publicly denied that the charges are
true. For instance, Mr. Everett A. Hayes, Lockheed corporate direc-
tor of publicity, recently stated in an open letter to a Florida news-
paper editor:

Durham, despite his long service with Lockheed, was never in a position to
have an overview of the C-5 program. His charges are based for the most
part on meager or unrelated information and are made with no knowledge or
understanding of the overall task of putting into production a program of the
magnitude of the C-5.

His allegations dealing with so-called missing parts, unauthorized removal of
parts, and inaccuracy of assembly records categorically misrepresent conditions
at Lockheed Georgia.

Obviously, Mr. Hayes has not had an opportunity to read the
GAO report.

GAO STAFF STUDY FINDINGS

I would like to briefly comment on a few charges and GAO find-
ings which will be discussed in more detail during the hearing. The
GAO findings here are exact quotes from the GAO report or docu-
ment:

(A) Charge: Hearing record, page 1408, exhibit 1: C-5 airplanes
were moved to the flight line with thousands of parts missing al-
though Lockheed records falsely showed the parts had been in-
stalled.

GAO finding: The charge is unquestionably true and was a
significant problem.

(B) Charge: Hearing record, page 1411, exhibit 1: Improper re-
moval of parts contributed to the missing parts problems.

GAO finding:
Our review confirmed that Mr. Durham's testimony was substantially accu-

rate.

(C) Charge: Hearing record, page 1412 exhibit 1: Lockheed
moved assemblies and aircraft on a prescribed schedule, regardless
of the state of completion, to receive credit and progress payments
for being on schedule.

GAO finding:
In summary, we found that the allegation that Lockheed had received excess

progress payments, regardless of condition or schedule, to be correct. Lockheed
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did receive excess progress payments of about $400 million due to understating
the value of the work completed and overstating the value of work in process.

We also found that the Air Force was aware of the excess progress payment
situation but failed to act on it. In fact, the Air Force made an additional
$705 million available for progress payments to Lockheed.

(D) Charge: Hearing record, page 1414, exhibit 3: Overprocure-
ment and misuse of valuable small parts. The company was facing a
$30 million cost overrun on VSP due to overprocurement resulting
from failure to control parts in production areas and cribs. VSP
cost per aircraft should be approximately $560,000. However, cost
was exceeding $1 million per ship.

GAO finding:
Our review confirmed that Mr. Durham's testimony is substantially accurate.
In summary, Lockheed did project overprocurement of VSP-as Mr. Durham

testified-due to unstatisfactory inventory and production controls.

(E) Charge: Hearing record, page 1417, exhibit 7: Procurement
abuses at the Chattanooga plant. Exhorbitant prices were paid to
vendors for material when the same material was available in Lock-
heed stores for a fraction of the price paid to the vendors.

GAO finding:
We determined that Mr. Durham's testimony and evidence were substan-

tially accurate and valid. We obtained additional evidence that significant per-
centages of material and other items were procured from vendors although the
items were available at substantially less cost through the Marietta plant
stores inventory.

(F) Charge: Hearing record, page 1420, exhibit 8: Waste of tools
and equipment at the Chattanooga plant. Standard tools at Chatta-
nooga were completely out of control although many were very ex-
pensive.

GAO finding:
Our review confirmed that Mr. Durham's testimony is substantially accurate.

We obtained additional evidence that significant quantities of tools were lost
or stolen due to laxity of general plant security and the absence of specific
controls over standard tools.

(G) Charge: Hearing record, page 1421, exhibit 9: Inadequate
control over material at the Chattanooga plant. Material (raw stock,
such as extrusion, bar steel, sheet metal, aluminum stock, etc.) was
completely out of control. Extremely costly.

GAO finding:
Our review confirmed that Mr. Durham's testimony is substantially accurate

and his evidence valid. We obtained additional evidence that a substantial but
indeterminate amount of surplus and scrap raw material, finished parts, tools,
equipment and miscellaneous small parts had been accumulated as a result of
production waste, canceled Air Force orders, transfers from another Lockheed
plant to the Chattanooga plant without a foreseeable need, and ineffective
management controls.

(H) Charge: Hearing record, page 1423, exhibit 10.
Ineffective management and control over purchased parts and miscellaneous

small parts resulted in unnecessary, duplicate procurement because the avail-
ability of parts on hand was not determined or controlled.

GAO finding:
Our review confirmed that Mr. Durham's testimony is substantially accurate.

We obtained evidence that parts and material were ordered at the Chatta-
nooga plant without knowledge of their cost, quantities in inventory, and justi-
fiable need.
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(I) Charge: Hearing record, page 1423, exhibit 11: Unnecessary
procurement of miscellaneous small parts resulted at both the Chat-
tanooga and Marietta plants because the Chattanooga inventories
were overstocked and out of control.

GAO finding:
Our review confirmed that Mr. Durham's testimony is substantially accurate.

(J) Charge: Hearing record, page 1423, exhibit 15: The Lock-
heed shortage list and condition report for airplane serial 0023
showed only 30 open items when it actually had 1,084.

GAO finding:
We believe that Mr. Durham's statement concerning the open items on

airplane, serial 0023, was accurate and the report valid.

(K) Charge: Hearing record, page 1426, exhibit 16: Millions of
dollars worth of reworkable (salvageable) purchased parts were
scrapped because of erroneous disposition and mishandling.

GAO finding:
Our review has confirmed that expensive purchased and subcontracted parts,

which could have been salvaged, were erroneously discarded.

(L) Charge: Hearing record, page 1428, exhibit 20: There were
no controls over parts and the stockrooms at Chattanooga.

GAO finding:
Our review confirmed that Mr. Durham's testimony is substantially accurate.

(M) Charge: Hearing record, page 1428, exhibit 19: About 45,439
parts had to be delivered to aircraft after they arrived at the flight
line; 15,291 of these were missing parts and 5,294 were replacements
for rejected parts.

GAO finding:
We believe that this example is substantially correct and demonstrates the

magnitude of parts requirements and problems at the flight line.

GAO REPORT A WHITEWASH

This concludes my brief summary, except, Senator Proxmire, I
heard what Comptroller General Staats said this morning, and I
also heard what you said, but in all due respect and honesty I must
say that in light of the foregoing summary, which is elaborated and
commented on in the additional testimony that I am submitting for
the record, I can only conclude that the Comptroller General's re-
port presented to you today is a whitewash of the first magnitude. I
am frankly at a loss to understand this report. It not only fails to
address itself properly to all of the very serious allegations which
the Comptroller General was asked to investigate but also ignores,
obscures or reverses the findings arrived at by the General Account-
ing Office's own conscientious investigators. The evidence and docu-
mentation is available for all to see. Extracts from the GAO report
are attached to my testimony. I ask everyone in the room to give it the
attention it deserves because of the importance to all Americans.

Thank you, sir.
[Attachments to Mr. Durham's statement follow:]
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[Extracts from the staff study prepared by the GAO Atlanta regional office and the report
by the Comptroller General regarding charges of unsatisfactory management practices
in the C-5 aircraft program at Lockheed-Georgia Co.]

CHARGES PERTAINING TO CHATTANOOGA, TENN.

EXHIBIT 7 (PT. 1) : PROCUREMENT ABUSES AT THE CHATTANOOGA PLANT

Since some very important and pertinent findings were omitted in the Comp-
troller General's report, I will cover the investigation more thoroughly.

See page 24-Comptroller General's report.
As shown on page 1417 of the official hearing record, the original GAO

report stated:
"In describing procurement abuses at the Chattanooga plant, Mr. Durham

testified that: I will show examples of exorbitant prices paid to vendors for
material when the same material was available in Lockheed stores (at the
Marietta plant) for a fraction of the price paid to vendors. The practice per-
sisted despite repeated complaints on my part. Finally, a strong letter stopped
it temporarily."

The GAO stated as shown on page 1418 that:
"We determined that Mr. Durham's testimony and evidence were substan-

tially accurate and valid. We obtained additional evidence that significant per-
centages of material and other items were procured from vendors although the
items were available at substantially less cost through the Marietta plant
sotres inventory."

The GAO finding continues:
"These outside purchases were contrary to Lockheed-Georgia Company

instructions issued in April 1970, re-emphasized in March 1971, which stated
that there was no excuse for ordering material from outside sources and
spending company funds when identical assets were available in Lockheed
storerooms."

On page 25 of the Comptroller General's report, Lockheed indicates that
materials procured by Chattanooga that were available in Marietta were the
result of clerical error and were isolated cases. However, additional statements
by the GAO in the GAO report shown on page 1418 of the hearing records
show that this was not the case. The statement reads:

"Although we could not determine the total adverse effect or dollar impact
resulting from these procurement practices, we did expand the review beyond
the scope afforded by Mr. Durham's examples to establish that a pattern
existed."

"Our expanded review of purchases from several vendors, during sample
periods, showed that about nine percent of the miscellaneous parts purchased
from two vendors were available through the Marietta Procurement System at
62 percent savings and 16 percent of material items purchased from another
vendor were available at 77 percent savings. For example, vendors were paid
$1,633 versus the Marietta cost of $622 for miscellaneous small parts and $500
versus the Marietta cost of $115 for material items."

Bear in mind that these are just test samples which are indicative of the
entire system.

Lockheed's statement in the last paragraph on page 25 of the Comptroller
General's report that it ordered parts separately to facilitate matching mate-
rial and related paperwork, and that it saved money by facilitating the mate-
rial receiving process thereby affording better control over the material and
related paperwork is not true according to the GAO auditors in a finding
shown on page 1418 of the official hearing report which states:

"Considering the confused state of the material, purchased parts, and small
parts inventories and lack of controls, which are discussed in exihibits 10 and
11, it is understandable that material receipts could be controlled better by
ordering one line item on one requisition."

The GAO statement continues in the last paragraph on page 1418 of the
hearing record:

"The Chattanooga procurement supervisor told us that procurement person-
nel must not have checked the Marietta stores catalog adequately before order-
ing parts from vendors."

What the Chattanooga procurement supervisor said was that instead of
finding out whether parts were available in the Lockheed stores the company
procured parts from vendors at considerably higher costs.

The GAO statement continues:
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"He also told us that Lockheed's costs for cutting material from stores
would be so high that the vendors' price would be cheaper because the vendor
warehoused, cut, and shipped the material."

The GAO statement continues:
"We believe that this position is clearly unrealistic because it negates the

earlier Lockheed instructions; it does not consider the effect of minimum
vendor charges and does not recognize that daily delivery service was provided
routinely between the two Lockheed plants. Moreover, because of the lack of
catalogs and price lists, the official could not have made adequate cost compar-
isons. He told us that the vendors wrote in the prices on almost all orders for
material and miscellaneous small parts and that Chattanooga procurement per-
sonnel did not verify these prices."

This is an extremely significant finding and is indicative of disastrously
rotten mismanagement-the Lockheed official admitted to the GAO auditors
making the investigation, that Lockheed blindly ordered material and parts
without checking prices and let the vendors write in the prices. Furthermore,
Lockheed didn't even bother to verify the prices charged by those vendors. I
possess many examples of very exhorbitant prices charged by vendors.

Does this look like a money saving operation as Lockheed contends?

EXHIBIT 7 (PT. 2) : UNNECESSARY PROCUREMENT OF MAINTENANCE NUTS AND BOLTS

I must expand on the GAO findings since some very important and pertinent
facts were omitted in the Comptroller General's report.

See page 31- comptroller General's report as shown on page 1419 of the
official hearing records, the original GAO report said:

As an example of procurement abuses at the Chattanooga plant, Mr.
Durham testified that:

"A salesman from one company would come to the plant, look in the bins and
supply whatever he thought was needed. The problem is that he supplied far
more expensive parts than were needed and as many as he thought he could
get in the bins. For example, he sold Lockheed steel high-tensile bolts, plated
bolts, etc.. when plain old common stove bolts would do. No one in manage-
ment questioned anything and went right on paying the bill. No bids were
taken. A check showed that a regular hardware supply company could supply
parts much cheaper. A real peculiar situation developed when the same sales-
man changed companies. The bolt account went with him. This is highly irreg-
ular. Lockheed is supposed to obtain parts by bid from companies-not individ-
uals."

The GAO auditors stated further: (Page 1419)
"Our review confirmed that this charge was substantially accurate. We

determined that, for ordinary plant maintenance purposes, Lockheed purchased
the highest possible strength nuts and bolts-exceeding high aircraft specifica-
tions-at a cost of about $36,000 over a five year period from 1966 through
1970."

While this is not a great deal of money, it vividly demonstrates the caliber
of the management.

The GAO statement continues: (Page 1419)
"These purchases were made without competition. Although the salesman

apparently flimflammed both Lockheed and his employer, by establishing his
own company and proceeding to represent both companies simultaneously,
Lockheed issued each purchase order and renewed them on the basis that the
items were normally available from only one source.

"We determined that the company could have saved about $30,400 or 84.5
percent of costs by purchasing lower grade items from other vendors. As a
result of a Lockheed study of this matter in December 1970, the company
began purchasing its needs from another vendor in 1971. Lockheed also issued
this purchase order on the basis that the items were normally available from
one source."

The study was not very effective since no bidding was required. Perhaps the
vendor helped to make the study.

The GAO statement continues: (Page 1419)
"However, we determined that about 64 percent of the items included in the

study were normally stocked at the Marietta plant and that the new vendors
prices were about 33 percent higher."

This finding is very significant-the GAO auditors found and reported that a
"so-called" Lockheed management improvement resulted in another one source
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supplier with no bidding and that 64 percent of the items being purchased
from this one vendor were available in Lockheed's own stores at 33 percent less
than the price being paid the vendor.

For some reason, the Comptroller General failed to bring out these horrible
but typical examples of mismanagement.

EXHIBIT s: WASTE OF TOOLS AND EQUIPMENT AT THE CHATTANOOGA PLANT

I must also expand on this charge since very pertinent and important GAO
findings were omitted in the Comptroller General's report.

See page 26-Comptroller General's report.
As shown on page 1420 of the official hearing record, the GAO report stated:
"Mr. Durham testified that:
"Standard tools of Chattanooga were completely out of control. (Standard

tools consist of such items as drills, carbide cutters, bits, etc.) Many are very
expensive. Incredible as it seems, there was no checkout control system or any
effective controls. No one knew where anything was or who checked it out.
The tool engineer in charge of security told me that $250 to $300 a week was
being spent to replace pilfered or lost standard tools. He said this was a con-
servative figure. I found perfectly good tools rusting away in the back yard.'

'Example: Rusty drills found in an old water soaked cabinet thrown out in
the back yard. They were immersed in water and ice when I found them.
Since I had no jurisdiction over tools, I immediately pointed the condition out
to the plant manager in person. Six months later they were still there, along
with other costly equipment and material-rusting away. A control system for
tools still had not been established by May of this year (1971).'

The GAO auditors report continues:
"Our review confirmed that Mr. Durham's testimony is substantially accu-

rate. We found his evidence-a written statement by a tool engineer and
examples of rusty drill bits-are valid. We obtained additional evidence that
significant quantities of tools were lost or stolen due to the laxity of general
plant security and the absence of specific controls over standard tools.

"Although we note that the company spent a monthly average of about
$12,000 to replace standard tools from May 1970 through May 1971, we could
not determine the cost of losses as opposed to valid replacements because of
the lack of records. There were no systems to control and record the inventory
and issues of standard tools-except that there was a checkout system for
some items such as precision gauges and micrometers. Even so, 111 gauges
valued at $3,614 have been lost since 1966.

"The only estimate of losses we could obtain was in a written statement
provided to Mr. Durham by the engineer responsible for procurement and han-
dling of standard tools and plant security. He stated that:

'There was no checkout control of cutting tools to the production areas and
regularly small but expensive tools have been reported issued and lost in the
shop. It is a fair estimate that between $500 and $400 a week would be saved
using some sort of locator control issue system. Security is so loose that com-
pany equipment can be taken almost at will with the inability of the manage-
ment to know the amount of loss.'

"Plant officials and former employees told us that some of the items stolen
were an air compressor, electric motor, power saw, several paint spray guns,
socket wrenches, tires intended for C-5A ground support equipment (AGE), a
micro-wave oven, a dollar bill change machine and a 200 pound tool box."

This refutes Lockheed's statement in the Comptroller General's report that
standard tools, such as kit-type tools, power tools, and certain hand tools were
stocked in cribs, charged out to employees and accounted for. If they were
accounted for, the power saw, socket wrenches, etc., would not have been
stolen.

The air compressor weighs about 2,000 pounds, is set on four wheels and is
transported like a trailer.

The GAO statement continues: (Page 1420)
"In October 1970, the tool engineer recognized that costs of supplying stand-

ard tools and related equipment was rising. He proposed an inexpensive
system to control issues of standard tools based primarily on use of numbered
tags to identify the workers charged. In July 1971 (nine months later) the
tool engineer again stressed the need for a complete inventory of standard
tools as an essential task to identify and remove obsolete tools.
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"We determined in January 1972 that there were no systems to control and
record the inventory and issues of standard tools nor were there any records
of losses."

The GAO report continues: (Page 1421)
"We believe that as a result of the lack of inventory and issue controls

obsolete and excess standard tools were generated. An Air Force report of
August 1971 showed that tools on hand were excess to reasonable requiremets
and that a large quantity of tools from another Lockheed company had been
put in stock but some had not been used. The tool engineer told us that as a
result of the Air Force review, about two tons of standard tools were
scrapped."

In view of these facts uncovered and reported by GAO auditors who made
the investigation, the statement in the first paragraph on page 26 in the Comp-
troller General's report that it is generally impractical to provide a detailed
inventory control system for items that are small and inexpensive doesn't hold
water since the tools in question are obviously expensive as substantiated by
the GAO auditors. Both the GAO and the Air Force revealed that excess tools
were on hand to reasonable requirements.

The fact that large quantities of unneeded tools from another Lockheed com-
pany had been sent to Chattanooga is further evidence that the right hand
didn't know what the left hand was doing. Proper management techniques
would have provided a check system to identify tool requirements at Chatta-
nooga and proper disposition for the balance. Could anyone say that the accu-
mulation of two tons of tools which had to be scrapped is good management?
Also, why did they wait for the Air Force to identify the problem?

In view of these awful practices reported by the GAO it is astonishing to
learn from the Comptroller General's report on page 26, that procedures used
by Lockheed to handle small tools at Chattanooga were consistant with the
practices at two other aerospace firms. Is this an endorsement of the bone-
headed malpractices reported by the GAO auditors in the official hearing rec-
ords? Perhaps this explains, at least in part, the spiraling overruns reported
on other military contracts.

EXHIBIT 9: INADEQUATE CONTROL OVER MATERIAL AT THE CHATTANOOGA PLANT

Again, the Comptroller General's report has omitted very important and per-
tinent findings reported by the GAO. For some reason, the Comptroller General
divided exhibit 9 into two separate sections in his report entitled Lack of
Inventory Control over Raw Materials and Mishandling Material.

As shown on page 1421 of the official hearing record the GAO auditors who
made the investigation stated:

"In describing the lack of control over material, Mr. Durham testified that:
'Material (raw stock such as extrusion, bar steel, sheet metal, aluminum

stock, etc.) was completely out of control. No one knew where anything was,
including expensive castings and forgings. Material was being ordered every
day when it was actually available if anybody had known it or knew where it
was. Old material, new material, old rusty pipes, maintenance equipment,
rubber goods, dirt, wood, trash, and other debris were all heaped together.
Expensive castings and forgings were piled in old, rusty, water filled barrels or
buried in the muck.

'I did manage to get this (scrap) cleaned up by dumping 42V2 tons (a
matter of record) of old material which had rusted and corroded beyond rec-
ognition. This enabled us to sort out what was left and get it under control. I
established a catalog control system and set it into motion.'"

The GAO statement continues: (Page 1421)
"Our review confirmed that Mr. Durham's testimony is substantially accu-

rate and his evidence valid. We obtained additional evidence that a substantial
but indeterminant amount of surplus and scrap raw material, finished parts,
tools, equipment, and miscellaneous small parts had been accumulated as a
result of production waste, cancelled Air Force orders, transfers from another
Lockheed plant to Chattanooga without a foreseeable need, and ineffective
management controls. However, we were unable to determine the amount
attributable to ineffective management because there were no perpetual inven-
tory records of regular stock and no inventory records or other descriptive rec-
ords of the surplus and scrap on hand at the time.
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"In a memorandum for distribution dated September 1970, the Chattanooga
plant manager stated that the accountability and handling of material was out
of control. He stated that there were plans underway to install control sys-
tems and directed that in the meantime the indiscriminate ordering of mate-
rial must cease. According to Mr. Durham's memorandum of March 22, 1971
approved by the plant manager, the purging and sorting of raw stock material
was in process to provide an accurate determination of available material and
a basis for inventory control and material handling.

"As a result of Mr. Durham's efforts, much of the surplus and scrap was
sorted, identified and sold as scrap or stored properly in 32 large plywood
boxes which he had built. About 603,500 pounds of material, equipment, and
other items were sold as scrap for about $37,400 between June 1, 1970 and
July 14, 1971.

The GAO audit report continues: (Page 1422)
"Plant officials told us that excess parts and material had been accumulated

inside the plant and in the yard. Several officials, employees and former
employees confirmed that the plant yard had been substantially covered with
surplus and scrap items, much of which was unidentifiable.

"We believe that significant losses occurred unnecessarily during ensuing
operations because, as recognized by the Chattanooga plant manager, manage-
ment lost control over the procurement accountability, and handling of mate-
rial. New materials were ordered indiscriminately according to the plant man-
ager. Materials and parts were ordered without regard to stock on hand
according to the procurement supervisor. A former procurement official con-
firmed this and told us that material and parts were routinely ordered to
cover material lost in the shops and to replace mutilated material.

"Mr. Durham helped establish a closed crib storage system and issued
instructions with the plant manager's approval to provide documentation and
control over replacement for lost and damaged material. However, management
did not establish inventory control over raw stock and purchased parts.

"As of August 1971, Lockheed planned corrective action to identify, use, or
dispose of the excesses, however, much of this material, parts, and other items
remained at the plant as of January 1972, as discussed earlier. During our
review, Lockheed announced plans to sell the Chattanooga plant. No details
were disclosed concerning disposition of excess materials and parts."

The statements by Lockheed on page 29 and by the Comptroller General on
page 28 of the Comptroller General's report, regarding Chattanooga's policy of
ordering AGE requirements by job rather than maintaining inventory controls
are absolutely meaningless since the GAO auditors have unquestionably proven
that parts and material were completely out of control.

The second statement under Lockheed Comments on page 29 of the Comp-
troller General's report is equally as puzzling. It states:

"In regard to the September 1970 memorandum which stated that the
accountability and handling of material was out of control, Lockheed pointed
out that this communication was written by Mr. Durham for the plant manag-
er's signature."

How is this to be interpreted? Is Lockheed praising me for helping the plant
manager with his communications like a good employee? Surely they aren't
implying that a hand picked Lockheed plant manager would approve and sign
such a significant memorandum without knowing the contents-utterly ridicu-
lous.

As stated earlier, the Comptroller General's report divided exhibit 9 into two
sections. Since I have already covered the first section above, I will now com-
ment on the section reflected on page 33 of the Comptroller's report.

The first paragraph on page 33 states:
"Although there was apparently a large accumulation of equipment in the

plant yard at Chattanooga during 1970, at the time we visited the plant in
December 1971 we found the plant yard was in reasonably good condition with
most material properly stored."

This statement is contradicted by the GAO auditor who made the investiga-
tion as is reflected in the GAO report on page 1423 of the hearing record. It
states:

"As of August 1971, Lockheed planned corrective action to identify (they
didn't know what they had), use, or dispose of the excess. However, much of
this material, parts and other items remained at the plant as of January 1972,
as discussed earlier."
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Perhaps the Comptroller General means that the excesses had been piled or
stacked more neatly. Even garbage looks better when it is compacted.

The Comptroller General's statement that there was apparently a large accu-
mulation of equipment in the yard is completely contridicted by not only the
GAO auditors who made the investigation but by the Chattanooga plant man-
ager. For example, the GAO auditors made the following statement in the
GAO report as shown on page 1421 of the hearing record:

"Our review confirmed that Mr. Durham's testimony is substantially accu-
rate and his evidence valid. We obtained additional evidence that a substantial
but indeterminate amount of surplus and scrap raw material, finished parts,
tools, equipment, and miscellaneous small parts had been accumulated as a
result of production waste, cancelled Air Force orders, transfers from another
Lockheed plant without a foreseeable need and ineffective management con-
trols."

The second paragraph on page 33 of the Comptroller General's report appar-
ently supports the Lockheed excuse that the large amount of material accumu-
lated in the yard was a temporary condition caused by (1) the cancellation
of Air Force orders and (2) the movement of tooling and material from Lock-
heed Industrial products to the Chattanooga plant in addition to the normal
accumulation of scrap from the production process is completely refuted by
many statements made by the GAO auditors who investigated and reported the
conditions. They attributed it to mismanagement. Therefore I again call your
attention to the GAO report shown on page 1421 of the hearing record.

First of all, the Comptroller General, when referring to the movement of
parts and material from Lockheed Industrial Products omitted the GAO
finding that the material was moved to Chattanooga without a foreseeable
need. Was it a good policy to move tons of unneeded parts, junk, etc. and
dump it on top of an area that was already contaminated? Is it good manage-
ment?

The Comptroller General referred to the normal accumulation of scrap from
the production process. This could have had no bearing whatever. Production
scrap, by Air Force procedure, is immediately dumped into scrap gondolas
maintained specifically for the purpose. The material is never co-mingled with
other material. The GAO auditor stated it properly when he referred to pro-
duction waste. By that he meant excesses created through indiscriminant
ordering of material, overprocurement, etc., which is certainly not normal.

If the Comptroller General did find production scrap in the storage area he
should call for another Lockheed investigation.

The Comptroller General and Lockheed called it a temporary condition.
However, this is refuted by findings appearing in both the GAO audit report
and the Comptroller General's report.

Under Lockheed's comments on page 34 of the Comptroller General's report,
Lockheed stated that in early 1970 plans were underway to make certain plant
rearrangements and to improve housekeeping. Dates were established on April
14, 1970 to start the big cleanup. A report stated that material stored on the
exterior grounds would be rearranged and put in order. Yet, the GAO report
states as shown on page 1423 of the hearing report:

"As of August 1971, Lockheed planned corrective action to identify, use, or
dispose of the excesses, however, much of this material, parts and other items
remained at the plant as of January 1972, as discussed earlier. During our
review, Lockheed announced plans to sell the Chattanooga plant. No details
were disclosed concerning disposition of excess materials and parts."

From April 1970 until January 1972 is a year and nine months. Does this
sound like a temporary condition as claimed by the Comptroller General and
Lockheed?

The last paragraph on page 33 of the Comptroller General's report refers to
42Y2 tons of scrap. The last sentence in that paragraph states:

"Although the original cost of these items could not be determined, the sale
was made at competitively established rates."

The official record shows that the 42½2 tons of scrap steel was sold in May
1971 for $1,159. Is this a competitive price for 42% tons of steel?

As stated in the GAO report as shown on page 1421, my original charge
reported:

"I did manage to get this (scrap) cleaned up by dumping 421/2 tons (a
matter of record) of old material which had rusted and corroded beyond rec-
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ognition. This enabled us to sort out what was left and get it under control."
The GAO report continues on page 1421:
"Although there were no records describing the 42'A tons cited by Mr.

Durham, plant officials told us that the sale included unidentifiable raw mate-
rials, tools, and production scrap."

In October 1971, five months after the sale, Lockheed stated that the 42½2
tons included a heavy monorail. They were trying to say that the 42½2 tons
was not all scrap aircraft material but something else. Why did they change
their minds five months later? I was there directing the operation and made
the report. The 42½2 tons was definitely comprised of aircraft material.

The first paragraph at the top of page 34 states:
"The Manufacturing Services Department Manager explained that some tita-

nium had been scrapped because it was excess due to engineering changes and
because its metallic contents could not be determined."

A statement by the GAO auditors in the GAO report as shown on page 1422
indicates that the titanium stock mentioned was valued at about $30,000.
Obviously the certification papers were lost and became disassociated from the
titanium due to ineffective management controls.

Under Lockheed comments reflected on page 34 of the Comptroller General's
report, Lockheed stated that there were some inexpensive. AGE castings for
which no requirements existed stored outside in the drums in which they had
been received from Marietta.

I have with me as evidence copies of two of the listings of castings I origi-
nally submitted to the GAO as exhibits in September. These castings, found in
a rubble covered basket and water filled barrels were priced by an official
located in the Marietta Purchasing Department. On one list, quantities of only
thirteen different castings were valued at $10,488.55. The other lists shows
additional castings in large quantities totaling over $50,000.00 for a total of
over $60,000.00. Are these some of the inexpensive castings referred to by the
Comptroller General in his report?

The last sentence in the second paragraph appearing under Lockheed com-
ments on page 34 states that on August 12, 19'0, just prior to Mr. Durham's
employment at Chattanooga, the plant manager's activity report stated that
"The back yard has been improved considerably and more time will be spent
here as time allows."

I don't quite understand the significance of this statement since the terrible
conditions reported and substantiated by the GAO were obviously present at
Chattanooga while I was there.

I invite you to turn to page 1311, 1312, 1313 and 1314 in the official hearing
records in order to view actual pictures taken of the material storage area in
the yard at Chattanooga. How could the unbelievably horrible conditions
depicted in these pictures represent an improvement?

EXHIBIT 10 : QUESTIONABLE PROCUREMENT PRACTICES DUE TO LACK OF PARTS
CONTROL AT THE CHATTANOOGA PLANT

Again, the Comptroller General's report has omitted very critical and perti-
nent findings uncovered, substantiated and reported by GAO auditors.

As shown on page 1423 of the original hearing report, the GAO stated:
"Mr. Durham testified that ineffective management and control over pur-

chased parts and miscellaneous small parts resulted in unnecessary, duplicate
procurement because the availability of parts on hand was not determined or
controlled. He also cited in this exhibit examples of small parts purchased at
excessive prices, which we discussed in exhibit 7."

(Note that this charge refers to purchased parts as well as miscellaneous
small parts.)

The GAO statement continues:
"Our review confirmed that Mr. Durham's testimony is substantially accu-

rate. We obtained evidence that parts and material were ordered at the Chat-
tanooga plant wvithout knowledge of their cost, quantities in inventory, and
justifiable need. Physical counts of inventories, to support procurement action,
would have been difficult in our opinion because there were no inventory rec-
ords, the stockrooms were open cribs with parts and material scattered about,
and usable parts were not cross-referenced to part number changes and substi-
tute part numbers. Additionally, the carelessness of production workers resulted
in unnecessary losses of and damages to parts and material being worked in
process. Inadequate inspection resulted in entire lots of parts produced with
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the same defect as the result of incorrect machine settings. Procurement of
replacements without documenting losses and damages was routine."

I have available with me copies of authentic Lookheed documentation which
show examples of parts purchased at exhorbitant prices from vendors
although parts were available in Lockheed's own stores at less cost. These
same examples were included in the September exhibits and made available to
the GAO shortly thereafter.

EXHIBIT 11: UNNECESSARY PROCUREMENT OF MISCELLANEOUS SMALL PARTS DUE
TO LACK OF INVENTORY CONTROL AT THE CHATTANOOGA PLANT

I must expand on this charge since the Comptroller General's report omits
very serious charges which were substantiated by the GAO auditors who con-
ducted the investigation.

In the GAO report as shown on page 1423 of the official hearing record, the
GAO states:

"Mr. Durham testified that unnecessary procurement of miscellaneous small
parts resulted at both the Chattanooga and Marietta plants because the Chat-
tanooga inventories were overstocked and out of control. He said that as a
result of poor management, including purchasing without checking available
stock and the closure of another Lockheed plant in Atlanta, Georgia, about
4,894 line items of miscellaneous small parts had been accumulated at the
Chattanooga plant-although a review of engineering requirements showed
that only 813 line items were needed."

The GAO report continued: (Page 1424)
"Our review confirmed that Mr. Durham's testimony is substantially accu-

rate. Both the Air Force Plant Representative at the Marietta plant and Lock-
heed officials at the Chattanooga plant confirmed that excesses had been accu-
mulated.

"The Manufacturing Services Department Manager generally agreed that Mr.
Durham identified the excesses, but he stated that more than 900 parts were
needed-rather than 813 (a minor point). He told us that Mr. Durham had
organized the parts crib, obtained storage bins, and identified needed parts. He
told us also that at January 1972 about 3,000 excess miscellaneous small parts
were still on hand.

"Our discussion under exhibits 7 and 10 further demonstrates that invento-
ries were not controlled, perpetul inventories were not maintained and that
procurement action was taken without knowledge of available stock on hand."

The Comptroller General's report on page 30, paragraph 1, states that Chat-
tanooga did not maintain inventory controls over MSP because it was pur-
chased to fill the requirements of specific production orders. Lockheed advised
us that, due to the nature of MSP (i.e., high usage, low cost, and small size)
and the fact that MSP usage normally exceeded requirements, it was standard
practice to procure more parts than required. In addition, it is generally
impractical to provide a detailed inventory control system for items that are
small and inexpensive.

The GAO auditors who performed the investigation and substantiated my
charges certainly don't agree with the Comptroller General's and Lockheed's
position as evidenced in the GAO report. For example, on page 1423 of the
official hearing record under exhibit 10, the GAO stated:

"Mr. Durham testified that ineffective management and control over pur-
chased parts and MSP resulted in unnecessary duplicate procurement because
the availability of parts on hand was not determined or controlled. He also
cited in this exhibit examples of small parts purchased at excessive prices
which we discussed in exhibit 7."

The GAO report continues: (Page 1423)
"Our review confirmed that Mr. Durham's testimony is substantially accu-

rate. We obtained evidence that parts and material were ordered at the Chat-
tanooga plant without knowledge of their cost, quantities in inventory, and
justifiable need. Physical counts of inventories, to support procurement action,
would have been difficult in our operation because there were no inventory rec-
ords, the stock rooms were open cribs with parts and material scattered about,
and usable parts were not cross-referenced to part number changes and substi-
tute part numbers."

The GAO report continued:
"Although we could not determine the extent of unnecessary procurement-

because of the absence of controls and inventory records-plant officials and
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former employees told us that unnecessary procurements resulted from the fac-
tors above. The Manufacturing Services Department Manager told us that one
of Mr. Durham's best achievements was to provide for proper cross referencing
of part number changes. (AN INVENTORY CONTROL PROCEDURE). The
department manager also said that Mr. Durham established separate, closed
crib storerooms for purchased parts and miscellaneous small parts in numeri-
cal part number sequence (MORE INVENTORY CONTROL PROCEDURES)"

Therefore, not only the GAO but Lockheed management recognized the need
for inventory controls as evidenced by the Manufacturing Services Department
Manager's statement.

The GAO report is replete with statements by GAO auditors proving that
non-existant or ineffectual inventory controls were not the only controls which
were absent or very poorly managed. To cite just a few examples, page 1420,
paragraph 4-official hearing report:

"Although we note that the company spent a monthly average of about
$12,000 to replace standard tools from May 1970 through May 1971, we could
not determine the cost of losses as opposed to valid replacements because of
the lack of records."

Page 1423-Official hearing report-middle of second paragraph under
exhibit 10:

"Additionally, the carelessness of production workers resulted in unnecessary
losses of and damages to parts and material being worked in process. Inade-
quate inspections resulted in entire lots of parts produced with the same
defect as the result of incorrect machine settings."

In these cases, proper inspection procedures would have not only detected
the defects but recorded the defects on discrepancy reports (DR's) which,
according to procedure, would have prevented recurrences.

In the last sentence in the second paragraph under exhibit 10, the GAO aud-
itor stated:

"Procurement of replacements without documenting losses and damages, was
routine."

This means that Lockheeds procurement section was blindly and routinely
buying replacement parts without the proper authorization or documentation
or even questioning why.

Page 1429 of the official hearing record-item 13 at the top of the page-
reads as follows:

"In some instances standard hours would be credited to the cost centers
before the shop orders and work could be inspected."

This GAO finding is very significant. Chattanooga's and Marietta's produc-
tion performance was measured on the basis of standard hour performance. In
order to receive credit for standard hours on shop orders, the work had to be
accomplished and certified as acceptable and complete by quality control
through the official inspection process.

Here was a member of Lockheed management admitting to the GAO that
the company fraudently received credit for work which had not been accom-
plished. This practice was prevalent in Marietta also as proven by the GAO
who substantiated my charges that Lockheed received hundreds of millions of
dollars in progress payments for work which had not been accomplished.

I suggest that you carefully peruse exhibit 21 where it is shown that serious
charges were not only substantiated by the GAO but also validated by the
Lockheed Manufacturing Services Manager.

Referring back to page 30 of the Comptroller General's report-second para-
graph which states:

"An Air Force Plant Representative's report of August 2, 1971, indicated
that only 813 of the 4,894 MSP were needed for the current assembly orders.
The report stated that, when orders were cancelled, these parts were neither
removed nor sent back to Marietta, but were held in stock for possible future
orders."

I can't understand why the Comptroller General would seemingly be support-
ing such a practice; especially since thhe GAO auditors stated in the GAO
report that it was against company directives. In fact, Mr. Paul Frech, the
Directcor of Manufacturing, wrote a directive which was approved by the sig-
nature of Mr. H. Lee Poore, the Executive Vice President. The letter reads in
part:

"Of primary importance at the present time is that all material not needed
or unused be returned to either productive or non-productive inventories. Each
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of you are urged to review your present on hand stock of MSP/VSP, raw
material and non-productive supplies and any which will not be used in a
timely manner should be returned to productive stores. Remember that mate-
rial you do not need in your area may be urgently needed by some other area
in the plant."

Why would the Comptroller General seemingly support a policy which vio-
lates Lockheed procedures?

I have available a copy of the letter for inclusion in the exhibits.
A little grammer school arithmetic shows that 813 parts subtracted from

4,894 parts leaves 4,081 different part numbers rotting away in stock. Now,
these were 4,081 different part numbers and the quantities in stock on each
part number ranged up into the hundreds-even thousands in each case. There-
fore, a lot of money is involved. Suppose there were 100 parts in stock on each
part number at $2.50 each (conservative figures). 4,081 X 100 would equal
408,100 unneeded parts. Multiply this by $2.50 and the total is $1,020,250.00
worth of unneeded parts.

Despite money being wasted and the known violations of Lockheed's proce-
dures, the Comptroller General's report offers no criticism. The letter approved
by Mr. Poore continued:

"As many of you know, the per ship cost of MSP and VSP for a C-5
exceeds the total bill of material cost for a C-141 (aircraft)."

What this means is that the cost of nuts, bolts, screws and fasteners on the
C-5 was more than the cost of an entire C-141 Military transport.

The letter continues:
"Analysis of recent requisitions for such supplies and materials indicate a

very definite need for more careful examination of individual requirements
within all departments. For example, a substantial number of organizations
are presently placing orders for material on a direct charge basis when such
material is readily available in stores.

"There is no excuse for ordering material from outside sources and spending
company funds when we have available in our storerooms the identical assets."

Mr. Frech is confirming my charge and the GAO findings that a substantial
amount of material was being ordered from vendors when the same material
was available in Lockheed stores. A substantial number of organizations added
up to a substantial amount of money.

The Comptroller General's statement in the first paragraph on page 30 advis-
ing that it was Lockheed's standard practice to procure more MSP parts than
reqiured is certainly true. To prove this, he shows in the second paragraph
that over 4,000 unneeded parts were rusting away in stock in violation of Mr.
Poore's own procedure which emphatically orders that all unneeded parts be
returned to stores because of their need in other areas.

The Comptroller General's statement in paragraph 1, page 30 that it is gen-
erally impractical to provide a detailed inventory control system for items that
are small and inexpensive is refuted by both Mr. Frech and Mr. Poore in the
aforementioned directive where they specifically issue instructions to estalish
such controls. The directive states:

"Carefully examine each request for material initiated by your organization
to determine that the material is actually needed, and that no more than one
month's supply of any material is ordered at one time.

"When replenishment supplies are ordered, you are expected to adequately
forecast your needs for raw materials, non-productive and MISP/VSP supplies
as part of your normal planning activities. Accordingly, it is requested that
when your one month's supply reaches a two weeks supply level, you reorder a
one month's supply."

In this official directive, none other than the Executive Vice-President is
bemoaning the absence of inventory controls over MSP and VSP, and ordering
the immediate establishment of inventory control systems.

Why then did the Comptroller General and Lockheed state that inventory
controls aren't necessary as reflected on page 30 of the Comptroller General's
report?

EXHIBIT 12: INEFFECTIVE WORK SCHEDULING RESULTED IN UNNECESSARY
PERSONNEL LAYOFF AND REHIRE COSTS AT THE CHATTANOOGA PLANT

I shall expand on this charge and findings which are covered on page 27 of
the Comptroller General's report and in the GAO report on page 1424 of the
official hearing record which states in part:
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"Mr. Durham testified that effective work scheduling and proper planning
could have prevented a break in the work load which caused the layoff or pro-
duction personnel and subsequent rehire, almost immediately, at great expense.

"Our review confirmed that a significant layoff occurred in March 1971.
However, we could not fully substantiate Mr. Durham's testimony because the
personnel did not receive severance pay. Of 74 employees laid off, 24 were
rehired. The extra expense comprised administrative costs. The workload asso-
ciated with the rehire was transferred to the Chattanooga plant from the
Marietta plant. The plant manager told us that before the layoff, he was not
aware that the work would be transferred."

This represented a typical "bonehead" fumble. Why didn't the plant man-
ager consult with the Director of Manufacturing and examine the load charts
and other data which showed the pending work load. The load figures were
known all along but management failed to capitalize on the knowledge and
spread the work load out. Load leveling is an effective management tool when
used properly.

I have with me a copy of the official Lockheed forecast chart which conclu-
sively shows the pending heavy work load existing at that time. Therefore the
layoff and "panic" recall of the people could have been avoided.

The Comptroller General failed to mention this aspect of the problem
although the chart referred to above was included in the September exhibits
and made available to the GAO.

EXHIBIT 20: LACK OF CONTROL OVER THE STOCKROOM AT THE
CHATTANOOGA PLANT

This charge is not covered by the Comptroller General's report to any de-
gree.

The GAO report shown on page 1428 of the hearing record states:
"Mr. Durham testified that there were no controls over parts and the stock-

room at the Chattanooga plant."
Our review confirmed that Mr. Durham's testimony is substantially accurate.

The lack of controls is discussed under exhibits 9, 10 and 11.

EXHIBIT 21: CONTROL PROCEDURES NEEDED AT THE CHATTANOOGA PLANT

Since the Comptroller General's report failed to cover this significant charge.
I will expand on it as necessary.

The GAO report as shown on page 1428 of the hearing record states:
"This exhibit consists of a letter which Mr. Durham wrote to the Chatta-

nooga plant manager in May 1971 to emphasize the need to follow control
procedures which he had initiated and to establish controls over standard
tools. The letter also contains a summary of conditions which existed during
Mr. Durham's employment at the plant."

These conditions and need for controls were discussed under exhibits 7. 8, 9,
10 and 11 which confirm that Mr. Durham's testimony was substantially accu-
rate. We also specifically discussed the letter with the Manufacturing Services
Department Manager who told us that the charges were valid-although the
extent of the losses and waste was probably not as great as Mr. Durham indi-
cated. In summary, the charges were as follows:

(1) Raw material was purchased although quantities were available in
stock.

(2) Miscellaneous small parts were purchased without determining
quantities on hand.

(3) Raw stock, purchased parts and miscellaneous small parts were pur-
chased from vendors rather than ordering it from the Marietta plant
stockroom at lesser cost.

(4) There were no controls over the stockroom and inventories.
(5) Shop orders were not assigned for production on a first-in, flrst-out

basis.
(6) Of about 4,800 line items of miscellaneous small parts on hand only

813 were needed.
(7) The Planning Department would change part numbers on parts lists

without notifying the Production Control Department.
(8) The matching of material and parts with related shop orders was

not controlled.

95-328 0 - 73 -pt. 6 - 10
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(9) Material lost or damaged in production could be replaced easily by
telephoning procurement personnel so that waste would be concealed.

(10) Material and parts listings were not kept current as to part
number changes.

(11) Loss of control over standard tools resulted in replacement costs of
$250 to $300 weekly.

(12) Supervision was lax.
(13) In some instances, standard hours would be credited to the cost

centers before the shop orders and work could be inspected.
Note: Not only did the GAO substantiate these charges but they were also

validated by the Chattanooga Manufacturing Services Department manager.

EXHIBIT 22: OVERDESIGN OF AEROSPACE GROUND EQUIPMENT AND USE OF AIRcRAFT
SPECIFICATIONS IN ITS MANUFACTURE UNNECESsARILY INCREASED COSTS

I will expand on the charges covered on page 23 of the Comptroller General's
report since he failed to fully clarify it.

The charge is stated in the GAO audit report shown on page 1429 of the
official hearing records-as follows:

"Mr. Durham testified that the cost of aerospace ground equipment (AGE)
was unnecessarily increased because the parts and equipment were overde-
signed and unnecessarily made to aircraft specifications. He said this was done
to decrease competition and increase profits at Lockheed and the aerospace
industry. lMuch of the equipment was manufactured in the Chattanooga plant
wherein management did not maintain cost control procedures over purchasing
-parts used were more expensive than commercial hardware because of the
close tolerances and other specifications used."

AGE equipment is used for handling misiles. engines, wheels, tools, aircraft
servicing equipment and similar items. Therefore it seems ridiculous that all
parts, materials and equipment used in the manufacture of AGE equipment
must be to military specifications and tolerances precisely the same as air-
craft parts thereby tremendously increasing the cost of the equipment.

The cost of parts such as nuts, bolts, and other parts made to military speci-
fications greatly exceeds the cost of corresponding commercial parts thereby
increasing the costs to the taxpayers.

Also, Lockheed paid very little attention to costs as indicated above where
the GAO determined that Chattanooga procurement ordered material and parts
blindly and let the vendors apply the prices.

To prove this, I have available specific examples comprised of authentic
Lockheed documents. The examples were presented as evidence in the Septem-
ber hearings and are illustrated in the hearing records.

(A) Page 1308-Hearing record:
"Lockheed paid the General Aerospace Materials Company $10.00 for one

piece of plate 4130 steel-Length 4Ys", width l1s" and thickness .13".
A check with Jenks Metals in Atlanta showed that the very same piece can

be purchased already cut for .38 cents each.
(B) Page 1310-Hearing record:
"Lockheed paid Special Metals, Inc., $25.00 for one each stainless steel rod

-length 6", diameter %'", condition H 1150 and type 17-4PH.
"A check with Jenks Metals in Atlanta showed that the very same piece can

be purchased already cut for $1.83 each."
(C) Page 1320--Hearing record:
"Lockheed paid the Dutch Valley Supply Company $65.00 each for NAS

bolts. Length 3%2 inches. 3%s inch diameter.
"A check with the Georgia Nut and Bolt Company shows that the same

%-16 x 5 plated slot head machine screw can be purchased commercially for
$13.89 per hundred."

The fact that the Air Force approved Lockheed's design of AGE equipment,
as mentioned on page 23 of the Comptroller General's report doesn't prove any-
thing except that Lockheed and the Air Force agree with each other and that
is certainly nothing new.

In the first paragraph on page 23 of his report, the Comptroller General
said:

"We are also comparing AGE Lockheed provided for the C-5 aircraft with
similar equipment provided for other aircraft systems."
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I hope the C-130 and C-141 programs are among those being checked
because both systems use standard commercial hardware parts for manufactur-
ing AGE for those aircraft. I believe this fact is of significant importance
when considering this matter.

It is my opinion that if the Air Force openly bid for AGE equipment
manufactured commercially, any good commercial manufacturing company
could bid and get a slice of the cake. However, by designing the products to
aircraft specifications, Lockheed and associates can continue to reap exhorbi-
tant profits.

CHARGES PERTAINING TO MARIETTA, GA.

EXHIBIT I (SEC. 1): ERRONEOUS AIRPLANE ASSEMBLY RECORDS CAUSED OUT-OF-
STATION INSTALLATION OF PARTS AND GENERATED ERRONEOUS PARTS REQUIREMENTS

I must expand on this charge which begins on page 1408 of the official hear-
ing report since very important, serious, and pertinent GAO findings were
omitted from the Comptroller General's report. See page 7, 8, and 9-Comptrol-
ler General' report as shown on page 1408 of the official hearing record. The
GAO auditors who performel the investigation stated:

"Mr. Durham testified that C-5 airplanes were moved to flight line with
thousands of missing parts and assemblies-although assembly records showed
them to be complete except for a few engineering changes and other installa-
tions normally planned at the flight line. He stated further that (1) assembly
records erroneously showed that other parts had not been installed when in
fact they had been (2) substantial, additional costs were incurred to identify,
procure, and transport the missing parts as their need became apparent (3)
parts had been improperly removed without authorization after inspection, and
(4) Lockheed maintained the subterfuge to appear to be on schedule and to
receive progress payments from the Air Force which allowed the unsatisfac-
tory conditions to prevail."

Page 7, Paragraph 4 of the Comptroller General's report states:
"On December 31, 1969, Lockheed's auditors issued on interim report which

indicated that an unusually large number of parts had been missing from C-5
airplanes delivered to the flight line and that procedures had not required
reconciling assembly records or verifying that work had been performed."

On Page 1410, Paragraph 5-Hearing records, the GAO report states:
"On December 31, 1969, Lockheed internal auditors reported that an unu-

sually large number of parts were missing from C-5 airplanes delivered to the
flight line which had been reported as installed. The auditors recognized that
procedures did not require reconciliation of the various assembly records and
visual verification that operations were in fact performed."

A very critical point omitted in the Comptroller General's statement is that
as reflected in the GAO report, the Lockheed audit document specifically stated
that an unusually large number of parts were missing from C-5 airplanes
delivered to the flight line which had been reported as installed.

The audit report itself is even more emphatic and states in part:
"Our own tests confirmed the fact, that an unusually large number of parts

were missing from C-5 airplanes delivered to the flight line although the air-
plane records indicated that the parts had been installed."

The audit report was not an interim audit as stated, but an official Lock-
heed internal audit report. I brought a copy with me which I will place in the
exhibits.

This is extremely significant because it proves one of my major charges that
Lockheed was taking credit for installing thousands of parts in order to
receive credit for performing the work when in fact, the work had not been
accomplished.

Page 7, Paragraph 4 of the Comptroller General's report continues:
"Lockheed officials replied that (1) because the assembly line had not been

stabilized, it would not be practical to implement corrective action until air-
craft 0014 reached the flight line, (2) additional personnel would be assigned
to take corrective action and (3) records would be audited more frequently."

Page 8, last paragraph of the Comptroller General's report states:
"A Lockheed internal audit report of aircraft 0019 indicated that the condi-

tions found previously still existed to some extent but that there was a down-
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ward trend in the variances between the physical status of the aircraft and
the status of the production/inspection records."

For some reason, the above statement appearing in the Comptroller Gener-
al's report does not at all agree with the actual findings reported by the GAO
auditors who made the investigation. This can be seen in the GAO statement
appearing on page 1411-Paragraph 2 of the official hearing record. The report
states:

"An internal audit report of May 28, 1970, stated that an investigation of
airplane serial 0019 showed that the unsatisfactory conditions previously found
on airplane, serial 0013, still existed and continued to significantly affect the
quality, cost, and schedule of C-5 assembly operations. The Director of Manu-
facturing Operations outlined corrective action similar to those he had pro-
posed earlier in reply to the February 16, 1970, audit report. He explained
that airplane, serial 0019, was almost complete before the earlier corrective
action had been implemented and that there had not been sufficient time to
experience improvements."

The paragraph at the top of page 9 of the Comptroller General's report
states:

"The Lockheed internal audit staff planned a follow-up examination on air-
craft 0025. However, because its examination on aircraft 0019 indicated that
corrective actions were having the desired effect, this follow-up audit was post-
poned. Lockheed's internal audits subsequently selected aircraft 0045 for exam-
ination and in a report dated May 25, 1971, stated that corrective action had
been fully effective."

Since aircraft 0045 was more than halfway through the 81 unit contract
some improvement should certainly have been expected.

However, as previously pointed out, the GAO auditors do not at all agree
with the Comptroller General's statement that significant improvements had
been experienced on aircraft 0019 and that no follow-up audits were required,
as can be seen in the official GAO report shown on page 1411, Paragraph 1,
which conclusively proves that there had been no improvements on aircraft
serials higher than aircraft 0019. The report states:

"An internal audit report of March 13, 1970, re-emphasized the earlier findings
that procedures did not require reconciliation of assemb'y records or usual
verification of work performed."

Other Lockheed reports showed that the missing parts problems continued as
follows:

"During the period from March 6, 1970, to April 6, 1970, (one month) 893
missing parts were reported for airplane serial 0020; 1,038 for airplane serial
0021; and 1.120 for airplane serial 0022 at the final assembly area. A report of
March 16, 1970, showed that 1.084 parts were reported missing from airplane
serial 0023 but had not been included on shortage list. A report of April 27,
1970, showed that a daily average of 257 parts requirements were processed as
a direct result of missing parts in the final assembly area."

I have available a copy on one of the authentic Lockheed reports which con-
firm these findings and will include it in the exhibits.

In view of the importance and significance of thse official GAO findings it is
difficult to understand why the Comptroller General' report didn't show the
facts completely.

One of the most significant aspects of the GAO report is that the GAO audi-
tors proved that critically unacceptable conditions still existed on high serial
aircraft despite repeated dispatches from Lockheed's management and the
Lockheed publicity department stating that only a few miscellaneous and
rather insignificant problems existed on the first few aircraft. The findings
also make the Lockheed statement that everything looked so good on aircraft
0019 that audits were postponed until over a year later on aircraft 0045
utterly ridiculous.

In view of all the proven conditions confirmed by the GAO. Lockheed's own
reports. Lockheed's admissions and the GAO's confirmation that the company
waited until 26 aircraft had gone down the drain (aircraft 0019 to 0045)
before auditing another C-5. is absolutely unbelievable and should clearly
demonstrate the caliber of Lockheed's management on the C-5 program.

The chart appearing on page 8 of the Comptroller General's report is deceiv-
ing. The chart does not reflect flight line requirements but high volumes of
parts which were required on aircraft after the planes reached the flight line
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from the manufacturing area. The vast majority of them were parts which
should have been installed prior to moving to the flight line.

For some mysterious reason, the titles of the categories on the chart have
been changed in the Comptroller General's report. The correct version is shown
on page 1411 of the official hearing records. Also, please read the GAO's state-
ment proceeding the chart at the bottom of page 1410 which states:

"During a special review meeting on February 21, 19.0, the Director of
Manufacturing Control identified parts requirements, including missing parts
for airplanes-serials 0009 through 0016 at the flight line as follows:

The correct titles of the categories must be changed as reflected on page
1411 of the official hearing records before getting into the guts of the
matter.

Inconsistencies-Should be-Missing parts. Missing parts is the correct
title as pointed out by both the GAO and Lockheed. Missing parts are
parts which were reported by Lockheed as installed but were still missing
from the aircraft.

Damaged or Unsuitable Parts-Should be-Discrepancy Reports. As can
be seen, discrepancy report is the correct title. These figures reflect the
number of rejected parts incurred on aircraft after they reached the flight
line. In each case. a discrepancy report (DR) was written and a replace-
ment part obtained. DR's are written against damaged or mutilated parts
resulting from poor workmanship.

Known Shortages and Parts to be Installed-Should be-Other. These
figures represent parts which were known to be short and which for the
most part should have been installed before the aircraft reached the flight
line and a comparatively few parts reprogramed for the flight line as the
result of manufacturing change notices.

The last paragraph on page 7 of the Comptroller General's report states:
"A subsequent audit of aircraft 0013 was undertaken at Lockheed manage-

ment's request to determine the extent and cause of the missing part problem.
The report stated that:

I** * parts were missing from the airplane but had been recorded as
installed. An inspector had verified that some had been installed.

'* * * parts were missing from some feeder plant assemblies and sub-contrac-
tor assemblies but had not been reported as missing on assembly records.

I * * * parts reported as missing had been installed.' "
One of the most important findings reported by the GAO auditors in this

area was omitted from the Comptroller General's report as can be seen by
referring to page 1410, paragraph 6 of the official hearing record where the
GAO auditor stated:

"A subsequent internal audit report of February 16, 1970, covering airplane
serial 0013, identified that:

'parts shown as installed on production and inspection records had been
removed without authorization.' "

Why was this important finding reported in the GAO report deleted from
the Comptroller General's report since it supports one of the serious charges
that parts bad been improperly removed without authorization after inspec-
tion ?

As shown in the GAO report on page 1409, paragraph 1, of the hearing
record, a Lockheed statement regarding the missing part problems advised in
part that "parts shortages, missing parts and out of station work are an inher-
ent product of the environment of a concurrent development and production
program in its early stages."

Since missing parts and associated problems were found to be rampant on
aircraft serials up in the 20's, were these considered to be part of the concur-
rent development and production program in its early stages?

The GAO auditors obviously didn't agree with the Lockheed position as
stated in Pargraph 5, Page 1409:

"In our opinion. the reason for inaccurate assembly records can not be asso-
ciated with other problems which may have been caused by the concurrent
C-5 development and production program."

The GAO goes on to say in pargraph 6 that:
"We doubt that the true cost impart of the missing parts problem can now,

in retrospect, be isolated because assembly records were erroneous and because
a great number of engineering changes occurred."
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Other important facts and figures contained in the original audit report
were omitted from the Comptroller General's report but are too numerous to
mention here. I mainly wanted to point out some of the more significant omis-
sions and distortions.

EXHIBIT 1 (SEC. 2): IMPROPER REMOVAL OF PARTS CONTRIBUTED TO THE
MISSING PARTS PROBLEM

I must also expand on this charge which begins on page 1411 of the official
hearing report since very important, pertinent findings were omitted from the
Comptroller General's report.

See pages 21 and 22-Comptroller General's report.
As shown on page 1411 of the official hearing records the GAO auditors

stated:
"Mr. Durham testified that thousands of parts were improperly removed

after being installed and inspected. He said parts were removed without
proper authorization and were installed on other airplanes."

Page 21, paragraph 2, of the Comptroller General's report states:
"We found that, during assembly, some parts were removed from aircraft

without proper authorization. We could not determine the extent of these
removals because such actions would not have been recorded because they vio-
lated Lockheed's production control procedures."

The GAO auditors who made the investigation viewed the problem a little
differently as stated on page 1411, second paragraph from the bottom of the
page:

"Our review confirmed that Mr. Durham's testimony was substantially accu-
rate. However, we were unable to determine the cost impact of improperly
removed parts. In addition to the documentation provided by Mr. Durham,
which we believe supports his testimony, we obtained other Lockheed reports
showing that unauthorized removal of parts was a significant problem which
was reported to management."

While the Comptroller General reported that some parts were removed from
aircraft without proper authorization, the GAO auditors who made the actual
investigation reported it as a significant problem.

The chart depicted on page 21 of the Comptroller General's report showing
where Lockheed auditors checked a sample of missing parts on certain aircraft
to determine how many were the result of unauthorized removals omits the
percentage figures which were contained in the original audit report as shown
on page 1412 of the hearing record. The chart should read as follows:

Number of
Number of parts improperly

Airplane serials missing parts removed Percentage

0009 and 0010 -160 13 8.7
0012 -- 160 12 7. 5
0013 -124 12 9.7
0019 -------------------- 63 31 49.2

This chart shows that 49.2 percent of the missing parts investigated on air-
craft 0019 were the result of unauthorized removals when this sample audit
was made on May 28, 1970. Is this the improvement that Lockheed was talking
about earlier on aircraft 0019?

On page 1412 of the official hearing records in the paragraph beginning at
the top of the page, the GAO report continued:

"Mr. Durham provided an example wherein another Lockheed official
reported in April 1970 that as a result of an audit to determine if parts had
been improperly removed from main landing gear assemblies for airplane
serials 0033 through 0036-26 parts had been removed."

Did the reports on high serial aircraft of this nature prompt the statement
in the Comptroller General's report that no audits were needed after aircraft
0019 for over a year because of significant improvements?
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EXHIBIT 1 (SEC. 3): AME FORCE PROGRESS PAYMENTS TO LOCKHEED WERE EXCESSIVE
BECAUSE WORK WAS INCOMPLETE AND WORK IN PROCESS OVERSTATED

I must expand on this most serious charge since the Comptroller General's
report does not cover the important and significant findings as uncovered and
reported by the GAO auditors who made the investigation.

See pages 38, 39, 40 and 41 of the Comptroller General's report.
As shown on page 1412 of the official hearing record the GAO auditors who

performed the investigation stated:
"Mr. Durham testified that Lockheed moved assemblies and aircraft on a

prescribed schedule, regardless of the state of completion, to receive credit and
progress payments for being on schedule."

The GAO report continued on page 1412 of the official hearing record as fol-
lows:

"Our review confirmed that Lockheed did have significant financial incentive
to move aircraft on schedule-in terms of avoiding up to $11 million in liqui-
dated damages and receiving over $75 million in additional payments repre-
senting re-imbursements of cost incurred for achieving certain schedule
milestones. In addition, the original contract clause limiting progress pay-
ments was not enforced and as a result, Lockheed was paid about $400 million
in advance of contractual requirements, according to a February 1970 DCAA
report of the overpayment. Although the DCAA estimated that these overpay-
ments would increase, the gair Force did not reduce progress payments as a
result of the DCAA report because it was not considered in the best interest
of the Air Force. In contrast the Air Force subsequently made an additional
$705 million available through May 31, 1971, for progress payments to Lock-
heed."

This amounts to an overpayment of over $1 billion dollars.
On page 1413 of the hearing record the GAO report states:
"On March 10, 1970, the DCAA advised the Comptroller of the Air Force

that: 'Based on a further analysis of the contractors' progress payment
requests, the attached report indicates that current overpayments on contract
No. AF33 (657) -15053 amount to about $400,000,000. This exceeds the entire
net worth of the Lockheed Aircraft Corporation as of December 29, 1968, as
shown on the published report to the stockholders. The overpayment condition
results from cost overruns attributable to delivered items.'"

On page 1414 of the hearing record, the GAO auditors who made the investi-
gation stated:

"In summary, we found that the allegation that Lockheed had received
excess progress payments, regardless of condition or schedule, to be correct.
Lockheed did receive excess progress payments of about $400 million due to
understating the value of the work completed and overstating the value of
work in process."

"We also found that the Air Force was aware of the excess progress pay-
ment situation but failed to act on it. In fact the Air Force made an addi-
tional $705 million available for progress payments to Lockheed. We also noted
that the same situation of excess progress payments may have existed with
respect to major subcontractors, but neither the DCAA nor the Air Force
toook action to examine the matter."

For some reason, these findings by the GAO corroborating my testimony
were omitted from the Comptroller General's report. The comments by the
Comptroller relating to tooling milestones and related data was not even men-
tioned in my original charges as can be seen on page 1412 where the GAO cor-
rectly stated the charge as follows:

"Mr. Durham testified that Lockheed moved assemblies and aircraft on a
prescribed schedule regardless of the state of completion to receive credit and
progress payments for being on schedule."

The charge doesn't say anything about tooling milestones. It is difficult to
understand why the Comptroller General didn't cover the real charges and
finding reported by the GAO auditors who made the investigation and corrob-
orated this unbelievably serious charge involving the misappropriation of over
a billion dollars of the taxpayer's money. In the banking business, it would be
called embezzlement. In the trucking business. it would be called highway rob-
bery. I don't know what it's called in military industrial complex circles.
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One of the worst aspects of this fraud is that the overpayment described
herein was concealed from both Congress and the American people last
summer during the debate on the Lockheed bail out bill. It would still be
under wraps if the DCAA document had not been uncovered and exposed by
Senator Proxmire in the March hearings.

EXHIBIT 2: AIRCRAFT CONDITIONS REPORT ON MISSING PARTS

This charge is basically covered under Exhibit 1 which has been discussed.
On Page 1414 under EXHIBIT 2, the GAO report stated:
"Mr. Durham provided a report dated March 16, 1970, which describes the

inaccuracies of records of parts installed on airplanes being built and the
number of parts missing from airplanes upon their arrival at the final assem-
bly area.

"We believe that the report is valid and provides an accurate description of
conditions. Lockheed officials provided us a copy of the same report. Our dis-
cussion of these conditions and problems is presented under exhibit 1."

This statement by the GAO auditors who made the investigation substanti-
ates the charges.

EXHIBIT 3: OVEEPROCUREMENT AND MISUSE OF VALUABLE SMALL PARTS

This subject is covered on pages 12, 13 and 14 in the Comptroller General's
report. However, since his report does not get into the guts of the matter but
sort of skims around on the surface, I must it more thoroughly.

As reflected in the GAO report shown on page 1414 of the official hearing
record, the auditors who made the investigation stated:

Mr. Durham testified: (In part)
"Report shows that as of May 1, 1970, the company was facing a $30,000,000

cost overrun on VSP due to overprocurement resulting from failure to control
parts in production areas and cribs-mostly production areas. The report
shows that VSP cost per aircraft should be approximately $560,000. However,
the actual cost was exceeding $1,000,000 per ship.

"VSP was scattered on floors, tables, in boxes, heaps-all over the place. It
was being swept up and dumped.

"No one knew what or how much had been delivered out to the shops.
"Basically the reason for the overrun was not due to cost but to misuse and

failure to establish and maintain an adequate inventory accountability
system."

The statement by the GAO concerning the charge is reflected in the GAO
report shown on page 1415 of the hearing record which said:

"Our review confirmed that Mr. Durham's tetimony is substantially accu-
rate."

One significant example omitted in the Comptroller General's statement but
reported by the GAO, typifies Lockheed's mismanagement of VSP. As shown on
page 1415 of the hearing record which states:

"We determined that VSP valued at about $1.9 million had been declared
surplus as of January 1972. Of this, fasteners valued at $1.3 million were
recently sold for $2,800 even though Lockheed had previously advised the Air
Force that the fasteners were commercial catalog items. Presumably, if these
fasteners were catalog items, they could have been returned to vendors or sold
to other users.

The GAO report continues on page 1416 of the hearing record:
"In summary, Lockheed did project overprocurement of VSP-as Mr.

Durham testified-due to unsatisfactory inventory and production controls.
Moreover, Lockheed's inability to control manufacturing tolerances and to
determine specific engineering requirements for VSP led to procurement based
on forecasts rather than known needs and ultimately to procurement based on
usage rates. Subsequently, inaccurate inventory records and misuse of fasten-
ers by production personnel led to inaccurate usage rates and procurement,
which generated surplus quantities of VSP to be sold as scrap. Although Lock-
heed internal audits identified many of the problems and the need for correc-
tive action, in our opinion the audit reports were not totally effective because
there was generally no identification of the cost impact or adverse effect of the
problems noted. This may have been omitted to avoid embarrassing manage-
ment."



1765

What's a little embarrassment compared to saving a few million dollars?
In view of the GAO findings, Lockheeds comments on page 14 of the Comp-

troller General's report are meaningless.
Incidently, in the second paragraph of page 12 of his report, the Comptroller

General mentioned that he could not find a report showing that as of May 1,
1970, Lockheed had faced a cost overrun of about $30 million due to overpro-
curement of VSP resulting from inadequate controls. Therefore, I brought a
copy of the report which was not only included in the September hearing
exhibits as Exhibit A, Section 3, but provided to the GAO. This report dated
May 1, 1970, was originally submitted by me to the President of the Lockheed
Georgia Company in a futile attempt to initiate corrective action.

EXHIBIT 4: REPORT OF MISSING PARTS, ERRONEOUS ASSEMBLY RECORDS AND
DUPLICATE PARTS ISSUES

The discussion of erroneous assembly records and missing parts is presented
under Exhibit 1.

EXHIBIT 5: UNNECESSARY DUPLICATE PROCUREMENT AND MULTIPLE ISSUES OF PARTS
CAUSED BY LACK OF PARTS INVENTORY CONTROL

Although I submitted several examples including Lockheed records in sup-
port of this charge, it is not specifically covered in the Comptroller General's
report.

The GAO report as shown on Page 1417 of the hearing record stated:
"Mr. Durham provided a report showing an example wherein parts to be

installed were lost and caused unnecessary, duplicate procurement and delivery
of replacement parts.

"Because we expect that a major effort is required, review of this aspect of
Mr. Durham's testimony will be considered in our continuing review-as dis-
cussed under Exhibit 4."

I have examples with me and will re-submit them as exhibits.

EXHIBIT 6: UNNECESSARY SHIPMENT OF PARTS TO PALMDALE, CALIF.

Since the Comptroller General's report treats this charge lightly, I will cover
it in the detail it deserves.

See page 18 of the Comptroller General's report.
As shown on page 1417 of the hearing records, the GAO report stated:
"Mr. Durham testified that because of poor planning, parts were assembled

into kits and shipped to the field at great expense but were not needed-or
were incomplete and could not be fully utilized. Control over kits and parts in
the field was ineffective. Mr. Durham's testimony is partially substantiated by
a Lockheed report of April 28, 1970, provided to us by Lockheed officials. The
report shows that these kits were being returned from the Palmdale plant to
the Marietta plant for restocking and future use. The report shows that these
kits were not part of the C-5 A modification program planned at Palmdale
and therefore were not used. We did not determine the reasons for their ini-
tial shipment to Palmdale.

The kits in question were shipped to Palmdale at the instructions of Lock-
heed management to be installed on aircrafts 0001, 0002 and 0009 while these
units were undergoing wing modification due to the well known structural
defects found on C-5 wings. However, the wing modification program was
such a tremendous problem and involved so much work that the kits could not
be installed. Since the Comptroller General's report failed to mention this
aspect of the problem, I brought a copy of the official Lockheed letter and am
submitting it as an exhibit.

I do admit that like the C-5 landing gears, the C-5 wings are an extremely
touchy subject. Another aspect that the Comptroller General's report fails to
mention is the fact that each kit consisted of numerous parts. Therefore, it
was extremely poor planning to go to the great expense of gathering, sorting,
kitting and packaging thousands of parts, shipping them thousands of miles by
premium transportation for such incredible blunders that added immeasurably
to the costs.
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EXHIBIT 13: INCOMPLETE AIRPLANE AT ROLLOUT

This item is covered on pages 10 and 11 of the Comptroller General's report.
The GAO report shown on page 1424 of the official hearing report states:
"In describing how airplanes were moved to the flight line with a substan-

tial number of missing parts, although parts installation records indicated they
were complete, Mr. Durham testified that:

"As previously mentioned, the subterfuge began on Saturday, March 12, 1968,
with the roll-out of ship 0001 and continued. It rolled out with slave landing
gears, false leading edges, dummy visor (nose of aircraft) and other faked
components."

"Mr. Poore's statement in the September hearing that the visor was func-
tional on airplane 0001 at rollout was refuted by GAO auditors in the GAO
report shown on page 1425 of the official hearing records as follows:

"We noted that on July 23, 1971, the Air Force Plant Representative advised
the Air Force systems command that Lockheed's statement concerning the
visor was not completely accurate because operation of the visor was
restricted. The representative stated:

"It is also true that some panels, etc, were units installed in place of parts
which were short, and in other cases, installed parts required additional work
before being suitable for flight. This is a common practice at rollouts."'"

The GAO report continued:
"Based on the above, we believe that Mr. Durham's testimony was generally

accurate and that neither Lockheed nor the Air Force substantially disagreed
-except that Lockheed denied the subterfuge."

The Comptroller General failed to mention a signed affidavit from a former
Lockheed department manager who had held a responsible position, was well
thought of but had resigned in disgust. I will not repeat his name because he is
fearful of reprisals against him and his family. However, I am resubmitting
the document, which is extremely enlightening, as an exhibit.

The letter reads in part:
"Lockheed's problems are widefold and came to my attention with the intro-

duction of aircraft 0001 into the flight test program. This ship, which was sup-
posed to be complete in every detail except for scattered engineering changes,
came into the test program a virtual skeleton-missing many large structural
assemblies, thousands of smaller parts and electronic components. When the
ship was 'rolled out' for the inspection of President Johnson and other digni-
taries, many portions of the ship has been hastily constructed from plywood
and paper and were installed strictly for show. A complete "teardown" of the
aircraft took place immediately after the President's inspection.

"A separate stockroom had to be set up to handle the thousands of parts
sent to the flight test department to support an aircraft undergoing major
assembly in an area where it was supposed to have only minor changes before
flight. The work was so confused and uncoordinated that the ship's maiden
flight had to be postponed three times due to finding more and more areas sup-
posedly completed but as yet in unacceptable condition."

Since this evidence was in the possession of the Comptroller General, it is
amazing that he found no evidence of subterfuge in the roll out of aircraft
0001.

EXHIBIT 14: PRODUCTION COSTS WERE UNNECESSARILY INCREASED BY USING
DISTANT FEEDER PLANTS FOR PARTS ASSEMBLY

This charge is not completely covered in the Comptroller General's report.
Therefore, I shall cover it more throughly.

See page 16-Comptroller General's report.
The complete charge as stated in the GAO report shown on page 1425 of the

hearing record is as follows:
"Mr. Durham testified that production cost were unnecessarily increased by

shipping parts and equipment to distant feeder plants for assembly of compo-
nents to be returned to the Marietta plant. He also said that thousands of
parts were missing from the feeder plant assemblies on arrival at the Marietta
plant due to poor planning and workmanship and the need to meet schedules."

As shown on page 16, the Comptroller General's report did not substantiate
the first part of the charge but found that sub-assembly plant costs were less
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than costs at the main plant because cheaper labor costs had more than offset
additional transportation and other costs. The Comptroller General failed to
mention that the 1967 study mentioned in his report was made before a single
C-5 sub-assembly plant had been established and was conducted on the only
feeder plant in existence-a plant at Clarksburg, West Virginia, whose work
was comprised of approximately 90% C-130 work.

Also, the Comptroller General failed to mention the second part of my
charges concerning missing feeder plant parts. However, the GAO report did
comment as shown on page 1425 of the hearing record:

"Regarding incomplete feeder plant assemblies, Mr. Durham provided a
report dated October 13, 1969, showing that an investigation of 160 parts of
airplanes serials 0009 and 0010 disclosed that 108 or 67.5 percent were missing.
Of these missing parts, 56 were components of feeder plant and sub-contracted
assemblies. We believe the report is valid; however, we did not verify the
number of parts specifically attributable to feeder plant operations. This aspect
will be considered in our continuing review."

It was my experience that the thousands of parts missing from assemblies
shipped from feeder plants added to the costs because whenever missing parts
were discovered, which was often, replacement had to be ordered and shippoe
from applicable feeder plants for installation on the assemblies. Frequentli
premium transportation was employed, adding to the costs. The constant "roes
testing" of thousands of parts was extremely costly.

EXHIBIT 1I

The shortage list and condition report on airplane, serial 0023, were erro-
neous.

Again, the Comptroller General's report omits critical and pertinent GAO
findings.

See pages 7, 8, and 9-Comptroller General's report.
The GAO report as shown on page 1426 of the hearing record states:
"Mr. Durham testified that although the shortage list and condition report

for airplane serial 0023 showed only 30 open items (parts not installed) it
actually had 1,084 open items on arrival at the final assembly area on March
11, 1970. Mr. Durham provided a report to substantiate these conditions and to
rebut Lockheeds contention that such problems existed only on the first few
airplanes."

The GAO statement continues:
"We believe that Mr. Durham's statement concerning the open items on air-

plane, serial 0023, was accurate and the report valid. The information was
substantiated in a report dated March 16, 1970, prepared by Mr. Durham and
provided to us by Lockheed officials."

Again, this statement by GAO auditors who made the investigation conflicts
with those made on page 9 in the Comptroller General's report which states:

"The Lockheed internal audit staff planned a followup examination on air-
craft 0025. However because its examination on Aircraft 0019 indicated that
corrective actions were having the desired effect, this followup audit was post-
poned."

As previously reported, GAO auditors reported no improvement on aircraft
0019.

Why then, would the Comptroller General's report show only a meaningless
Lockheed statement when the GAO audit report is replete with proof that seri-
ous missing part and related malpractices not only existed on 0019 but on
higher serial aircraft as well.

EXHIBIT 16

Reworkable parts were erroneously scrapped.
The Comptroller General's report, while vaguely supporting this charge, does

not reveal all of the most pertinent facts.
See page 17-Comptroller General's report.
The GAO report as shown on page 1426 of the hearing records reads in

part:
"Our review has confirmed that expensive purchased parts and subcontracted

parts which could have been salvaged, were erroneously discarded. However,
we were unable to determine the total adverse effect-the value of the dis-
carded items."
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The Lockheed comment shown on page 17 of the final report that some
workable purchased parts were scrapped because relatively inexperienced
employees failed to comply with published procedures simply does not hold
water. This is illustrated by a statement contained in the GAO report as
reported on page 1426 of the hearing record (and mentioned on page 17 of the
Comptroller General's report-as follows:

"Planning officials reported on April 14, 1970 that investigations had shown
that expensive salvageable parts and assemblies had been erroneously dis-
carded for various reasons. The report recommended corrective procedures for
subcontract and vendor parts and assemblies and also in-plant manufactured
items, with the intent to require tool planners to specify attachment of proper,
color-coded tags to parts removed by MCN and LDCN documents. Previously,
colored tags had been attached by production personnel based on their inter-
pretation of information shown on the MCN and LDCN documents."

The Lockheed management people responsible for manufacturing paper rec-
ognized the need to change the procedures which refutes Lockheeds claim that
the procedures were satisfactory.

To illustrate the magnitude of the problem, it must be recognized that the
parts "throw away" problem was not discovered until April, 1970. Bu that
time, over twenty C-5's had processed through manufacturing to the flight
line. This means that untold thousands of salvageable purchased and subcon-
tracted parts had gone down the drain before the problem was detected. Each
one had to be repurchased.

Another important point worth mentioning is the fact that by Lockheeds
own admission as shown on page 17 of the Comptroller General's report under
Lockheed comments, it was not possible to determine the exact number of
reworkable purchased parts which were scrapped. This proves that Lockheed
had no accountability over expensive purchased and subcontracted parts.

It would have helped if the Comptroller General had covered these very
important points in his report.

EXHIBIT 17

Incomplete parts kits sent to Eglin Air Force Base.
Again, the Comptroller General's report conflicts with the findings reported

by the GAO auditors who made the investigation.
The GAO report as shown on page 1427 of the official hearing record states:
"Mr. Durham testified that part kits sent to Eglin Air Force Base. Florida

to provide for engineering changes were found to be incomplete due to omis-
sion of needed parts on related parts lists. He cited an earlier report. which
he submitted in November 1969, advising that kits were incomplete due to
incomplete parts lists, kits were not being controlled after receipt, and parts
were scattered about."

The Comptroller General's report states on page 7:
"Records made available to us indicate that personnel installing the kits at

Eglin Air Force Base encountered only minor problems with the kits."
Now, this is very strange in view of findings reported in the GAO report as

shown on page 1427 of the hearing records-as follows:
"Our review confirmed that Mr. Durham's testimony was substantially accu-

rate. In discussing Mr. Durham's report, the Director of Manufacturing
Control validated the report by giving us a copy and stating that initially,
planning papers and parts lists were incomplete because field installations was
not provided for. Kits did not include miscellaneous small parts, fasteners and
other items which were available in the main plant but not at other bases. He
said there were problems initially, but they have been corrected.

To better define this problem, what this meant, among other things, was that
Lockheed sent thousands of parts to Eglin Air Force Base to be installed
along with a lot of people to install them without sending many of the con-
necting parts and non-productive material and absolutely none of the thou-
sands of different nuts, bolts, screws or fasteners required to install them. It
isn't difficult to visualize the utter confusion resulting from this type of mis-
management.

I remember one ridiculous episode which would be funny under different cir-
cumstances. A production manager, discovering upon his arrival at Eglin that
no bolts, nuts, fasteners etc. were available called back to Marietta in despera-
tion requesting a large assortment. Since there was no planning documentation
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defining what parts were needed, people at Marietta ran around the plant like
a bunch of blind dogs in a meat market gathering handiulis of ad the differ-
ent size screws, nuts, bolts, fasteners etc.; threw it all together in a large
bucket and rushed the bucket to Eglin.

The official Lockheed report cited above which the GAO said was validated
by the Lockheed Director of Manufacturing Control states in part:

'Mr. Ferrell found that absolutely no control is being exercised over RIC
kits when or after they are received (at Eglin). Parts in general are out of
control. For example, some RIC kits were piled under a coat rack in the
corner of the climatic test hanger. All of these kits were partially opened.
Blueprints and parts were strewn on the floor, laying on cabinets etc. Also,
parts were stacked up in hallways and on top of desks, file cabinets, and else-
where. Special metal cages had been provided by test support to contain RIC
kits. However, they were being used to store hoses, tape, raw material,
removed parts from aircraft, blueprints, mixed MSP, light bulbs, AGE equip-
ment and miscellaneous junk."

Since the GAO substantially confirmed the accuracy of the charges and spe-
cifically stated that the above report is valid, how can the Comptroller Gener-
al's report state that only minor problems were encountered with the kits at
Eglin.

I am including a copy of the report in the exhibits.

EXHIBIT 18

Numerous Discrepancy Reports were written at the flight line for damaged
parts which had been ignored by quality control.

Again the Comptroller General's report conflicts sharply with the findings
uncovered and reported by the GAO auditors who made the investigation.

See page 15-Comptroller General's report.
As shown on page 1427 of the official hearing records, the GAO report

states:
"Mr. Durham testified that numerous damaged parts which had been ignored

by the quality control department were identified at the flight line. This
resulted in replacement of parts from vendors at premium prices, shipped air
express with thousands of hours of overtime. He provided a report showing
that 6,746 parts were rejected on airplanes-serials 0009 through 0013-after
their arrival at the flight line."

The Comptroller General's report states that available records showed that
there had been only 2,481 discrepancy reports (DR's) written at the flight line
on aircrafts 0009, 0010, 0011, 0012, and 0013.

In contrast, the GAO report stated:
"Although we have not determined the adverse effect or cost impact of the

problem, we believe that Mr. Durham's testimony is correct in describing the
magnitude of rejected parts identified at the flight line. This is substantiated
by another Lockheed report dated February 21, 1970, which shows that about
50,000 parts were required for airplanes-serials 0009 through 0016-after
their arrival at the flight line including 8,200 parts required to replace dam-
aged and unsuitable parts."

The chart referred to above by the GAO is shown in the Comptroller Gener-
al's own report on page 8-Therefore, why did he only refer to 2,481 discrep-
ancy reports?? At any rate, this chart dated February 21, 1970 does show a
total of 8,200 rejected parts (damaged or unsuitable parts accumulated on
ships 0009 through 0016). Simple arithmetic shows that 6,850 of these occurred
on aircrafts 0009 through 0013.

Getting back to the 2,481 DR figure referred to by the Comptroller General
-There is a very simple explanation which I am surprised he didn't mention
in his report.

As confirmed by the Comptroller General on page 15 of this report a total of
2,481 DR's were written on ships 0009, 0010, 0011, 0012 and 0013 at the flight
line. The Comptroller General also confirmed on page 8 in his report that the
number of DR's on the same aircraft totaled 6,850. The difference between the
two figures is 4,369.

6,850
-2,481

=4,369 difference
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This means that 4,369 of the recorded DR's occurred before the aircraftreached the flight line. Therefore both the Comptroller General and the GAOhave completely refuted Lockheeds statement (on page 15 of the ComptrollerGeneral's report) that both the Lockheed and the Air Force Quality AssurancePrograms were such that a damaged part might "occasionally" be overlookedduring manufacturing.
I wonder if the 8,200 DR count shown on Lockheeds own chart on page 8 ofthe Comptroller General's report is considered "occasional."
I also wonder if anyone can explain the inconsistant figures appearing onpages 8 and 15 in the Comptroller General's report?

EXHIBIT 19

Report of parts delivered for airplanes after their arrival at the flight lineand flight test areas.
This charge is not covered adequately in the Comptroller General's report.Therefore, I will cover it more thoroughly.
See pages 7, 8, and 9-Comptroller General's report.The GAO report shown on page 1428 in the official hearing records states inpart:
"Mr. Durham provided a report showing that as of January 23, 1970, about45,439 parts had been delivered to airplanes-serials 0009 through 0014-afterthey arrived at the flight line and flight test areas. The report shows that15,291 of these were missing parts and 5,294 were replacements for rejectedparts. We believe that this example is substantially correct and demonstratesthe magnitude of parts requirements and problems at the flight line. It is sup-ported by a report of February 21, 1970, provided by Lockheed officials whichshows that almost 50,000 parts were delivered of which 18,350 were missingparts and 8,200 were replacements for damaged or unsuitable parts."Under Lockheed comments on page 9, Lockheed stated that, there were someproblems at the start of the program. I wonder if 18,350 missing parts and8,200 rejected parts on aircrafts 0009 through 0016 at the flight line is consid-ered just "some problems at the start of the program ?"

EXHIBIT 23

Lockheed and Air Force Audits were ineffective.Since the Comptroller General's report praises Lockheeds audits I will coverthe subject thoroughly.
See page 42-Comptroller General's report.This charge as cited in the GAO report shown on page 1429 in the hearing

records is as follows:
"Mr. Durham testified that Lockheeds internal auditing system wasobviously ineffective or restrained. He indicated that advance notices of auditsprovided management the opportunity to conceal problems. He stated also thatAir Force personnel were negligent in allowing unsatisfactory conditions to

prevail."
The GAO report continues:
"We believe that Lockheed internal auditors were aware of the major prob-lems cited by Mr. Durham and reported them the management together withrecommendations for corrective action. These reports were given wide distribu-tion and were sent to corporate officers. Followup audits were made to evalu-ate corrective action. However, we noted that audit reports generally did notidentify the cost impact or effect of deficiencies noted and therefore, in ouropinion did not adequately demonstrate the need for corrective action. In addi-tion, we believe that Chattanooga plant operations were not audited frequentlyenough. We were told that only one audit was made."The GAO report is replete with other examples of ineffective Lockheed

auditing. Some examples are as follows:
Page 1409-middle of paragraph 5:"Although Lockheed internal auditors recommended corrective action inDecember, 1969, about the time when airplane serial 0014 was being moved tothe flight line, the problems continued in March 1970, when airplane serial

0023 was in final assembly."
Page 1409-paragraph 6 in part:"Although these problems were apparently of concern to management noneof the records provided to us-including internal audit reports-indicated thatthe resulting cost impact was ever measured."
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Page 1416-last paragraph:
"Although Lockheed internal audits identified many of the problems and the

need for corrective action, in our opinion the audit reports were not totally
effective because there was generally no identification of the cost impact or
adverse effect of the problems noted. This may have been omitted to avoid
embarrassing management."

Page 1422-last paragraph:
"As a result of Mr. Durham's charges, the Air Force Plant Representative

and his staff received some operations at the plant (Chattanooga). However,
we believe that the effect was incomplete and the report somewhat misleading
because the scope and depth of the review were limited. The report states that
a small group of personnel visited the plant during the afternoon of July 27,
1971, to review plant operations; especially purchasing, inventory control, and
actions regarding material discrepancy reports. Review of procurement was
limited to about 3 hours and, in our opinion, erroneously led the team to con-
clude that the procurement system was satisfactory."

In view of these findings and statements made by the GAO auditors who
investigated the situation it is difficult to determine how the Comptroller Gen-
eral or anyone else arrived at the conclusion reflected on page 42 of the Comp-
troller General's report, which states:

"In our opinion, the internal audit reports were an effective management
tool."

I would like to comment on the charge entitled unnecessary procurement of
parts covered on page 5 of the Comptroller General's report.

This was not submitted as one of the 23 major charges but was one of many
notes submitted as evidence. It was not covered by the GAO report.

The GAO findings appear to be valid with regard to this particular item.



1772

X ATHE ACQUISITION OF WEAPONS SYSTEMS

HEARINGS
BEFORE THE

SUBCOMMITTEE ON
PRIORITIES AND ECONOMY IN GOVERNMENT

OF TRE

JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

NINETY-SECOND CONGRESS
FIRST SESSION

AND

SECOND SESSION

PART 5

SEPTEMBER 28 AND 29,1971, AND MARCH 27,28, AND 29,1972

Printed for the use of the Joint Economic Committee

U.S. GOVERNMENT PRINTING OFFICE

WASHINGTON: 1972



1773

JOINT ECONOMIC COMMITTEE
(Created pursuant to see. 5(a) of Public Law 304, 79th Cong.)

WILLIAM PROXMIRE, Wisconsin, Chairman

WRIGHT PATMAN, Texas, Vice Chairnan

SENATE

JOHN SPARKMAN, Alabama
J. W. FULBRIGHT, Arkansas
ABRAHAM RIBICOFF, Connecticut
HUBERT H. HUMPHREY, Minnesota
LLOYD Ml. BENTSEN, Ja., Texas
JACOB K. JAVITS, New York
JACK MILLER, Iowa
CHARLES H. PERCY, Illinois
JAMES B. PEARSON, Kansas

HOUSE OF REPRESENTATIVES

RICHARD BOLLING, Missouri
HALE BOGGS, Louisiana
HENRY S. REUSS, Wisconsin
MARTHA W. GRIFFITHS, Michigan
WILLIAM S. MOORHEAD, Pennsylvania
WILLIAM B. WIDNALL, New Jersey
BARBER B. CONABLE, JR., New York
CLARENCE J. BROWN, Ohio
BEN B. BLACKBURN, Georgia

SUBCOMMITTEE ON PRIOBITIES AND ECONOMY IN GOVERNMENT

WILLIAM PROXMIRE, Wisconsin, Chairman

SENATE HOUSE OF REPRESENTATIVES

JOHN SPARKMAN, Alabama WRIGHT PATMAN, Texas
HUBERT H. HUMPHREY, Minnesota MARTHA W. GRIFFITHS, Michigan
CHARLES H. PERCY, Illinois WILLIAM S. MOORHEAD, Pennsylvania
JAMES B. PEARSON, Kansas BARBER B. CONABLE, JR., New York

CLARENCE J. BROWN, Ohio

JOHN R. STARK, Executive Director
LOUGHLIN F. MCHUGH, Senior Econonoist

Lrcy A. FALCONE
JoH. R. KARLIK

ECONOMISTS

Ross F. HAMACHEK
RICHARD F. KAUFMAN

JERRY J. JASINOWSKI

COURTENAT M. SLATEB

MINORITY

LESLIE J. BANDER GEORoE D. KRUMBHAAR, Jr. (Counsel) WALTER B. LAESSIO (Counsel)

(II)

95-328 0 - - pt. 6 - 11



1774

The engineer constantly seeks design improvements and would like
limitless time to perfect his invention. Tooling and fabrication per-
sonnel are impatient for the final design. Manufacturing, with jigs
and fixtures installed, presses fabrication and purchasing for parts
delivery. Production control monitors the receipt and dispersion of
parts. Flight test evaluates the finished product and may recommend
changes that challenge the flexibility and resourcefulness of all
branches back to preliminary design.

And quality assurance and inspection interject their requisites at
each step in the intricate process that transforms lines that are on
paper to living mechanisms.

Without disciplined disciplines and a willingness to relinquish indi-
vidual aims for the good of the whole, the process would falter and
finally fail. It must include a certain amount of flexibility. Each unit
in the complex organization must at times agree to compromise-not in
quality or safety, but in function-if that is the best way to get the job
done.

Every company is an entity. The elements within it are not. So the
company is run to satisfy its commitments, and separate elements that
combine to make it an entity must relegate themselves to roles in sup-
port of the company charter. Self-serving for the sake of self-service
weakens the ability of any industrial organization to serve its custom-
ers and honor the confidence shareholders place in it.

I have been in this aircraft business since 1936. And I am proud to
have been associated with the Lockheed Aircraft Corp. since January
1939; and the Lockheed-Georgia Co. since February 1951. I know of
no other company, or group of people, who could have met so well the
many challenges we faced in the past 5 years.

Thank you, sir.
Chairman PROXMIRE. Thank you, Mr. Poore.

EXAMPLES OF EXORBITANT PRICES

Mr. Durham, in exhibit 7 of your prepared statement you show
examples of exorbitant prices paid for material. Can you show us these
examples?

Mr. DUtTRIAM. Yes, sir.
On May 12, 1971, Lockheed received 14 pieces of sheet steel, size 2

inches by 2 inches, 0.035 thick, from Tull Metal, at a cost of $1.71 each,
or a total of $23.94. The official computer inquiry. Lockheed's com-
puter inquiry, showved 468 square feet available in Lockheed's Mari-
etta stores at slightly over 67 cents per square foot. Lockheed could
have obtained 1 square foot at its own stores for 67 cents instead of
paying Tull Metal $23.94.

Here, is a shop order, requisition, and a Lockheed computer sheet.
Another example: On May 2. 1971, Lockheed ordered 14 pieces of

sheet steel. size 2 by 2. 0.035 thick. the same size, for $1.38 each, a total
of $19.32. paid to Tull Metal. An official Lockheed computer sheet
showed 468 square feet again available in their Lockheed stores at 67
cents. the same cost.

So, obviously, they could have paid 67 cents instead of $19.32.
Chairman PROXM1RE. You sav that in both these cases the inventory

records show that there was plenty available when these additional
purchases were made?

(1307)
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Mr. DURHAM. Absolutely. And I have a copy of those records.
Chlairman 1PROxMIIIE. D)o vou have actual hardware samples to

show'?
Mr1. 1)rIIA-3. Yes, sir; I have some.
This piece of metal I show here was going to be throwvn out. And

in the process of trying to audit and find out what the problems were
and how to solve them. I found that for this piece of metal, 0.13 by
1.0 plate steel 4130. 4 inches lIong. Lockheed paid $10 to the General
Aerospace Aletals Corp.. I)ixie Mletals D)ivision.

(A photograph of the piece of metal referred to above follows:)
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I would like to comment on the two previous areas, with which I am
somewhlat fammmiliar.

(1308)
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was really due to lack of controls, failure to install proper manage-
ment systems and procedures and to have control over the business.
And this is just one example of many, I might say.

Chairman PROXM11tE. The examples you are giving represent very,
very small amounts of money, although they may be symptomatic of
an enormous cost.

Can you tell us why spending $10 in one case and $25 in another
would result in hundreds of thousands or perhaps millions of dollars
in excessive costs?

Mr. DURHAM. Well, for example, as I mentioned in my oral state-
ment, I have documentation that shows that Lockheed scrapped 421/2
tons of material, which was steel, primarily, that had rusted and cor-
roded beyond recognition. It was stacked in a backyard on racks com-
pletely out of control. It has been there so long that even the quality
control people and others that I contacted could not identify it as
being sale for usage on aircraft. As you probably know, aircraft parts
have to be made precisely. You have to be sure what type of material
it is; you can't guess, obviously. So, we scrapped the material. I have
the record. Forty-two and a half tons of steel.

(Photographs of above-stated conditions follow:)

FIGURE 1.-View of material racks containing titanium at over $20 per pound
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FIGURE 2.-Arnorplate still in crates, very expensive, rusting away according to
stripper; purchased several years ago; over $300 per sheet.

FIGURE 3.-Another view of armorplate with nibber facing rotted off.
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IFIGURE 5.-I'artial view of material racks. Typical out-of-control condition. Im-

possib)le to find anything except by searching or attempting to coiiib area.
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Mr. DURHAM. And a lot of that was material which was still in the
cut sizes that came from various vendors at one time or another.

Chairman PROXMIRE. What then would you estimate the value of
that to be or the cost?

Mr. DURHAM. It would have to be in the hundreds of thousands of
dollars.

However, Lockheed received from Siskin Steel a little over a thou-
sand dollars for the steel because by that time it was just rusted steel
being sold as scrap. And that type of thing just stuck in my craw.

Chairman PROXMIRE. Mr. Poore, do you want to comment on that?
Mr. POORE. This is something new that I have not heard of before,

Mr. Chairman. I will be glad to look into it and submit our findings
for the record, if you desire.

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

Lockheed did in fact sell 85,850 pounds of miscellaneous steel scrap, among
other material at the Chattanooga Plant, to Siskin Steel and Supply Company.
This transaction is documented on Lockheed MSO (Material Sales Order) No.
43873, dated 5--71. Sale price for this line item of scrap was $1,158.98.

It is Lockheed policy to sell scrap to the highest bidder on the basis of a
semi-annual competitive award. Siskin Steel and Supply Company submitted
the high bid for scrap for the 6-month period during which the aforementioned
activity transpired.

Included in this line of steel scrap was a large test fixture moved from
LIP (Lockheed Industrial Products) of Atlanta, Georgia, to the Chattanooga
Plant for possible use. Later this fixture was dispositioned for scrap at Chat-
tanooga since no use was evident This one item alone weighed 8 tons (16,000
pounds). Also included in this lot of scrap material was structural mono-rail
removed from LIP as well as redundant steel material resulting from cancella-
tion of Aerospace Ground Equipment orders originally ordered from Chattanooga
by the Air Force.

The scrap steel generated by both LIP and Chattanooga was rounded up during
the course of a routing clean-up effort. Dispositioning and sale of this material
was in accord with procedures approved both by the Company and the Air
Force.

Finally, it should be noted that none of the scrap material resulted from air
vehicle requirements. The sale of this amount of steel material was the result of
a Lockheed decision to dispose of otherwise unusable bits and pieces of fabri-
cated, partially fabricated and stock material. Although with no identifiable
need, most of the material had been held for varying periods of time in anticipa-
tion of a need.

Any implication that material disposed of in this transaction was procured
without justification, disposed of without due consideration to requirements or
that needed material was ineptly stored or handled is not correct.

Chairman PROXMIRE. On your exhibit 8, you state that you took sam-
ples of expensive tools left out and left to rust, Mr. Durham.

Can you show us examples of these?
Mr. DURHAM. Yes, exhibit 8.
I want to say here now that these tools I am going to show were

found in the backyard at Chattanooga. I personally found them rust-
ing in an old dirty, trashy waterfilled container. I pointed this out to
the plant manager because at the time I did not really have any juris-
diction over that portion of the business. Months later, the stuff was
still there. This is an example of it.

(A photograph of the tools referred to above follows:)
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Chairman PROXMIRE. $65 for that one bolt?
Mr. DURHAM. Yes, sir. And I have the requisition to prove it.
Chairman PROXMIRE. You say $65?
Mr. DURHAM. Yes, sir.
Chairman PROXMIRE. Mr. Poore, would you comment on that?
That seenms extraordinarily high.
Mr. POORE. I am afraid I can't comment on that. I don't know what

the bolt is, what material. I do not know whether it is titanium,
platinum, or just what it is.

Chairman PROXMIRE. Do your records indicate what the material is,
Mr. Durham?

Mr. DURHAM. No, sir, but it is a standard NAS bolt, standard air-
craft bolt.

Mr. POORE. I would be very happy to look into this and report back
to the committee in detail.

(The following information was subsequently supplied for the
record:)
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Chairman PROXMIIRE. How much was paid for that little spring?
Mr. DURHAM. $4.80 each.
Of course, they bought six of them. But, anyway. in my opinion, it

is not worth $4.80.
These are just good examples.
Chairman PROXMIRE. What is it worth?
Mr. DURIHAM. In my opinion. maybe a dollar.
And besides that. I believe vou can use commercial stuff for this.

too. Anyway. $4.80. to me, is a terribly exorbitant price.
You must bear in mind. sir. that these things, I am just showing

you, are examples of many.
On April 1, 1969, Lockheed purchased 240 bolts from the Dutch

Valley Supply Co. As of April 26. 1971, the parts were still in stock
with this requisition.

(A photograph of the bolt referred to above follows:)
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Mr. DtIRHAx. As I say, in each of these cases, I have the requisitions.
And Lockheed paid $2.40 for 240 of these or $576 total.

On October 10, 1969, approximately 2 months later, Lockheed paid
$2.95 apiece for 80 of the same identical bolts from the same vendor.
This time Lockheed paid $236 for 80 bolts. In other words, they paid
55 cents more per bolt approximately 2 months later, directly from
the vendor, for Chattanooga. This is the bolt right here. It is sort of along, slim job. But 55 cents difference in price 2 months later-

Chairman PROXHIRuF. Can you explain that kind of action, Mr. Poore,
why they would pay so much more over a period of time?

Mr. PooRE. Occasions like this, sir, could happen according to the
quality of bolts that you have got to buy. Now, if a vendor has to
pecial-make three or four bolts of that type, you are going to pay a

reasonably high price because of the set-up---tv
Chairman PRoxmiRE. What were the quantities, Mr. Durham?
Mr. PooRE. 'May I finish, please, sir?n
Chairman PROXMIRE. Yes, I beg your pardon.
Mr. POORE. If you wanted to compareu the costs of buying two or

three when you are in an emergency and need these things to that of
buying 2,000 or 3,000, there is a tremendous differential in price.
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Mr. Staats, let me conclude by saying at the end of your statement
you make some suggestions about where attention ought to be given to
follow up the staff study and complete the investigation. I think those
are excellent suggestions, and I would hope your office would act on
them promptly and report back to the subcommittee.

Can you give us an idea how long it will take?
Mr. STAATs. No, sir; I cannot. I would like also to say we would be

glad to do this, but in order to be able to do it, we must have an under-
standing with you that this report and the same draft report that has
been made available to Mr. Durham will also be made available to the
contractors and the Defense Department.

Chairman PROXmIRE. By all means.
Thank you again. This has been a most helpful hearing.
The subcommittee will reconvene its hearing tomorrow morning at

10 o'clock in this room.
(Whereupon, at 12:20 p.m., the subcommittee recessed, to reconvene

at 10 a.m., Tuesday, March 28,1972.)
(The following information was subsequently supplied for the

record by Chairman Proxmire:)
U.S. GENERAL ACCOUNTING OFFICE.

Washington, D.C., March 24.1972.
Hon. WILLIAM PBOXMIRE,
Chairman, Joint Economic Committee, Subcommittee on Priorities and Economyl

in Government, U.S. Congress.
DEAn MB. CHAIRMAN: Mr. Kaufman of your staff has requested a copy of the

draft of our proposed response to your letter of October 12 in which you re-
quested the GAO to investigate charges and verify the evidence presented to your
Committee by Mr. Henry M. Durham, a former employee of the Lockheed Cor-
poration, concerning alleged unsatisfactory management practices of the Lock-
heed-Georgia Company.

We had hoped that a response to your letter could be completed in advance of
the hearings scheduled to be held on Monday. March 27 (dealing with ship-
builders' claims and the allegations made by Mr. Durham. While we have received
a staff study from our Atlanta office, it appears that additional field work may be
required. Moreover, there has not been an opportunity for a review in the normal
manner within the GAO which would be required to fully evaluate the study be-
fore rendering it as a GAO report to your Committee.

The Comptroller General advises me that transmittal of the Atlanta staff study
to your staff is in accord with your wishes with the view to having it in your
hands prior to the hearings on Monday. Because of other high priority matters,
the Comptroller General has not been able to review the materials but will be
able to advise you Monday as to the status of the GAO report.

If for any reason you should wish to make the Atlanta staff study available pul)-
licly, we would appreciate your releasing a copy of this letter with it.

Sincerely,
R. W. GUTMANN, D irector.

Enclosure.

[Staff Study on testimony by, Mr. Henry M. Durham. concerning allegations of unsatisfac-tory management practices at the Lockheed-Georgia Co. Atlanta repisail oic.*el

EXHIxIT 1

ERRONEOUS AIRPLANE ASSEMBLY RECORDS CAUSED OUT-OF-STATION INSTALLATION OF
PARTS AND GENERATED EXIRONEOUS PARTS REQUIREMENTS

Mr. Durham testified that C-5 airplanes were moved to the flight line with
thousands of missing parts and assemblies-although assembly records showed
them to be complete except for a few engineering changes and other installations
normally planned at the flightline. He stated further that (1) assenil-la reenrib
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erroneously showed that other parts had not been installed, when in fact they
bad been, (2) substantial additional costs were incurred to identify, procure,
and transport the missing parts as their need became apparent, (3) parts had
been improperly removed without authorization after inspection, and (4) Lock-
heed maintained the subterfuge to appear to be on schedule and to receive prog-
ress payments from the Air Force, which allowed the unsatisfactory conditions
to prevail.

Regarding the missing parts problems, Lockheed advised the Joint Economic
Committee on October 7, 1971, that:

* * e * * * e

"Parts shortages, missing parts, and out-of-station work (installed later on in
the production process) are an inherent product of the environment of a con-
current development and production program in its early stages.

"These problems were recognized and acted upon by management independently
of Mr. Durham and prior to any suggestions by him. All of the conditions, relat-
ing to parts problems, were well known to Lockheed top management. Coordina-
tion meetings were held weekly for the purpose of reviewing production sched-
ules, changes, and parts availability to ensure that parts shortages were handled
properly. Bimonthly meetings were held between officials of the Lockheed-Georgia
Company and Corporate officials to bring additional management attention to
these conditions. In 19(8. 1969. and 1970 a series of special Saturday and Sunday
C-5 Program Review meetings, between Lockheed-Georgia and Corporate NMan-
agement, were held specifically to review the status of missing parts and out-of-
station work. Internal audits reflect continuing improvement in this area result.-
ing from constant management attention to the problem."

* * a* * * *

Except for Lockheed's indications that adequate corrective action was taken
in a timely manner, our review confirmed that the testimony and comments by
both parties were substantially correct and were supported by several miemoran-
dums from Mr. Durham and other Lockheed. personnel. minutes of special cor-
porate meetings, internal audit repoets, and replies from management to internal
auditors. The records provided to us by Lockheed officials do show mainagemiient's
awareness of the problems and necessarily demonstrate that significant problems
existed-largely as a result of inaccurate assembly records.

In our opinion, the reasons for inaccurate assembly records cannot be associ-
ated with other problems which may have been caused by the concurrent C-5
development and production program. Although Lockheed internal auditors rec-
ommended corrective action in December 1969, about the time whien airplane
serial 0014 was being moved to the flight line, the problems continued in March
1970, when airplane serial 0023 was in final assembly. An audit report of May
1970 identified unsatisfactory conditions on airplane serial 0019. but the next
scheduled audit covered airplane 0045 and the report of May 1971 stated that
adequate controls had been provided and performance was considered satis-
factory.

Although these problems were apparently of concern to management and were
considered inherent in the concurrent development and production prograna. none
of the records provided to us-including internal audit reports-indicates that
the resulting cost impact was ever measured. We doubt that the true cost impact
of the missing parts problems can now, in retrospect, be isolated because as-
sembly records were erroneous and fieenlse a great number of engineering changes
occurred. However, we will consider cost imnpact to the extent possible in our
continuing review as discussed under exhibit 4. We will also consider whether
corrective actions taken by Lockheed are currently effective.

Conce:aning Mlr. Durha ma prifessionally, Lockheed officials toldi us that lie wns
eoniiphtent a mi knoxvledgeaNle in reg,,rd to production control procedures and hail
a gof.il record of steady progress wivihin the company. The officials cautioned us
t'i;it none of their s.at(nients shonid h:e construed as indicating that Mr. Durham
u-as a disgruntdehl ex-enip!oyve. They hirovide:1 us file copies of most of Mr. Dur-
lih ills reports-thus showing that reiporls 'vwhicl he had sulimnitted to the Joint
E-onoiaic Committee oli missinz parts wvere valid downuinents preplired in the
ori(in irv course (if his einployinvifiU

We n',ted that neither the Air Foree nor the Defense Contract Audit Agency
(TWAAm specifically investigated by Mr. Durham's charges on the missing parts
prabjeii. Air Forve officials told us that the quality Assurance Divisi. mn of the
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Air Force Plant Representative's office tested Lockheed's records and reported
their findings, but did not retain records beyond one year. The DCAA had not
reviewed the accuracy of assembly records or conditions of missing parts-even
though Lockheed's internal audit reports were distributed to the audit agency.

In the testimony, Mr. Durham cited conditions of missing parts and inac-
curate assembly records in exhibits 1, 2, 4, 13, 14, 15, and 19-showing for
example that:

10,000 parts were delivered for airplane, serial 0008, but 4,000 parts were
later returned as not needed.

15,291 missing parts and 5.294 rejected parts were identified on airplanes-
serials 0009 through 0014-after their arrival at the flight line.

Assembly records indicated only 30 missing parts on airplane-serial 002'3.
liut an audit on its arrival at the flight line showed that 1,080 parts were
missing.

On October 13, 1969, Mr. Durham reported to the Production Control Division
Manager that about 1,000 missing parts requirements had been received against
airplane serial 0009 and were attributable to the following:

Number
Condition: of parti

M1lissing from aircraft-reported installed…------------------------- 6T5
Missing and reported as missing----------------------------------- 163
Removed/not reinstalled-no record------------------------------- 82
Not missing 'hut reported as missing------------------------------- 55
Not valid engineering requirements-------------------------------- 25

T o tal…---------------------------------------------------------- 1,000
As a result of a special corporate meeting held on October 25. 1969, to resolve

the continuing problems of missing parts and out-of-station installations, Mr.
1). J. Haughton, Chairman of the Board of Lockheed Aircraft Corporation. di-
reeted the establishmuent of a flight line data control center to coordinate and
reconcile aircraft assembly records and establish accura~te parts requirements.
On Noveinher 17, 1969, Mr. Durham recognized that the control center was
func'tional.

Oin Decemiber 31. 1969, Lockheed internal auditors reported that an unusually
large number of parts were missing from C-5 airplanes delivered to the flight
line, which had been reported as installed. The auditors recognized 'that proce-
dures did not require reconciliation of the various assembly records and visual
verification that operations were in fact performed. They concluded that there
was un assurance that all required parts would be installed aecording to 'the
manutacturing plan and that records wi-ould accurately show the work done.

In reply to the audit, Lockheed officials stated that the need to determine the
reasons for differences in the status of installed parts between the records and
the airplanes had been recognized. but because the assembly line had not become
stabilized. it had not been practical to start corrective actions until airplane,
serial 0014. reached the flight line on December 18. 1969. In addition. the Project
Inspector slated thait additional personnel would he assigned to take corrective
action and( that audits of records would be increased.

A subsequent internal audit report of February 16, 1970, covering airplane,
serial W013. identified that:

Parts shown as installed on production and inspection records had been
removed without authoriza'tion.

Parts were missing., from the airplane but were recorded as installed. Some
hald been verified by an inspector.

Parts wvere missing from some feeder plant land subcontractor assemblies
but were not reported as missing on assembly records.

Parts reported as missing were found to be installed.
The Februlary audit report stated that the quality, schedule. and cast of the

C-5 assembly operations were significantly affected because of inadequate ad-
ministrative eoitrols over nssembly work. In reply. the Director of Mamnufactur-
ing O(perations stated that eorrective action would be taken. with periodic audits.
to assure accurate documentation of work performed and feedback on deficiencies
noted.

During a special review meeting on February 21. 1970. the Director of MIann-
faeluring Control identified parts requirements, including missing parts. for air-
planes-serials 0009 through 0016-at the flight line as follows:
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Number of parts requirements caused by-

Discrepancy
Missing parts reports Other Total

Airplane serial:0009 - , 000 1, 500 4, 943 10, 4430010- 3,750 1, 300 4,692 9, 7420011 - 3,300 1,750 3, 915 8, 9650012 -3,000 1,300 2, 882 7, 1820013 -1, 750 1,000 2,414 5,1640014 -1,300 500 2,843 4,6430015- 650 450 875 1, 9750016 -600 400 875 1,875
Total -18, 350 8,200 23, 439 49, 989

Legend: Missing parts-Represents inconsistencies in the assembly records when reconciled at the flight line-someof which may have been installed as in a test on airplanes, serials 0009 and 0010, wherein 9 percent of the missing partshad been installed or were not needed. Discrepancy reports-Represents damaged or unsuitable parts replaced at theflight line. Other-Represents parts that were available but not installed, manufacturing change notices, and parts
shortages.

An internal audit report of March 13, 1970, reemphasized the earlier findinggs
that procedures did not require reconciliation of assembly records or visual verti-
fication of work performed. Other Lockheed reports showed that the missing
parts problems continued as followss:

During the period from March 0, 1970, to April 6. 1970, 893 missing parts
were reported for airplane, serial 0020; 1,038 for airplane, serial 0021; and
1,120 for airplane, serial 0022 at the final assemply area.

A report of March 16, 1970, showed that 1,084 parts were reported masiss-
ing from airplane. serial 0023, but had not been included on shortage lists.

A report of April 27, 1970, showed that a daily average of 257 parts re-
quirenments were processed as a direct result of missing parts in the final
assembly area.An internal audit report of May 28, 1970, stated that an investigation of

airplane, serial 0019, showed that the unsatisfactory conditions previously found
on airplane, serial 0013, still existed and continued to significantly effect the
quality, cost, and schedule of G-5 assembly operations. The Director of Manu-
facturirig Operations outlined corrective actions similar to those le had proposed
earlier in reply to the February 16, 1970, audit report He explained that air-
plane, serial 0019, was almost complete before the earlier corrective action hadbeen implemented and that there had not been sufficient time to experience
iuprovem ents.

As noted above, reports in March and April 1970 showed numerous missing
parts for airplanes-serials 0020, 0021, 0022, and 0023. However, the next in-
ternal audit was not made until over a year later, This audit covered airplane,
serial 0045, and the report, dated May 25, 1971, stated that adequate admin-
istrative controls had been provided for maintaining production and inspection
records and that perfornaance was satisfactory.

IMPROPER REMOVAL OF PARTS CONTRIBUTED TO THE MISSING PARTS PROBLEMS

Mr. Durham testified that thousands of parts were improperly removed after
being installed ard inspected. He said parts were removed without proper au-
thorization and were installed on other airplanes.

Our review cosffised that hMr. Durham's testimony was substantially ac-
curate. However, we were unable to determine the cost impact of improperly
rearroved parts. In addition to tre documentation provided by Mr. Durham, which
we believe supports his testimony, we obtained other Lockheed reports showing
that unauthorized resoval of parts Was a significant problem which was reported

-'to m anagement.
Mr. Durham provided a statement, written by a former Lockheed official, citingLockheed's inability to control the cannibalization of C-5 lan ding gear partsand other large asseumblies- during the flight test programn. The offiaial s aidh hnnnreds of parts were rem oved from new landing gears for installation on other

airplanes and that no records were kept of the items removed.
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M1r. Durham provided an example wherein another Lockheed official reported
in April 1970 that, as a result of an audit to determine if parts had been im-
properly removed from main landing gear assemblies for airplanes-serials
0033 through 00.36-26 parts had been removed.

We noted that Lockheed management was made aware of unauthorized re-movals by internal audit reports and other memorandums on the status of in-
vestigations of missing parts. Results of these investigations are as follows:

Number of
Number of parts im-

Date of report Airplane serials investigated properld Percentage

Oct. 13,1969- 0009 and 0010 160 13 8.7Dec. 19,1969 -0012 -160 12 7. 5Feb. 16,1970 - 0013 -124 12 9.7May 28,1970 -00i9 -63 31 49. 2

AIR FORCE PROGRESS PAYMENTS TO LOCKHEED WERE EXCESSIVE BECAUSE WORK WAS
INCOMPLETE AND WORK-IN-PROCESS OVERSTATED

Mr. Durham testified that Lockheed moved assemblies and aircraft on a pre-
scribed schedule, regardless of the state of completion, to receive credit and
progress payments for being on schedule.

Mr. Poore, Executive Vice-President, Lockheed-Georgia Company testified
that (1) payments to Lockheed were based on a percentage of costs incurred,
(2) the Air Force withheld funds from these payments for shortages of parts
and/or work on delivered aircraft, and (3) payments to Lockheed were care-
fully controlled and audited by the Air Force Plant Representative (AFPRO)
and the Defense Contract Audit Agency (DCAA).

Our review confirmed that Lockheed did have significant financial incentives
to move aircraft on schedule-in terms of avoiding up to $11 million in liquidated
damages and receiving over $75 million in additional payments representing
reimbursements of costs incurred for achieving certain schedule milestones. In
addition, the original contract clause limiting progress payments was not en-
forced, and as a result, Lockheed was paid about $400 million in advance of con-
tractual requirements. according to a February 1970 DCAA report of the
overpayment. Although the DCAA estimated that these overpayments would in-
crease the Air Force did not reduce progress payments as a result of the DCAA
report because it was not considered in the best interests of the Air Force. In
contrast, the Air Force subsequently made an additional $705 million available
through May 31. 1971. for progress payments to Lockheed. This was part of a
financial plan approved by the Secretary of the Air Force and the DOD Con-
tract Finance Committee to legally fund Lockheed. pending execution of the
proposed restructured contract.

The original contract provided for liquidated damages of $12.000 a day, up to
$11 million, for late delivery of the first 16 airplanes. Although Lockheed wasissued a notice of delinquency. the liquidated damages clause was not applied
and was deleted in converting the contract.

The original contract provided additional payments for achieving specific mile-
stones associated with initial tooling and completing certain steps of the test
program including making the first five aircraft available for the test program.
Although the contract provided for regular progress payments to Lockheed
primarily based on 90 percent of costs incurred, the additional payments of $75
million were for the net difference between (1) the proposed target billing price
for the milestone events and (2) the amount assumed to have been paid to date
in progress payments for the events-as determined by liquidation rates spec-
ified in the contract.

For example, Lockheed received an additional payment of $18 million for
initial tooling when the first C-5 reached a certain assembly line position. Be-
cause the target billing price specified for initial tooling was $99.3 million and
the contractual liquidation rate was 81.8 percent. it w as assumed that Lockheed
had already been paid 81.8 percent of $99.3 million. Thus. the additional pay-
ment represented 18.2 percent of $99.3 million or $18 million.
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Questions regarding the possibility or need of reducing progress payments
had been a matter of concern to the AFPRO since 1968. An AFPRO letter of
November 26, 1968, requested advice of the PCO on whether the contemplated
action to reduce the rate of progress payments should be pursued-taking into
consideration Lockheed's production and quality control difficulties, whether the
resulting demands for increased working capital could endanger Lockheed's
ability to continue performance, and whether the contemplated action would be
improper or tantamount to breach of contract. The C-5 System Program Office
(SPO) replied in December 1968 that reducing the rate of progress payments
would not be in the best interests of the Air Force at that time-but Lockheed
could be requested to provide information about adjustments to subcontractor's
progress payments rates.

On February 3, 1969, the AFPRO advised Lockheed that:
1. Consideration was being given to suspending progress, payments and

increasing the liquidation rate to 100 percent.
2. Cost and schedule studies lead to the conclusion that Lockheed has so

failed to make progress as to endanger performance of subject contract, the
unliquidated progress payments exceed the fair value of the work accom-
plished on the undelivered portion of the contract, and Lockheed was real-
izing less profit than the estimated profit used for establishing the liquida-
tion rate.

The APPRO position was reiterated to Lockheed by letter of May 27, 1969,
in which he also requested financial data on credit and projected cash require-
ments-for assessing in accordance with ASPR the effect of reducing progress
payments. Lockheed replied on June 18, 1969, that total performance would be
substantially in accordance with contractural requirements and that no change
in the progress payment was justified. On June 27, 1969, the AFPRO advised
ASD of Lockheed's position and requested ASD's review and guidance on the
matter. And on October 21, 1969, the Air Force Systems Command advised ASD
that when current negotiations were completed, the SPO and the AFPRO would
jointly establish the proper adjustment to progress payment and liquidation
rates-timely action would be taken to increase liquidation rates to assure that
unliquidated progress payments do not exceed the fair value of work accom-
plished on the undelivered portion of the contract.

On January 21, 1970, the AFPRO advised the C-5 SPO that the Resident
DCAA Auditor was in the process of taking formal exception to the methods
used by Lockheed in developing costs applicable to items delivered, invoiced, and
accepted for purposes of progress payments because Lockheed was not utilizing
cost estimates in consonance with its records and other reports and therefore
was deviating from the ASPR and progress payment instructions without proper
authorization. The AFPRO requested guidance as to whether Lockheed should
be permitted to continue using its methods.

On March 10, 1970, the DCAA advised the Controller of the Air Force that:
* e * * * * *

"Based on a further analysis of the contractor's progress payment requests, the
attached report indicates that current overpayments on Contract No. AF
33(657)-150-53 amount to about $400,000,000. This exceeds the entire net worth
of the Lockheed Aircraft Corporation as of December 29, 1968, as shown on its
published report to the stockholders. The overpayment condition results from
eAst overruns attributable to delivered items.

The report explains that the contractor has been computing the progress pay-
ment liujitation by using the contract price of the delivered items rather than
the experienced costs of delivered items, thereby inflating the costs eligibile
for progress payment.

The subject report reiterates the concern expressed in Report No. 118-10-0-
009 [December 12, 1969] over the contractor's financing problems. It is the audi-
tor-s opinion that, even if funds were provided to the contractor to the ceiling
price level, there is a strong possibility that financing problems would preclude
the contractor from delivering the total number of airplanes ordered."

AFPRO officials told us that:
1. Questions of excess progress payments had not been finalized.
2. Neither Headquarters ASD nor the AFPRO have any record of receiving

formal responses from higher headquarters to our inquiries and/or advice as
to action deemed appropriate in connection with the audit reports.
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3. Because of terms under the converted contract. it appears that the
auditor's questions are academic and no action appears necessary, appro-
priate, or permissable.

Thus, the Air Force did not reduce progress payments to Lockheed as a result
of the DCAA report of overpayments. We found that the Air Force, subsequent to
the report, made available through May 31, 1971, an additional $705 million for
progress payments to Lockheed. As stated above. this was part of a plan ap-
proved by the Secretary of the Air Force and the DOD Contract Finance Com-
mittee to legally fund Lockheed pending execution of the proposal restructured
contract. Effective May 31, 1971, the contract was converted to cost reimburse-
ment type and the limitation on payments clause was deleted.

These funds wvere made available by the following means:
Millions

Increased contract ceiling price due to interim repricing adjustments be-
cause of the exercise of run B option------------------------_ $300

Increased allowable incurred costs from 90 percent to 100 percent of the
ceiling price ------------------------------------------------------- 148

Increased ceiling price for provisionally ordered items. (spares and age) - 82
Ceiling price adjustments for abnormal flucuations in the economy______-143
Ceiling price adjustment for undefinitized change orders -___-__________ 32

Total made available for progress payments from Feb. 21, 1970, to
May 31, 1971 ------------------------------------------------- 705

We also noted that the AFPRO by letter dated January 26. 1970, admonished
Lockheed to review those subcontracts providing progress payments and to effect
adjustments when required to bring unliquidated payments in line with the
current positions of the subcontracts. AFPRO personnel stated that an audit
was not requested from DCAA concerning unliquidated payments to subcon-
tractors and no further follow-up was made by the AFPRO after the January
letter to Lockheed.

The DCAA Resident Auditor stated that an audit of the subcontractors' un-
liquidated progress payments in comparison with the value of the work in process
was not made because it would be a waste of audit effort since the Air Force
had not taken any action concerning overpayments to Lockheed onl the prime
contra ct.

In summary, we found that the allegation that Lockheed had received excess
progress payments, regardless of condition or schedule. to be correct. Lockheed
did receive excess progress payments of about $400 million due to understating
the value of the work completed and overstating the value of work in process.

We also found that the Air Force was aware of the excess progress payment
situation, but failed to act on it. In fact the Air Force made an additional $705
million available for progress payments to Lockheed. We also noted that the
same situation of excess progress payments may have existed with respect to
major subcontractors. but neither the DCAA nor the Air Force took action to
examine into the matter.

EXHIBIT 2

AIRCRAF`T CONDITION REPORT ON MISSING PARTS

Mr. Durham provided a report dated March 16. 1970. which describes the
inaccuracies of records of parts installed on airplanes being built and the nuin-
her of parts missing from airplanes upon their arrival at the final assembly
area.

We believe that the report is valid and provides an accurate description of
conditions. Lockheed officials provided us a copy of the same report. Our dis-
cussion of these conditions and problems is presented under exhibit 1.

EXHIBIT 3

OVERPROCUREMENT AND MIISUSE OF VALUTABLE SM. ALL PARTS

Concerning v;lluahle small parts (vSP), bolt-like fasteners maide Iniosniv of
titaniuim, Mlr. Durham testified that:

"Report shows that as of 'May 1. 1970, the Company Nvas facing a S30.00Ll.000i
cost overrun on VSP due to over-procurenient resulting front failure to conir l
parts in production areas and cribs-mostly production areas. The report shows
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that VSP cost per aircraft [should be] approximately $50.000. However, the
[actual] cost was exceeding $1,000,000 per ship.

This information was verified by the Coompany Industrial Engineer assigned
to * * * straighten out the mess * *

This was money straight down the drain, impossible to lie recovered. The best
the Company could ever hope to do would be to bring the east per aircraft back
down to what it was supposed to be ($560,000) at some point.

At the time I checked, Ships 0025 and 0026 were in final assembly and had
therefore received most of the VSP since 95 percent or more is installed above-
(or earlier than Final Assembly). For the sake of even figures, a $500,000 over-
rnn on 26 aircraft would be * * $13,000,0OX).

VSP was scattered on floors, tables, in boxes. heaps-all over the place. It was
being swept up and dumped. Finally, somebody caught on and started sending
it to the Lockheed Ventura Company to be sorted out at 6 cents per item.

The cost of VSP averaged 16 cents to $37.50 each according to [the industrial
engineer].

No one knew what or how much had been disbursed out to the shops.
Basically the reason for the over-run was not due to cost but to misuse and

failure to establish and maintain an adequate inventory accountability system."
Our review confirmed that Mr. Durham's testimony is substantially accurate.

Beginning early in 1968, Lockheed officials recognized that serious problems of
inventory and production control were causing overprocurement and high sur-
plus and scrappage rates for valuable small parts (V'SP) consisting almost
entirely of titanium fasteners. However, controls had not proved effective and
in February 1970 the company projected a $25 million overrun which was used
to justify a new data processing control system. In July 1970 the company deter-
mined that additional controls would save about $3.8 million.

At August 1970, after establishing the new control system, an overrun of about
$21.3 million was indicated based on total planned procurement of about $67 mil-
lion-at an average cost of about $807,000 for each airplane. In contrast, the
planned bill of materials cost of VSP for each airplane was $550,000. Lockheed
recognized that for airplanes produced initially, * SP costs totaled about $1.9
million each, due in part to design changes, but had decreased to about $350,000
for the 44th airplane.

We estimated that the current overrun at January 1972 will be about $10.4
million-based on the most recent, available company projection in July 1971
that procurement of titanium fasteners will total about $36 million at an average
cost of about $674,800 for 81 airplanes and 2 test articles.

Although we did not verify current costs, we believe that the apparent reduc-
tion of the overrun is due to increased inventory and production controls and to
significant use of substitute steel and aluminum fasteners which were substan-
tially cheaper. The quantity of titanium fasteners used on each airplane was de-
creased from about 1,100,000 to 900,000-an 18 percent reduction in quantity and
cost.

Earlier in the program, to help reduce aircraft weight, Lockheed had increased
it usage of titanium fasteners, at substantially higher costs, to the extent that
1,100,000 of the 2,000,000 fasteners in the aircraft were titanium. Lockheed had
been so concerned about weight that it ordered titanium fasteners with length
increments of 1/32 inch rather than the standard 1/16 inch. However, according
to one Lockheed official, much of the emphasis on weight reduction was curtailed
after the Air Force insisted on installing a 300 pound work platform in each C-5A.

We determined that VSP valued at about $1.9 million has been declared surplus
as of January 1972. Of this, fasteners valued at $1.3 million were recently sold for
$2,800 even though Lockheed had previously advised the Air Force that the
fasteners were commercial catalog items. Presumably. if these fasteners were
catalog items they could have been returned to the vendors or sold to other users.

According to Lockheed officials, internal audit reports, and other documentation,
overprocurement of fasteners was due to the following fateors:

1. Procurement was initially based on forecasts rather than specific engineering
requirements which could not be identified because manufacturing tolerances
could not be precisely controlled. As a result, an excessive range of fastener
lengths was procured to assure the availability of correct fastener lengths.
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An internal audit report of February 1968 stated that because VSP require-ments had not been stabilized, some purchases based on advance requirements
may not be used and VSP on hand which cost $408,000 was excess. The reportalso showved that VSP requirements for each airplane had not been reconciled
between engineering and manufacturing personnel. However, the auditors con-eluded that actions which resulted in the above were necessary at the time.

2. According to an internal audit report of September 1969, adequate con-trols had not been provided over the disbursement, handling, and usage of fasten-ers. Excess quantities were held by production personnel, mishandling was wide-spread, and usage appeared too high. Inactive VSP valued at $1.5 million wasidentified and controls were recommended to assure its use. Excess VSP valuedat $500,000 was identified.
3. In reply to the September 1969 audit the Director of Manufacturing Opera-tions stated in August 1970 that initial plans were to control VSP usage based onengineering requirements, but because of the high rate of changes the paperworkcould not be processed. He said the then current system based on physical countsinvolved a considerable amount of record keeping and was difficult to maintain.He said that the failure to process the high rate of changes, coupled with dis-crepancies in original parts counts, resulted in erroneous requirements data andimproper procurement. He said that inventory controls were unsatisfactory be-cause control of VSP was lost after disbursement and that significant amounts ofVSP were continually recycled through the system for cleaning and sorting byanother company.
The Director advised that $872,000 of the $1,500,000 VSP identified earliercould not be used and would he surplused.
4. An official told us that initially many workers were mechanically inept andwasted vsr. The small fasteners were easily dropped and at times the productionfloor wvas covered with them. Because the fasteners cost from $16 to $35.00 each,they were collected and sent to a subcontractor for cleaning and sorting.
The initial purchase order wvas issued in July 1968 and provided for this serviceat $6 a pound. Although this rate was changed and is now $.0575 for each fasten-er, Lockheed paid about $906,000 through December 1971 for cleaning and sorting52,410 pounds from which Lockheed recovered 43.667 pounds of VSP; 1,334pounds of miscellaneous small parts; and 6,047 pounds of scrap.
In reply to the September 1969 audit report, the Director of Manufacturing

Operations stated that to avoid a serious loss, a pilot system based on usage wasdeveloped. All crib transactions were to be recorded by charge cards and key-punched to accumulate usage and procurement data. However, an internal auditreport dated December 1970, showed that inventory reports were erroneous andthat excessive procurement was still possible. To correct this deficiency the Di-rector of Manufacturing Operations stated that physical inventories would bemade more frequently.
We noted in a report dated January 19. 1970. by the Contract Management Divi-sion of the Air Force Systems Command that the Air Force had found significantproblems in Lockheed's procurement of titanium fasteners. including possible

price fixing. The report concluded that Lockheed and the Air Force Plant Repre-sentative should aggressively pursue the problems. Lockheed officials agreed. Howv-ever, the Air Force Plant Representatives has not determined whether correctiveaction was taken.
The report questioned (1) whether Lockheed could have considered procure-mnent from unlicensed vendors. holding them liarmle s from patent infringement

liability-since the patents had not been contested and were of doubtful validityand (2) whether Lockheed obtained adequate price competition-since vendor'squotes were sometimes identical to the fifth decimal place for the same quantities
and since Lockheed had not established that the fasteners were commercial, cata-log items sold in substantial quantities to the general public.

In summary, Lockheed did project overprocurement of VSP-as Mr. Durhamtestified-due to unsatisfactory inventory and production controls. Moreover.Lockheed's inability to control manufacturing tolerances and to determine
specific engineering requirements for VSP led to procurement based on forecastsrather than known needs and ultimately to procurement based on usage rates.
Subsequently, inaccurate inventory records and misuse of fasteners by produe-tion personnel led to inaccurate usage rates and procurement, which generatedsurplus quantities of VSP to be sold as scrap.

Although Lockheed internal audits identified many of the problems and theneed for corrective action, in our opinion the audit reports were not totally ef-
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fective because there was generally no identification of the cost impact or adverse
effect of the problems noted. This may have been omitted to avoid embarrassing
management.

We -also noted that the DCAA had not reviewed Mr. Durham's charges con-
cerning VSP and had not previously reviewed inventory and production controls
over VSP-even though the pertinent Lockheed audit reports were distributed
to the DCAA.

Air Force Plant Representative offlicals did not investigate 'Mr. Durham's
charges or determine whether corrective action was taken on procurement prob-
lemns identified by the Air Force report.

EXHIBIT 4

REPORT OF MISSING PARTS, ERRONEOUS ASSEMBLY BECORDS, AND DUPLICATE PARTS
ISSUES

Mr. Durham provided reports citing examples of erroneous airplane assembly
records and the resulting adverse effects in terms of missing parts and duplicate
issues of parts already installed. The reports cite unnecessary reprocurement
actions resulting from erroneous parts requirements which were generated by
erroneous assembly records.

Our discussion of erroneous assembly records and missing parts is presented
under exhibit 1. However, the review of Lockheed's procurement, use, and disposi-
tion of parts and part kits is expected to require a major effort to identify the
extent of unnecessary. duplicate procurement. Accordingly. we will consider this
aspect In our continuing review of the management of parts and parts kits. Por-
tions of Mr. Durham's testimony concerning unnecessary reprocurement, result-
ing from various causes, are included also under exhibits 5, 6, 14, 17, and 18.
Becaunse of their significance, these factors will be considered in greater detail
in our continuing review.

EXHIBIT 5

UNNECESSArY, DUPLICATE PROCURENIENT AND MULTIPLE ISSUES OF PARTS CAUSED BY
LACK OF PARTS INvENTORY CONTROL

Mr. Durhamu provided a report showving an example wherein parts to be in-
stalled were lost and caused unnecessary, duplicate procurement and delivery
of replacement parts. Inventory control over parts was lost. Unnecessary pro-
curement resulted also because duplicate orders were issued for replacement of
damaged parts.

Because wve expect that a major audit effort is required, review of this aspect
of Mr. Durham's testimony will be considered in our continuing review-as dis-
cussed under exhibit 4.

EXHIBIT c

UNNECESSARY SHIPMENT OF PART KITS TO PALMDALE, CALIF.

Mr. Durham testified that because of poor planning, parts were assembled
into kits and shipped to the field at great expense but. were not needed-or were
incomplete and could not be fully utilized. Control over kits and parts in the
field wvas ineffective.

Mr. Durhaim's testimony is partially substantiated by a Lockheed report of
April 28. 1970, provided to us by Lockheed officials. The report shows that
nmunmerous part kits were being returned from the Palndale plant to the Marietta
plant for restocking and future use. The report shoNvs that these kits were not
part of the C-5A modification program planned at Palmdale and therefore were
not used. We did not determine the reasons for their initial shipment to I'alm-

Hoale However, we intend to review the utilization of parts and part kits as
discussed uinder exhibit 4.

EXHIBIT 7
PROCUREMENT ABUSES AT THE CHATTANOOGA PLANT

In describing procurement abuses at the Chattanooga plant, Mr. Durham
testified that:

* * e * * * *
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"I will show examples of exorbitant prices paid to vendors for material when
the same material was available in Lockheed stores [at the Marietta plant] for
a fraction of the price paid to the vendors.

The practice * * * persisted despite repeated complaints on my part. Finally,
a strong letter stopped it temporarily."

* * * * * 4*
We determined that Mr. Durham's testimony and evidence were substantially

accurate and valid. We obtained additional evidence that significant percentages
of material and other items were procured from vendors although the items were
available at substantially less cost through the Marietta plant stores inventory.

These outside purchases were contrary to Lockheed-Georgia Company instruc-
tions issued in April 1970, reemphasized in March 1971, which stated that there
was no excuse for ordering material from outside sources and spending company
funds when identical assets were available in Lockheed storerooms. We also
determined that material was frequently purchased on the basis of one item on
each order form, thereby unnecessarily incurring the vendor's minimum charge
for each order. Moreover, material and parts were ordered without knowledge of
stock on hand at the Chattanooga plant and without knowledge of cost-because
neither perpetual inventory records nor price lists were maintained. Conse-
quently, billing prices were not verified-even though this deficiency was
diselosed.

Although we could not determine the total adverse effect or dollar Impact
resulting from these procurement practices, we did expand the review beyond the
scope afforded by Mr. Durham's examples to establish that a pattern existed.

A procurement official at Chattanooga verified that examples and documenta-
tion provided by Mr. Durham were valid and showed that items purchased from
vendors were available at lesser cost from the Marietta storeroom. Our analysis
of his 20 examples showed that the vendors charged $1.516 or more than 3 times
the cost that would have been incurred if the items had been obtained from
Marietta stores.

Our expanded review of purchases from several vendors, during sample periods,
showed that about 9 percent of the miscellaneous parts purchased from two
vendors were available through the Marietta procurement system at 62 percent
savings and 16 percent of material items purchased from another vendor were
available at 77 percent savings. For example, vendors were paid $1,633 versus
the Marietta cost of $622 for zMiscellaneous small parts and $500 versus the
Marietta cost of $115 for material items.

We determined that during a 3-month sample period in 1971. 217 or 44 percent
of 489 orders for material incurred the vendor's minimum order charge of $5 ($4
prior to April 3, 1971) which could have been avoided or minimized by combining
the orders and processing fewer order forms. A former procurement official told
us that although he began to combine orders, he was forbidden to continue be-
cause management said material receipts were more easily controlled if ordered
separately.

Considering the confused state of the material, purchased parts, and iniscel-
laneous small parts inventories and the lack of controls, which are discussed in
exhibits 10 and 1f, it is understandable that material receipts could be con-
trolled better by ordering one line item on one requisition. We noted many
examples wherein the same materials with the same dimensions were ordered
separately on the same day-sometimes on consecutively numbered forms. Mini-
mum charges were also incurred on some examples cited by M3r. Durham wherein
the items were already available in the Marietta storeroom.

'The Chattanooga procurement supervisor told us that procurement personnel
must not have checked the Marietta.stores catalog adequately before ordering

anrt-s from vendors. He also told us that Lockheed's costs for cutting material
froni storps would be so high that the vendor's price would be cheaper because
the vendor warehoused, cut, and shipped the material. We believe that this
position is elearly unrealistic because it negates the earlier Lockheed instrue-
tions: it dnoes not consider the effect of minimum vendor charges, and does not
roevogize that daily delivery service was provided routinely between the two
Lockheed plants. Moreover, because of the lack of catalogs and price lists, the
official could not have made adequate cost comparisons. He told us that the
vendors wrote in the prices on almost all orders for material and miscellaneous
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small parts aud that Chattanooga procurement personnel did not verify these
prices.

In contrast to our findings, the Air Force Plant Representative and his staff
concluded after a 3-hour review in July 1971 that the Chattanooga "procure-
inent system was satisfactory" and that "All items of purchased parts or raw
material for manufacture are purchased by the Materiel Branch at Marietta."

UNNECESSARY PROCUREMENT OF' MAINTENANCE NUTS AND BOLTS

As an example of procurement abuses at the Chattanooga plant, Mr. Durham
testified that:

"A salesman from one company would come to the Plant, look in the bins and
supply whatever he thought was needed. The problem is that he supplied far
more expensive parts than were needed and as many as he thought he could get
in the bins. For example, he sold Lockheed steel high-tensile bolts, plated bolts.
etc., when plain old common stove bolts would do. No one in management ques-
tioned anything and went right on paying the bill. No bids were taken. A check
showed that a * * * regular hardware supply company could supply parts much
cheaper. A real peculiar situation developed when this same salesman changed
companies. The bolt account went with him. This is highly irregular. Lockheed
is supposed to obtain parts by bid from companies-not individuals."

Our review confirmed that this charge was substantially accurate. We deter-
mined that, for ordinary plant maintenance purposes, Lockheed purchased the
highest possible strength nuts and bolts-exceeding high aircraft specifications-
at a cost of about $36,000 over a 5-year period from 1966 through 1970. These
purchases were made without competition. Although the salesman apparently
flimfiammed both Lockheed and his employer. by establishing his own company
and proceeding to represent both companies simultaneously, Lockheed issued
each purchase order and renewed them on the basis that the items were normally
available from only one source.

We determined that the company could have saved about $30,400 or 84.5 percent
of costs by purchasing lowver grade items from other vendors. As a result of a
Lockheed study of this matter in December 1970, the company began purchasing
its needs from another vendor in 1971. Lockheed also issued this purchase order
on the basis that the items were normally available from only one source. How-
ever, we determined that about 64 percent of the items included in the study were
normally stocked at the Marietta plant and that the new vendor's prices were
about 33 percent higher. We noted that Chattanooga plant officials had been di-
rected to maximize use of the cheaper Marietta stock and that delivery trucks
provided daily service between the plants.

A Chattanooga official told us that a Marietta plant official initially introduced
the salesman as representing the selected company. The officials said that in 1969
the salesman began representing another company. We determined that he was
fired in July 1970 by one company for simultaneously representing both com-
panies and that he is currently president of the other company.

Annual purchases from both companies ranged from about $4,700 in 1966 to
$9,500 in 1969, but decreased to $1,400 in 1971. Purchases from the new vendor
selected in 1971 totaled only about $1,200 during the year. Thus, annual purchases
of maintenance items decreased substantially in 1971 because of decreased re-
quirements and lower prices.

Because they had no vendor catalogs or price lists at the Chattanooga plant
until early 1971, procurement officials there were unable to determine that the
prices were reasonable. Moreover, invoiced unit prices of items received could not
be verified. Procurement officials said that they relied on the manager of mainite-
nance and general plant service to order whatever was necessa my.

The maintenance manager told us that although he did not have a priee list
either, he knew the higher grade items were more expensive. He said that he.
rather than the salesman. was responsible for ordering maintenance nuts and
bolts, including determining the quality and quantity needed. He said that he
could not explain why he bought a range of high quality items without adequate
cost comparisons.
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EXHIBIT 8

WASTE OF TOOLS AND EQUIPMENT AT THE CHATTANOOGA PLANT

Mr. Durham testified that:
"Standard tools of Chattanooga were completely out of control. (Standard

tools consist of such items as drills, carbide cutters. bits, etc.) Many are veryexpensive. Incredible as it seems, there was no checkout control system or anyeffective controls. No one knew where anything was or who checked it out Thetool engineers in charge of security told me that $250 to $300 a week was beingspent to replace pilfered or lost standard tools. He said this was a conservativefigure. I found perfectly good tools rusting away in the back yard * * *.Example: Rusty drills found in an old water-soaked cabinet thrown out inthe back yard. They were Immersed in water and ice when I found them. SinceI had no jurisdiction over tools. I immediately pointed the condition out tothe plant manager in person. Six months later, they were still there, along with
other costly equipment and material-rusting away.

* ** * * S
A control system for tools still had not been established by May of this year

(1971)."
Our review confirmed that Mr. Durham's testimony is substantially accurate.We found that his evidence-a written statement'by a tool engineer and examplesof rusty drill bits-are valid. We obtained additional evidence that significantquantities of tools were lost or stolen due to the laxity of general plant security

and the absence of specific controls over standard tools.
Although we note that the company spent a monthly average of about $12.000to replace standard tools, from May 1970 through May 1971, we could not deter-mine the cost of losses as opposed to valid replacements because of the lack ofrecords. There were no systems to control and record the inventory and Issuesof standard tools-except that there was a check out system for some items suchas precision gauges and micrometers. Even so, 111 gauges valued as $3,614 have

been lost since 1966.
The only estimate of losses we could obtain was in a written statement pro-vided to Mr. Durham by the engineer responsible for procurement and handling

of standard tools and plant security. He stated that:
* . * * - * * S

"There was no check out control of cutting tools to the production areas andregularly small but expensive tools have been reported issued and lost in theshop. It is a fair estimate that between $500 and $400 a week would be savedusing some sort of locator control issue system. Security is so loose that companyequipment can he taken almost at will with the inability of the management to
know the amount of loss."

* *" * * * e *
In May 1970 the Chattanooga plant manager recognized that equipment andmaterial were being stolen due to the lack of seeurity and recommended in-stalling a closed circuit television system at a cost of about $4.400, completingthe surrounding fence. and increasing effectiveness of the guards. Except for

the fence. his plan was not approved.
Plant officials and former employees told us that some of the items stolen werean air eomnressor. electric motor, power saw. several paint spray guns. socketwrenches. tires intended for C-5A ground support equipment, a micro-wave oven,

a dollir hill ehange machine. and a 200-pound tool box.
In Mlay 1970 the plant manager recognized the need to regain a favorable stand-a.ri tool Mirdget position and eliminate accumulation of tools in stock-including

drill bits in need of grinding. He directed taking a complete inventory to bettercontrol and nsp tools in stock and monitoring the budget and procurement actions.In October 1970 the tool engineer recognized that costs of supplying standardtools and related equipment was rising. He pronosed an inexpensive system to9ontrol issles of standard tools based nrimnrily on use of numbered tags to iden-tifv the workerq charged. In July 1971 the tool engineer again stressed the needfor a complete inventory of standard tools as an essential task to identify and
remove obsolete tools.

We de(terminel in January 1972 that there were no systems to control andreeor-d the inventory and issues of standard tools nor were there any records of
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losses. Plant officials told us that issue controls had not been established because
the costs of controls would exceed the cost of lost tools. However, the tool engi-
neer told us that the costs of controls would be minor and that only the cost of
identification tags for each worker need be considered.

We believe that as a result of the lack of inventory and issue controls, obsolete
and excess standard tools were generated. An Air Force report of August 1971
showed that tools on hand were excess to reasonable requirements and that a
large quantity of tools from another Lockheed company had been put in stock.
but some had not been used. The tool engineer told us that as a result of the
Air Force review about 2 tons of standard tools were scrapped.

In regard to Mr. Durham's exhibit of drill bits which he found rusting in the
plant yard, Lockheed officials told us and the subcommittee that only about half
a shoe box of drills was found. They said the drills were in a cabinet of a fixture
transferred in from another Lockheed company and stored in the back yard.
However, an employee and a former employee told us that they observed sub-
stantially more drill bits and other cutters. These conflicting statements could
not be verifled because of the lack of records.

EXHIBIT 9

INADEQUATE CONTROL OVER MATERIAL AT THE CHATTANOOGA PLANT

In describing the lack of control over material. Mr. Durham testified that:
"Material (raw stock such as extrusion, bar steel, sheet metal, aluminum stock.

etc.) was completely out bf control * * *. No one knew where anything was.
including expensive castings and forgings. Material * * [was] being ordered
every day when it was actually. available if anybody had known it or knew
where it was. Old scrapped material. new material, old rusty pipes, maintenance
equipment, rubber goods, dirt, wood, trash, and other debris were all heaped
together. Expensive castings and forgings were piled in old, rusty, water-fi!led
barrels or buried in the muck.

*g * * * * * *

* 0 * I did manage to get this [scrap] cleaned up by dumping 422. tons
(a matter of record) of old material which had rusted and corroded beyond
recognition. This enabled us to sort out what was left and get it under control.
I established a catalog control system and set it into motion."

* * e e * ' * *
Our review confirmed that Mr. Durham's testimony is substantially accurate

and his evidence. valid. We obtained additional evidence that a substantial but
indeterminate amount of surplus and scrap raw material, finished parts. tools.
equipment, and miscellaneous small parts had been accumulated as a result of
production waste, canceled Air Force orders. transfers from another Lockheed
plant to the Chattanooga plant without a. foreseeable need, and ineffective
management controls. However, we were, unable to determine the amount
attributable to ineffective management because there were no perpetual inventory
records of regular stock and no inventory records or other descriptive records
of the surplus and scrap on hand at the time.

In a memorandum for distribution dated Septeibber 1970. the Chattanooga
plant manager stated that the accountability and handling of material was out
of control. He stated that there were plans underway to install control systems
and directed that in the meantime the indiscriminate ordering of material must
cease. According to Mr. Durham's memorandum of March 22. 1971. approved by
the plant manager, the purging and sorting of raw stock material was in process
to provide an accurate determination of available material and a basis for
inventory control and material handling.

As a result of Mr. Durham's efforts. much of the surlvus and scrap w.s sorted.
identified. and sold as scrap or stored properly in 32 large plywood boxess which
he had built. About 603.500 pounds of material, equipment. and other items
were sold as scrap for about $37,400 between June 1. 1970. and July 14. 1971.
OIther materiar and parts valued at about $77.000 were set aside for transfer to
the Department of Health, Education, and Welf-are. About 1.200 line ireiqS rf
miscellaneous small parts were transferred to the Marietta plant. Mr. Durham
initiated a system to control and locate the stored surulus and another yvstem to
eliminate the practice by which production personnel could easily and without
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proper authorizing documents obtain replacements for material and parts lost
in the shops or damaged.

Plant officials told us that excess parts and material had been accumulated
inside the plant and In the yard. Several officials, employees, and former
employees confirmed that the plant yard had been substantially covered with
surplus and scrap items, much of which was unidentifiable.

One former employee told us that it was difficult to drive a forklift In the
yard because it was so completely filled with junk, excess raw materials, titanium
stock, test fixtures, electric motors, caster wheels, castings, forgings, lathes,
and other miscellaneous items. He said the rain and weather had corroded or
damaged some of the items, including partial frames for C-5 Aerial Delivery
System Trailers, which had collected water and burst in freezing weather. An
Air Force inspection in July 1971 showed that a considerable number of these
frames were still stored outside and unprotected. However, we observed In Jan-
uary 1972 that they had been moved inside the plant.

Another former employee generally confirmed the condition of surplus/excess
material and told us that titanium stock valued at about $30,000 could not be
used because the related certification papers were not available. The Manufac-
turing Services Department Manager told us that the titanium was scrapped be-
cause it was excess due to engineering changes and its content could not be
determined due to lack of certification papers.

Although there were no records describing the 42'A tons cited by Mr. Durham,
plant officials told us that the sale Included unidentifiable raw materials, tools,
and production scrap. On October 7, 1971, Lockheed advised the subcommittee
that as a result of closing a facility in Atlanta, Georgia, considerable stock and
equipment was transferred to the Chattanooga plant including a large 8-ton
test fixture, a structural monorail, scrap steel, several metal cabinets, and metal
work benches. Lockheed stated that these items could not be used at Chattanooga
and were stored outside. Lockheed stated that the 421/2 tons of scrap were sold
in May 1971 for $1,159.

We observed and photographed the excess parts and material stored in plywood
boxes and in the yard. The excess included miscellaneous small parts; purchased
parts for production of missile dollies; frames and tires for C-5 Aerial Delivery
System Trailers; extrusions, raw stock, finished parts, castings, and forgings for
C-5 loading docks; casters for C-S engine maintenance platforms; and various
forgings, castings, standard tools, project tools, and shop aids for producing C-5
and other aircraft parts and ground support equipment.

Because of the lack of records, we could not determine the adverse effect or
dollar impact of Inadequate control over this material and other items, In terms
of deterioration of the items on hand and unnecessary, duplicate procurement of
items already available. Neither could Lockheed management. Moreover, siace
acquisition of the Chattanooga plant in February 1966, the plant operations were
internally audited only once. The internal audit report of May 9, 1967, disclosed
no major deficiencies. It stated that there was no accumulation of excess material
and that controls were adequate over material and parts inventories, tools, pro-
curement, and production control.

We believe that significant losses occurred unnecessarily during ensuing
operations because, as recognized by the Chattanooga plant manager, manage-
ment lost control over the procurement, accountability. and handling of material.
New materials were ordered indiscriminately according to the plant manager.
Materials and parts were ordered without regard to stock on hand according
to the procurement supervisor. A former procurement official confirmed this and
told us that material and parts were routinely ordered to cover material lost
in the shops and to replace mutilated material. One former production worker
told us that workers could easily obtain replacement parts and material by getting
it from the open-crib storage areas or having it ordered by procurement officials
without having to furnish documentation.

Mir. Durham helped establish a closed-crib storage system and issued in-
structions with the plant manager's approval to provide documentation and con-
trol over replacement for lost and damaged material, However, management
did not establish inventory control over raw stock and purchased parts.

As a result of Mr. Durham's charges, the Air Force Plant Representative and
his staff reviewed some operations at the plant. However, we believe that the
effort was incomplete and the report somewhat misleading because the scope
and depth of review were limited. The report states that a small group of per-
sonnel visited the plant during the afternoon of July 27. 1971, to review plant
operations, especially purchasing, inventory control, and actions regarding mate-.
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rial discrepancy reports. Review of procurement was limited to about 3 hours
and, in our opinion, erroneously led the team to conclude that the procurement
system was satisfactory. Although no specific corrective actions were recom-
mended, the report confirmed or stated that:

1. In February 1971, Mr. Durham demonstrated that only 813 line items
of miscellaneous small parts were needed although 4,894 line items had been
accumulated, but then current policy did not require reporting these to the
Marietta plant for possible use. Subsequently, about 1,200 line items were
sent to Marietta. The excess items were due to AGE cancellations and trans-
fer of inventory from Lockheed Industrial Products Company.

2. Due to canceled orders, only half of the parts currently stocked were
needed.

3. A considerable number of trailer chassis were excess due to canceled
orders, but they were stored unprotected.

4. Nearly all material, castings, and forgings stored outside were left
over from canceled Air Force orders.

5. Because entire lots of parts were produced with the same defects in
each part, it is obvious that first-piece inspections were inadequate to assure
correct machine set-ups.

6. Tools were on hand in excess of any reasonable requirement and had
not been used in some time.

As of August 1971, Lockheed planned corrective action to identify, use, or
dispose of the excesses, however, much of this material, parts, and other items
remained at the plant as of January 1972, as discussed earlier. During our review
Lockheed announced plans to sell the Chattanooga plant. No details were dis-
closed concerning disposition of excess materials and parts.

EXHIBIT 10

QUESTIONABLE PROCUREMENT PRACTICES DUE TO LACK OF PARTS CONTROL AT THE
CHATTANOOGA PLANT

Mr. Durham testified that ineffective management and control over purchased
parts and miscellaneous small parts resulted in unnecessary, duplicate procure-
ment because the availability of parts on hand was not determined or controlled.
He also cited in this exhibit examples of small parts purchased at excessive
prices, which we discussed in exhibit 7.

Our review confirmed that Mr. Durham's testimony is substantially accurate.
We obtained evidence that parts and material were ordered at the Chattanooga
plant without knowledge of their cost, quantities in inventory, and justifiable
need. Physical counts of Inventories, to support procurement action. would have
been difficult in our opinion because there were no inventory records, the stock-
rooms were open-cribs with parts and material scattered about, and usable
parts were not cross-referenced to part number changes and substitute part
numbers. Additionally, the carelessness of production workers resulted in Un-
necessary losses of and damages to parts and material being worked in process.
Inadequate inspections resulted in entire lots of parts produced with the same
defect as the result of incorrect machine settings. Procurement of replacements,
without documenting losses and damages, was routine. These factors are dis-
cussed in greater detail in exhibits 7, 9. and 11.

Although we could not determine the extent of unnecessary procurement-
because of the absence of controls and inventory records-plant officials and
former employees told us that unnecessary procurements resulted from the
factors cited above. The Manufacturing Services Department manager told us
that one of Mfr. Durham's best achievements was to provide fof proper cross-
referencing of part number changes. The department manager also said that
M1r. Durham established separate. closed-crib storerooms for purchased parts and
miscellaneous small parts in numerical part number sequence.

EXHIBIT 11

UNNECESSARY PROCUREMENT OF AISCELT.A\EOUIS SMAl.L PARTS DIUE TO LACK OF
INVENTORY CONTROL AT THE CHATTANOOGA PLANT

Mr. Durham testified that unnecessary procurement of miscellaneous small
parts resulted at both the Chattanooga and Marietta plants because the Chat-
tanooga inventories were overstocked and out of control. He said that as a result
of poor management, including purchasing without checking available stock, and
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EXHIBIT 15

THE SHORTAGE LIST AND CONDITION REPORT ON AIRPLANE, SERIAL 0023, WERE
ERRONEOUS

Mr. Durham testified that although the shortage list and condition report for
airplane, serial 0023, showed only 30 open items (parts not installed) it actually
had 1,084 open items on arrival at the final assembly area on March 11, 1970.
Mr. Durham provided a report to substantiate these conditions and to rebut
Lockheed's contention that such problems existed only on the first few airplanes.

We believe that Mr. Durham's statement concerning the open items on air-
plane, serial 0023, was accurate and the report valid. The information was sub-
stantiated in a report dated March 16, 1970, prepared by Mr. Durham and pro-
vided to us by Lockheed officials. Additional information on the inaccuracies of
assembly records and missing parts is drissed under exhibit 1.

EXHIBIT 16

REWORKABLE PARTS WERE ERRONEOUSLY SCRAPPED

Mr. Durham testified that millions of dollars worth of reworkable purchased
parts were scrapped because Of erroneous disposition instructions generated as
follows:

"Frequently due to engineering changes, parts must be removed from aircraft
and replaced with later or higher configurations. Where possible, planning calls
for purchased type parts to be removed and returned to vendors for-updating * * *
at factories. Small fabricated-type parts which cannot be reworked are disposi-
tioned [in the] shop. The problem was that the planning paper called for
thousands upon'thousands of parts to be scrapped. which should have been re-
turned to vendors for rework. A company auditor trying to find out what was
causing over-procurement and re-purchasing activities discovered the prob-
lem. *** causing over- procurement and re-purchasing activities discovered the
problem. * * *

In my opinion, the Planning Division faced with a voluminous backlog of paper-
work resulting from engineering changes, was unable to process work package on
schedule. Under great pressure, bordering on panic to reduce the number of be-
hind schedule engineering packages, they took the easy way out and coded the pa-
perwork scrap rather than taking time to perform the necessary research and call
for paper dispositions. Usually the name of the game in any situation was to make
schedule, regardless of the price. a * *"

Mr. Durham also referred to his letter of April 17, 1970, to the President of
Lockheed-Georgia Company, in which he stated that scrappage was due to mis-
handling and tagging of parts by Production, Quality Control, and Production
Control divisions and to erroneous instructions on planning documents, such as
the Manufacturing Change Notice (MCN) and the Liaison Drawing Change
Notice (LDCN). -The letter also shows that procedures required the production
departments to tag parts according to instructions, the quality control depart-
ments to verify and stamp the tags, and the production control department to
route the parts.

Our review has confirmed that expensive purchased and subcontracted parts,
which could have been salvaged, were erroneously discarded. However, we were

- unable to determine the total adverse effect-the value of the discarded items.
Lockheed records demonstrate that the problem existed. One such record by

Mr. Durham In November 1969 emphasized the need to properly tag parts planned
for rework, with reference to the MCN or LDCN.

Planning officials reported on April 14, she71. tbat investigation had shown that
expensive salvfageable parts and assemblies had been erroneously discarded for
various reasons. The report recommended corrective procedures for subcontract
and vendor parts and assemblies and also in-plant mannfactured items. with the
intent to require tool planners to specify attachment of proper. color-coded tags to
parts removed by MCN and LDCN documents. Previously. colored tags had been
attached by Production personnel based on their Interpretation of information
shown on the MCN and LDCN documents.

Another inter-office memorandum. dated April 29. 1970. states that rnantities
of C-f pirehased and subcontracted parts were found improperly tagged in scraD
gondolas which supposedly contained only material which could not be reworked.
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The report advised that Production Control would establish a screening crib to
assure proper tagging. Flight line activities were requested to send scrap gondolas
to the new crib for review.

A comprehensive Lockheed internal audit covering scrap controls in fabrica-
tion divisions was reported in October 1970 and showed that (1) controls over
the scrapping of fabricated parts through the use of Discrepancy Reports and
other documents were inadequate to a significant degree and (2) perform-
ance under the controls was unsatisfactory. The report showed that correction
of deficiencies would require extensive revisions to manufacturing procedures
regarding Discrepancy Reports and documentation. The report states that
manufacturing and quaitiy control procedures were revised and that this cor-
rective action was satisfactory. Lack of control was evidenced by the following:

1. Practices of physically disposing of scrap were not in accordance with
control procedures in that scrap yard personnel did not identify parts of
supporting disposition instructions. Instead, and undocumented in-process
and completed parts were received, accepted, and loaded in scrap trailers
without screening. Performance with respect to control requirements was
almost totally nonexistent.

2. Controls were inadequate to ensure that Discrepancy Reports and
other disposition instruction forms were properly processed for replace-
ment and statistical purposes. Accordingly, performance has been un-
satisfactory.

3. Controls were unsatisfactory to ensure that scrap dispositions were
properly documented and approved on prescribed forms One form, which is
not a scrap authorizing document and should have been used to submit parts
to inspection for possible rework, was Instead used to support scrapping
actions. Controls had not been provided to assure that production and in-
*spectlon supervisors' stamps and signatures were provided to show required
approvals.

4. Controls were not completely satisfactory to ensure prompt and effec-
tive corrective or preventive action through analysis of Discrepancy Reports
and shop disposition forms.

EXHIBIT 17

INCOMPLETE PARTS KITS SENT TO EGLIN AIR FORCE BASE

Mr. Durham testified that parts kits sent to Eglin Air Force Base, Florida,
to provide for engineering changes were found to be incomplete due to omis-
sion of needed parts on related parts lists. He cited an earlier report, which
he submitted in November 1969, advising the production control department
that kits were incomplete due to incomplete parts lists, kits were not being con-
trolled after receipt, and parts were scattered about.

Our review confirmed that Mr. Durham's testimony was substantially accurate.
In discussing Mr. Durham's report, the Director of Manufacturing Control
validated the report by giving us a copy and stating that, Initially, planning
papers and parts lists were incomplete because field installation was not provided
for. Kits did not include miscellaneous small parts, fasteners, and other items
which were available in the main plant but not at other bases. He said there
were problems initially, but they have been corrected.

Because our review was limited, we could not determine the cost impact of
incomplete parts kits and the lack of Inventory control over parts kits. How-
ever, these factors will be considered in our continuing review.

EXHIBIT 18

NUIEEOU 8 DIScREPAN CY REPORTS WERE WRITTEN AT THE FLIGHT LINE FOB
DAMAGED PARTS WHICH HAD BEEN IGNORED BY QUALITY CONTROL

Mr. Durham testified that numerous damaged parts which had been ignored
by the Quality Control Department were identified at the flight line. This re-
sulted in replacement of parts from vendors at premium prices, shipped air ex-
press, with thousands of hours of overtime. He provided a report showing that
6,746 parts were rejected on airplanes serials 009 through 0013-after their
arrival at the flight line.

Although we have not determined the adverse effect or cost impact of the
problem, we believe that Mr. Durham's testimony is correct in describing the
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magnitude of rejected parts identified at the flight line. This is substantiated
by another Lockheed report dated February 21. 19)70. which shows that aboat
50,000 parts were required for airplanes-serials 0009 through 0016--afier their
arrival at the flight line, including 8.200 parts required to replace dammLed and
unsuitable parts. The causes of damaged parts and resulting replacemienit a(-
tivities vill be considered in our continuing review as discussed under exhibit 4.

EXHIBIT 19)

REPORT OF PARTS DELIVERED FOR AIRPLANES AFTER THEIR ARRIVAL AT FliI;HT LINE
AND FLIGhT TEST AREAS

Mr. Durham provided a report showing that as of January 23. 1970, about
45,439 parts had been delivered to airplaues-serials 0()09 through 0014-after
they arrived at the flight line and flight test areas. Thle report shows that 15,291
of these were missing parts and 5,294 were replavenments for rejected parts.

Additional information on missing parts and the accuracy of airplane assem-
bly records is discussed under exhibit 1. However. we believe that this example
is substantially correct and demonstrates the magnitude of parts requirements
and problems at the flight line. It is supported by a report of February 21. 1970,
provided by Lockheed officials which shows that almost 50,000 parts were de-
livered of which 18.350 were missing parts and 8,200 were replacements for
damaged or unsuitable parts.

EXHIBIT 20

LACK OF CONTROL OVER TIlE STOCKROOM AT TIIF CHATTANOOGA PLANT

Mr. Durham testified that there were no controls over parts and the stowkroom
at the Chattanooga plant.

Our review confirmed that Mr. Durham's testimony is substantially icecurate.
The lack of controls is discussed under exhibits 9, 10. and 11.

EXHIBIT 21

CONTROL PROCEDURES NEEDED AT TIlE CHATTANOOGA PLANT

This exhibit consists of a letter which Mr. Durham wrote to the Chatranooga
plant manager in May 1971 to emphasize the need to follow control procedures
which he had initiated and to establish controls over standard tools. The letter
also contains a summary of conditions which existed during Mr. Durham's
employment at the plant.

These conditions and need for controls were discussed under exhibits 7, c,
9, 10, and 11, which confirm that Mr. Durham's testimony was substantially
accurate. We also specifically discussed the letter with the Manufacturing Services
Department manager who told us that the charges were valid-althouzh the
extent of losses and waste was probably not as great as Mr. Durham indicated.
In summary, the charges were as follows:

1. Raw material was purchased although quantities were available in
stock.

2. Miscellaneous small parts were purchased without determining quan-
tities on hand.

3. Raw stock. purchased parts, and miscellaneous small parts were pur-
chased from vendors rather than ordering it from the Marietta plant stock-
room at lesser cost.

4. There were no controls over the stockroom and inventories.
5. Shop orders were not assigned for production on a first-in. first-out

basis.
6. Of about 4.800 line items of miscellaneous small parts on hand only

813 were needed.
7. The Planning Department would change part numbers on parts lists

without notifying the Production Control Department.
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S. The matching of material and parts with related shop orders was not
controlled.9. Material lost or damaged in production could be replaced easily bytelephoning procurement personnel so that waste would be concealed.10. Material and parts listings were not kept current as to part number
changes.

11. Loss of control over standard tools resulted in replacement costs of
$250 to $300 weekly.

12. Supervision was lax.13. In some instances, standard hours would be credited to the costcenters before the shop orders and work could be inspected.

ExIIImIT 22
OVEsDESIGN OF AEROSPACE GROUND EQUIPMENT AND-USE OF AIRCRAFT SPEClrICAT:O'N-

IN ITS MANUFACTURE UNNECESSARILY INCREASED COSTS
M1r. Durham testified that the cost of aerospace ground equilpment was un-necessarily increased because the parts and equipment were overdesig-ned andunnecessarily made to aircraft specifications. He said this was done to decreasecompetition and inereaase profits ot Lockheed and the aerospace industry. Muchof the equipment was manufactured in the Chattanooga plant wherein manage-ment did not maintain cost control procedures over purchasing-parts used weremore expensive than commercial hardware because of the close tolerances and

other specifications usde.Accordingly. Mr. Durham recomended investigation of the design concept andcost of aerospace ground equipment. Although we have obtained some photographsand other preliminary information at Lockheed and the San Antonio Air Mtate-riel Area regarding design and cost, we anticipate that a major effort will berequired to resolve the charges. This matter will be included in our continuing
review.

EXHIBIT 23

LOCKHEED AND AlI FORCE AUDITS WERE INEFFECTIVE

Mr. Durham testified that Lockheed's internal auditing system was obviously
Ineffective or restrained. He indicated that advance notices of audits provided
management the opportunity to conceal problems. He stated also that Air Force
personnel were negligent in allowing unsatisfactory conditions to prevail.We believe that Lockheed internal auditors were aware of the major problems
cited by Mr. Durham and reported them to management together with recom-mendations for corrective action. These reports were given wide distributionand were sent to corporate officers. Follow-up audits were made to evaluatecorrective actions. However, we noted that audit reports generally did not iden-tify the cost impact or the effect of deficiencies noted and therefore, in our opinion,did not adequately demonstrate the need for corrective action. In addition, webelieve that Chattanooga plant operations were not audited frequently enough.We were told that only one audit was made.In our opinion, Air Force personnel have been unable to satisfactorily demon-
strate that they were aware of the problems cited by Mr. Durham or that theyhad reported the problems to higher commands. Both the Chief of the ContractAdministration Division and the Chief of the Production Administration Divi-sion. Air Force Plant Representative's Office, told us that the Air Force had notactively participated in managing the C-5 program prior to March or April 1970.The Chief of the Contract Administration Division stated further that Mr. Dur-ham's charges had not been reviewed. The Air Force Plant Representative told usthat although the charges had not been reviewed, except for a 1-day review ofthe Chattanooga operations, he and his staff had been aware of the problemscited and had reported them to higher command. However, these officials wereunable to provide us with meaningful information and reports on most of the
charges.
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CHAIRMAN DISAGREES WITH DURHAM

Chairman PROXMrIRE. Thank you, Mr. Durham. You and I seem to
disagree on this, which pains me, because I have great admiration
and respect for your courage and the information you brought
before the subcommitee and on which I think this was largely the
basis for a very good constructive investigation of this whole prob-
lem by the GAO.

Now, I talked to Mr. Staats about this on Friday and Mr. Staats
told me that of some 20 charges in general, he classified them as 20
charges, they found you were correct oln 11 of them. They found
there were others that you may or may not be correct on, but they
couldn't find evidence to support your position. They found others
in which they thought you were wrong.

I don't know how you can constitute this as a whitewash. After
all, you can't be expected to be correct every time you go to bat.

Mr. DURHAM. No, sir.

GAO REPORT CONFIRMS SOME CHARGES

Chairman PRoxMrIR¶E. You can't expect to bat 1,000.
The report that was submitted to us this morning on the aircraft

assembly records did not reflect the physical condition of the air-
craft. They said you are right, parts had been removed from the air-
craft without authorization. Durham is right, parts had been erro-
neously scrapped. Durham is right, inadequate controls over
disbursement. Durham was right, high strength nuts and bolts pur-
chased for plants, et cetera, et cetera. You were right. So I don't
knowv how you can say that this constitutes a whitewash and at the
same time, Mr. Kitchen, I don't know how you can feel that the
management of Lockheed has been supported by the GAO on the
basis of this report. The first was a staff study. I think that every
agency head has a right to accept, reject, modify, amend the recom-
mendations of their staff, and this is what Mr. Staats did.

Mr. DURHAM. If I may speak at this point. I will sit down with
anybody in this room and show conclusively beyond the shadow of a
doubt that many of the most serious charges and very definite posi-
tive findings made by GAO auditors who conducted the investiga-
tion in the field now were omitted, distorted or eliminated from the
Comptroller General's report. I mean these were positive statements,
concrete statements, which could not be misconstrued, and I ask
everybody in this room who has a copy of it to read, the GAO
report, and if they can arrive at any other conclusion, they can be
my guest, I will be glad to sit down and go over it with anybody. I
know that I speak the truth on this and I am positive about it.

Chairman PROX-MIRE. Well, we appreciate this. The GAO has gone
over these matters meticulously and carefully and they do, as I say,
confirm many of your charges. Others they don't.

Air. Kitchen, in light of all of the evidence that has been brought
to light so far about the problems of the C-5A, do you consider
that Lockheed, Georgia, has in the past been operating at a level of
optimal efficiency or is it your opinion that none of the cost
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increases are Lockheed's responsibility? You seem to put a great

deal of stress, and I think to some extent with merit, on the total

package procurement. Are you telling us that except for that that

Lockheed operated with top efficiency?
Mr. KITCHEN. 'Mr. Chairman, I don't want to appear impertinent.

That is like asking me when I stopped beating my wife. I don't

mean it to be that way. Certainly in any endeavor where you are

building a complicated system, as we did, on a compressed schedule

-with the restraints you mentioned of TPP-there had to be some

mistakes made. The risk you take when you go into that type of

contract is doing some things that require redesigns and so forth as

vou run into technology problems. I won't sit here, and I would be

foolish to sit here, and say we didn't make any mistakes, Mr. Chair-

man.
LOCKlIEED ACCEPTS GAO FINDINGS

Chairman PROX;MIRE. Do you accept the findings of 'Mr. Staats as

he Save them to us this morning?
-Mr. KITCiEN. Yes. sir, I do. And I wasn't sure what -Mr. Durham

was quoting or referring to as he made his statement. But it seemed,

as I gathered it, he was referring to the staff study-I guess that is

the main thrust-that he wavs referring to the staff study previously

made, as differentiated from the last GAO report. I think that was

the point he made.
The current study, as I said in my testimony, is a balanced review,

'Mr. Chairman. I would like to point out that we don't have any-

thing to hide, we have made our records completely open to the

GAO. The auditors have been down there. I cannot differentiate

between the ones who did the field studv as conscientious auditors

and the ones who did the last audit. I don't know what -Mr. Durham

means. I think that there was an objective study made and GAO

certainly pointed out that there were some airplanes moved without

parts. There was no subterfuge involved in moving them. This had

absolutely nothing to do with progress payments, the moving of the

airplanes down to the flight line. There were known p arts shortages

on airplanes moved to the flight line because of compressed sched-

ules and because of design changes on the airplanes. That is true in

other programs as the GAO found out. So I can't quarrel with that.

Aircraft were moved short of parts but at no time. and I would like

to make this abundantly clear, at the time we delivered those air-

planes to the Government for fly away-and that is whenr they cen-

sidered progress payments, on delivery-everything missing from

the airplane was thoroughly documented with the Air Force on the

delivery paper before the aircraft flew over the fence-absolutely
all items.

DEFICIENCIES IN C-D DELIVERED TO AIR FORCE

Chairman PROXMIRE. How do you explain numerous deficiencies in

the C-5 planes delivered to the Air Force? GAO has issued numer-

ous reports on this and we have all been aware that two C-5's have

been totally destroyed in accidents, that the life span of the C-5 is

only a fraction of what was expected and the structural problem of

the wings may still exist?

95-328-73-13
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Mr. KITCHEN. Mr. Chairman, I would like to address each of
those, if I may.

Two aircraft were destroyed, as you are aware. One wasdestroyed because we had a stuck valve in an air turbine unit in anairplane at Palmdale and the airplane caught on fire. The fire
department was not able to put the fire out in time before the air-
plane was basically destroyed. The other one was destroyed at our
facility in Marietta and was caused by a human error. There was adefueling process which was very complicated and required going
inside of the wing to work. Employees had to drain the fuel, mopout what residue was there and then before going into the large
tank, were required to dry the tank out. The process required start-
ing a unit to blow hot air into the tank to dry it out. The mistake
made was that the hose was hooked up to the tank before the unit
was started. The conditions were just right that night-temperature,
and humidity were such that when the unit was started the fire from
the heater shot right up through the ducting into the wing. That
was a human error-absolutely a human error.

Chairman PROXMIRE. Life span?
Mr. KITCHEN. I think the one you mentioned was life span and

you also mentioned the
Chairman PROXmIIpE. Structural problem.
Mr. KITCHEN. Static problems on the wing resulted when we had

static failures on the wing during test. We had one, I guess the last
one that failed at 126 percent, when we had a structural failure of
the wing in the static test mode. We take the anticipated loads andapply them to the wing. Remember, it failed at 26 percent over what
you would normally expect to experience while flying the airplane.
We were testing to a 50 percent overload condition. We had already
passed 150 percent tests on most modes. This was just one major testinvolving up-bending of the wing-and it failed.

Chairman PROXMIRE. Isn't it true that the stresses get worse some-
times in real flight conditions with storms and winds and so forth?
Isn't that why they require more than 100 percent?

Mr. KITCHEN. No, sir, the 100 percent is there to take care ofthose known things that will happen under flying conditions, includ-
ing storms, normal things that will happen to you in flight. Fifty
percent is a safety factor above and beyond that. It failed at-

Chairman PROXMIRE. Why is it required then?
Mr. KITCHEN,. It is just a safety factor, a safety factor for theairplane.
Chairman PROXMIRE. Redundant, unnecessary?
Mr. KITCHEN. I wouldn't say that. I like to feel when I fly thatthere is a margin of safety there. There could be unknowns happen,

Mr. Chairman, that you could not forecast.
Chairman PROXMIRE. And the C-5 didn't have that margin,right?
Mr. KITCHEN. In this case we had the one failure at 126 percent,

Mr. Chairman. That has been corrected for static test loads. Now theairplane is at 150 percent. We put in a Load Distribution Control
System (LDCS) for the airplane after that static failure and wenow meet the 150 percent static test margin on the airplane.
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EXCESS PROGRESS PAYMENTS

Chairman PROXMIRE. Why did Lockheed intentionally understate
the cost of delivered items so as to accumulate $400 millions in excess
progress payments? Didn't you know what the actual costs of the
delivered items were or was your accounting system so poor that you
couldn't tell what your actual costs were, or do you want $400 mil-
lion from the Government without paying interest?

Mr. KrTCHEN. There are three statements there. I don't agree. We
did not by subterfuge underestimate costs. Secondly, the costs that
are allowed as progress payments were not overpayments, they were
progress payments made in accordance with terms and conditions of
the contract we were operating under. That was method (C) as dis-
cussed this morning by Mr. Staats. That same condition was offered
to all three contractors who quoted on this contract and for a very
good reason. The actual cost method was explained by Mr. Staatsl
chart this morning. Method (A) applies if you know the actual cost
-that is the way you do it. If you know the actual cost, you use A.

Method (B) is used if you can estimate the actual cost. Method
(C) then is what you have referred to as understating-which I
don't agree with. That was the method used from the inception of
the C-5 contract.

Chairman PROXMIRE. You would concede there was an understate-
ment of the cost, the way the costs grew, you did understate the cost.

Mr. KITCHEN. Today with the cost growth experienced in the pro-
gram-I guess today I would have to say at that time it was under-
stated.

Let me try to explain that problem. It didn't come out this
morning.

Chairman PROXMIRE. My problem is this. In 1970, it was known
this was an understatement, wasn't it? That is when the auditor's
report of the Defense Contract Agency showed the understatement.

Mr. KITCHEN. The total report-that is the point I wanted to
make-the total report also pointed out that at that time we were in
dispute with the Air Force because method (B) says if you can esti-
mate the total cost, then you can use B. There were three methods in
ASPR, before Method (C) was done away with. We, nor the Air
Force, could agree at that time what the estimated costs-allowable
costs if you will-were at that point in time. That was the basis of
our dispute, you see.

Chairman PROXMIRE. You thought you knew but they disagreed
with what it was so instead-

Mr. IKITCHEN. It was a question of magnitude as to what the dif-
ference was. They knew (A) was not the method. If I may make
this point, because it is very crucial, they knew that Method (A),
which was the actual cost, could be used as in the example of 100
used by GAO this morning-and if you go right through that sim-
plistic calculation you can use Method (A). But in the case of
Method (B), the Air Force recognized that they owed us money for
abnormal economic escalation-that was known at that point in
time. They knew they owed us money. They also knew at that point
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in time that they owed us money for repricing. Those are the two
key issues in the whole contract.

Now I am trying to make a very deliberate point here, Mr. Chair-
man. There were two key issues in the dispute that evolved out of
TPP and our argument with the Air Force: One was in trying to
get to the effect of economic escalation. The Air Force had one
number, we had another. We couldn't agree on what the economic
escalation-

Chairman PROXMIRE. You don't put any economic escalation in at
all?

Mr. KITCHEN. If you use Method (A) that is the point, you would
not have it in there. If we had used the Method in the example that
was used this morning we couldn't use Method (B) estimated actuals
because we couldn't agree on what the Method (B) value was.

Since we could not agree, the Air Force knew that unless we kept
going the Method (C) way, someone had to bear the cost while this
argument and dispute was being settled. That was the basic reason
why we entered into a legal dispute on the contract, why we were
willing to go to court, but did not go to court, as we well know,
because of the negotiated fixed loss. The basic point is that even the
way GAO used Method (A) this morning wasn't exactly the way
MNethod (A) is in ASPR. The point is that the legal dispute caused
the problem. The Air Force's position was that the only way to con-
tinue the contract while we resolved our disagreement as to who
owed who what-that was the point-was to continue Method (C).

Chairman PROXixIRE. Let me ask, regardless of your dispute with
the Air Force, why didn't you allocate the cost you thought ought to
be charged to the delivered items rather than using the contract
price of C option?

Mr. KITCHEN. Because the Air Force could not-they had no legal
right-to raise the ceiling on the contract-they, the Air Force.
They didn't know what the ceiling would be in making that agree-
ment. You see they could not admit what that number was or come
up with a number that would in effect cause them to raise the ceiling
price.

Chairman PROX3IIRE. Do you concede you did know that the C
option would be lower, either actual or estimated cost?

.Mr. KITCHEN. W1"ould you mind repeating that?
Chairman PROX31IRE. Didn't you know the option C would be

lower and, therefore, you would get a higher progress payment?
Mr. KITCHEN. At the time we entered into the contract, no, sir.

That was in there for protection against unknowns, because at the
time we were going through structuring of the contract I don't
think anyone could have known that we would experience that type
cost growth.

Chairman PROXMIRE. How about the CSAR, shouldn't they show
that, the Cost Status Analysis Report?

Mr. KITCHEN-. I don't know whether they showed it or not. I can't
answer that, Mr. Chairman.

Chairman PROXMmRE. I understand they did show it.
Mr. Durham, would you like to comment?
:MIr. DURHAM. Yes, sir, thank you.
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MISSING PARTS

Mr. Kitchen denies that Lockheed deliberately moved aircraft as
scheduled regardless of condition in order to collect progress pay-
ments. That is, he denies they deliberately left parts uninstalled and
moved the aircraft anyway. However, here is a C-5 audit report by
Lockheed's internal auditor that says, "During our examination we
were told by production flight and by flight line control manage-
ment employees and our own test confirmed the fact that an unu-
sually large number of parts were missing from C-5 aircraft deliv-
ered to the flight line although the airplane records indicated that
the parts had been installed." An unusually large number.

Here is another official Lockheed report on aircraft, high serial
aircraft, up in the twenties. It shows, for example, that aircraft 20
in just a month's time had a total of 893 missing parts. That was a
daily average of 40.5 missing parts. That is, the aircraft record
shows that the parts were installed but they were not.

Here is another aircraft, 21. The total parts missing was 1,038.
Chairman PROXSxiIRE. But the position Mr. Kitchen has given to us

and to some extent that has been confirmed by Mr. Staats, there
were missing parts, he concedes that, but this was known by the Air
Force. There was no concealment here, it was public, at least knowl-
edge between the Air Force and Lockheed, and there was no decep-
tion and, therefore, no effort to use this in order to secure funds or
anything of the kind.

Mr. DURHAM. I disagree with that position and I still state that
the aircraft were moved regardless of condition although the records
showed the parts installed. If not, why did the report show the
parts were installed if in fact they were not? That is what this is.
The records showed that the parts were installed, when in fact, they
were not. That is what a missing part actually is.

Mr. KITCHEN. There is one thing I would like to clear up. In a lot
of these cases, and I think after the hasty GAO audit they now real-
ize after they got in and looked deeper into the records, that what
Mr. Durham called missing parts were items listed by people on
the flight line on what we refer to as call sheets. We have a problem
where a part is listed as missing but these are not confirmed. He is
quoting raw data on items that people in the production area list as
missing.

Now, Mr. Durham's job-in fact I think at that time along with
other people in the production control organization-was to review
those call sheets and find out what really was missing. There has
been much moment made over the 30 items we said were short, but
there is a statement in Mr. Durham's data which says there were
1,084 parts short. Here again it gets down to the question of proper
paperwork-whether the paperwork had been stamped off. These
raw data call sheets were used by our people to go verify that the
parts either were there or were missing. I hastily add there were
parts missing-some by human error-and some missing parts were
deliberately not there because of design changes that were to be
picked up and incorporated at the flight line. The flight line is noth-
ing more than an extension of the manufacturing area, and it was a
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management choice where that part was put in. I will say that I
would rather install the part in the factory-going down a produc-
tion line, like an automobile line. If I have interfering engineering
changes it is more appropriate for me to put the changes in further
down the line-out of station-even though it costs more, it does
cost less than stopping the line.

Mr. DURHAM. Mr. Chairman, the auditor, Lockheed's internal
auditor, didn't say anything about call sheets. He is talking about
aircraft records. And he said, "Although the aircraft records indi-
cated the parts had been installed." That was the interpretation by
the General Accounting Office auditor also. I might add that.

Chairman PROXMIRE. I might say that Mr. Staats did find that,
and I quote: "Our findings support the following charge made by
Mr. Durham. Aircraft assembly record did not accurately reflect the
physical condition of the aircraft. Parts had been removed from the
aircraft without authorization," and so on.

Mr. KITCHEN. That is true.
Chairman PROXMIRE. You conceded that. Let me ask you about

something else.
Mr. KITCHEN. I would like to add that the magnitude of those

instances were small in comparison to the job being done and they
were caught not because the numbers were raw numbers. When it
got down to looking at the numbers the current GAO report shows
that we took three of those airplanes that have been referenced and
tracked through the records and could substantiate installation of
parts.

Chairman PROXMIIRE. Mr. Durham has said, didn't you say there
were 800 missing, 40 a day?

Mir. DURHAA. 1,038 missing, and in one week, another case, 893
missing in one week. Another case, 1,120 missing.

Chairman PROXT.&RE. It is bard to put this in perspective.
Mir. DURHAM. This is Lockheed's report.
Chairman PROXMIRE. A thousand sounds like a fantastic number.

It may or may not be. Holw many parts are involved here, MIr.
Durham? You say 890 missing.

Mr. DunHA31. Total parts? I have that information. Total missing
parts on ship 20 in the 1 month was 1.356. Out of that, 893

Chairman PROXMIRE. Mfore than half the parts were missing.
Mr. DURHAM. In the next case, total parts requested on ship 21 was

1,533, of that, 1,038 of them were missing.
Chairman PROXMIRE. That sounds more, Mir. Kitchen, than just an

oversight.
Mr. DURHAMr. Ship 22. 1,492 parts requested, 1,120 were missing.

This is a report from the Lockheed manager.
Chairman PROXMIRE. Apparently the report, as I understand it,

the records, assembly records indicated in some cases those parts
were there and they -were not.

Mr. KITCHEN. Let me add that was a report from the Lockheedmanager and I say we had call sheets. That is the reason we have
production control people, to go out and verify or deny-it is not a
case of witch hunting. The purpose is to get the parts there that are
truly missing. When he says on ship 20 there were 1.356 parts
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requested by the flight line, some of those could have been for engi-
neering changes and some could have been for parts damaged by
people working on the flight line installing parts. Relate that to the
420.000 on each airplane and then relate that to the amount that
were actually missing of those requested. Certainly there should not
have been any missing.

Chairman PROXMIIRE. I think the proper relationship though is
with the number requested, is it not?

Mr. KTrcHEN. No, sir, because a lot of this work could be planned
for the flight line.

Chairman PROXMIRE. Could you have more parts missing than
were requested?

Mr. KITCHEN. I don't think I said that.
Mr. DURHAM. The missing parts problem had nothing to do with

engineering changes or anything of the sort. They were parts which
Lockheed records showed to be installed, they had retired those
inspection records and yet the parts were missing, there were holes
in the aircraft, that is all they are, and nothing more.

I would like to quote further from the audit report right at this
point: Other Lockheed reports show the missing parts problem con-
tinued as follows:

During the period from March 6, 1970, to April 6, 1970-a significant report
dated April 27, 1970, shows that a daily average of 257 parts requirements
were processed as a direct result of missing parts in the final assembly area
alone.

Chairman PRoxmiIRE. MN'fr. Kitchen, you respond to that and then I
want to go into something else.

Mr. KITCHEN. The whole purpose was to move them down to the
flight line. There will be parts missing because they either were not
available and were left out or the documentation was not in accord-
ance with the parts. I get back to the point you made that one day
they requested parts for ship 20-they requested 1,356 parts, as Mr.
Durham said. The GAO audit report points out that only 893 of
them were actually missing.

This means that out of the total number that I mentioned earlier,
420,000 parts on each airplane, the people on the line did request
1,356 parts which they had reported missing and they were not all
missing. When we went back and tracked through the records we
came up with a reconciled list. That is why we had our people
checking-to make sure we got all of the parts on the airplane. As I
said earlier-no airplane went out with parts missing that were not
documented with the Air Force.

WHEEL MISHAP

Chairman PROxMIRE. I can remember very vividly watching on
television when one of the first C-5As came in for review and there
was a very prominent House Chairman who was there with some
Air Force officers and others and the plane came in and landed and
a wheel rolled off in one direction and a tire rolled off in the other.
It was really very, very embarrassing. I have never seen that happen
with any other plane made by any other firm. Maybe this does happen
but I was astonished. Perhaps you remember that.
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Mr. KITCHEN. You couldn't have been more embarrassed than we
were.

Chairman PROXMIRE. I am sure of that. What was the reason for
that, missing parts to keep the tire on?

Mr. KITCHEN. There were no missing parts. We had a thorough
investigation of that later on and we traced all of the records and
determined that a mechanic, after he changed the tire, had put the
retainer on wrong. It was a human error. That is why the wheel
came off. To take care of this, so we wouldn't have another human
error, we made a design change that eliminated the human error
possibility.

LOCKHEED S USE OF MANPOWER

Chairman PROXMIRE. This morning I asked the Comptroller Gen-
eral about his report of Lockheed's use of manpower. You will recall
in that report a work-sampling study of the labor force found that
almost 15 percent of the production assembly employees were either
idle when observed or absent from their work stations. GAO
reported that Lockheed officials stated the study was representative
of performance standards in the C-5A aircraft assembly area and
that they expressed concern about your findings.

Are you able to estimate the effects on costs that idleness or absen-
teeism had on the C-5A?

Mr. KITCHEN. Let me go back to the original statement you just
made. At the time they made that audit, which I think extended
over a 2-week period-I don't exactly remember how the testimony
came out this morning hut it sounded like the whole plant was 15
percent idle. The audit v. as not made in the whole plant, it was made
in only one area which was the final assembly area for the C-5. Final
Assembly is where the airplane moves down the line, gets its landing
gear attached, its wings and engines, and then goes on out to get
its-

Chairman PROXMIREF. That is a very important part of the plant.
Mr. KITCHIEN. Yes, sir, it is one of the most critical areas, I will

agree, but let me make a point. At the time the GAO came in to
make that audit, Mr. Chairman, we pointed out-and I think this is
the point we made-that it was representative at that time only
because the people had just come back to work. Our people had been
out of the plant for 2 weeks because of a strike at one of our sup-
pliers who provides the wings, and we had no wings to put on the
airplanes. So rather than incur increased cost to the Government, we
put our people on layoff for a 2-week period. At the time of the
audit I had just brought those people back in to work. We were
doing work around the shortages because we were still missing
wings. We had enough work to do so that we could work around the
missing wings and still get some productivity out of the shop. It
was not the most favorable point to look at a production line. That
was point No. 1.

Point No. 2-I had a union election going on in the plant. There
were mitigating circumstances, Mr. Chairman, during that period and
it was not a representative period for an audit. Subsequently the Air
Force conducted similar audits and the productivity is very, very high.
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Chairman PROX3TEE. I understand GAO made a followup audit
and found the situation was still serious.

Mir. KITCHEN. My understanding from Mir. Staats this morning
was that they did not make a followup audit. The Air Force has-
but not GAO. Unless I misunderstood.

Chairman PRoxMIRE. I think you are right, I think it was the Air
Force.

MIr. KITCHEN. The Air Force has, Mr. Chairman, and let me say
the tighter controls I put on are controls that are abnormal to the
industry. I put them on for protection. I still go back to my point
that during that period it was not a representative period to review
this plant.

Chairman PROXMIRE. How about the final question in relation to
this, can you estimate the effect on costs idleness or absenteeism have
caused the C-5A.

Mir. KITCHEN. No, sir, I couldn't because idleness or absenteeism is
something you try to take into account for the contract you are esti-
mating and bidding on.

Chairman PROXMTIRE. I am talking, of course, about extraordinary
absenteeism. You always have some.

Mr. KITCHEN. I don't think we had any, Mr. Chairman.
Chairman PROXMIRE. Fifteen percent on the assembly area, I

think you concede.
Mr. KITCHEN. I am submitting that was not a representative period

of time.
Chairman PROX3rnmE. Here is a followup audit. You say there

wasn't one. I was wrong in agreeing with you, apparently. This is
dated May 30, 1972. It is from the Comptroller General and it says
"We reported the results of our work sampling study of Lockheed-
Georgia's direct labor force assigned to C-5 aircraft assembly oper-
ations during the quarter ended December 31, 1971. We suggested to
Lockheed-Georgia management that attention be directed toward
reducing the amount of time spent in supporting activities necessary
for the performance of craft work and that the amount of idle and
unobserved time be reduced to an absolute minimum." That was on
the basis of their second audit.

Mr. KITCHEN. I thought it was the recommendation of their first
audit. I think what they did was to look at procedures I installed-
they looked at the actual procedures I put in after their comments
came out. I put on tighter control within the assembly area.

Chairman PROXMIRE. My time is up.
Mr. Blackburn.
Representative BLACKBEURN-. Thank you.
Mr. Kitchen, don't you feel bad about that wheel running off. We

have many mouths running off up here in Washington about 90 per-
cent of the time, and nobody puts them back on again. So don't you
feel bad about one little wheel.

MISSING PARTS

Am I to understand airplanes will fly with 80 percent of the parts
missinga

Mr. KITCHEN. No, sir, they will not.
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Representative BLACKBURN. And so if we are going to bring thisthing into a little prospective, the actual percentage of parts missingthat we have had this discussion about would be miniscule as far asthe operation of the airplane?
Mr. KITCHEN. They would be miniscule but even they didn't existas everything missing from the airplane was a known missing item,agreed to by the Air Force, and for which they withheld payments-prior to conversion to a cost reimbursement contract.

EXPERIENCE WITH C-5 AIRCRAFr

Representative BLACKBURN. Have you gotten any indication fromAir Force personnel that they are afraid to ride in the C-5?
Mr. KITCHEN. No, sir.
Representative BLACKBURN. What sort of report have you receivedfrom the people who use that airplane?
Mr. KITCHEN. Well, I cited in my testimony, sir, the Air Force atthis point in time-the Commander of the Military Air Lift Com-mand and others-are outspoken in their praise for what the air-plane is doing right now in support of our national-
Representative BLACKBURN. Mr. Durham, have you ever designed

an airplane?
Mr. DURiiAM. Not one like that, no, sir.
Representative BLACKBURN. Have you ever designed an airplane?
Mr. DuRnAm. No. sir, I haven't.
Representative BLACKBURN. Have you ever run a company thatmanufactures anything?
Mr. DuRn~m. I have run responsible positions within a companythat-
Representative BLACKBURN. The question I asked, have you everrun a company that manufactures anything?
Mr. DURHAM. I have not.
Representative BLACKBURN. I mean top management from theboard of directors to the president.
Mr. DURHAM. No, I have not.
Representative BLACKBURN. Mr. Durham, I have a feeling some-time from reading your statements that you are like the two blindmen who were trying to describe an elephant. One of them felt itstrunk and said it felt like a tree and another felt its tail and said itfelt like a rope. I really wonder if you are in a position to make areally competent evaluation as to the quality of those aircraft asthey were being delivered?
Mr. DuIRuAM. Yes, sir; I was in a far better position than some ofthe Congressmen who made statements and didn't know what theywere talking about because I was there and the Congressmen werenot.
Representative BLACKBURN. When does the run of these aircraftterminate, Mr. Kitchen?
Mr. KITCHEN. All of the airplanes are out of the final assemblybuilding now except three, and I will deliver the last one in May1973.
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LOCKEED FINANCES

Representative BLACKBURN. Now, there was some discussion ear-
lier today about the financial condition of Lockheed and its capabil-
ity to meet its contracts, either in this respect or in respect to the
L-1011 or perhaps even to survive. Had Lockheed ever had any
serious financial problems until they got into this contract dispute
with the Air Force?

Mr. KrrCHEN. I guess I could not answer that in complete detail.
I don't think we ever experienced anything like that. As you recall,
with most of those contracts we suffered about $500 million in losses
-like the $200 million loss settlement for the C-5-and $500 mil-
lion in losses, which was greater than the Corporations net worth at
that time, is pretty significant.

Representative BLACKBURN. Well the point I am trying to make is
that the question was asked of the General Accounting Office, Mr.
Staats, as to whether or not we could take congressional action that
would prevent a company from having financial difficulties. Now, if
the financial difficulties were created by reason of a contract that the
company entered into, that the company itself and the other con-
tracting party, in this instance the Department of Defense, both
agreed later that the contract is a mistake, how could you have
anticipated the financial problem?

Mr. KITCHEN. You could not anticipate it because the intent of
each of the parties at the time we entered into the contract and the
intent of the language that was in the contract for the C-5, was to
prevent catastrophic loss-not a $200 million loss. That is the reason
the protective language was in there for economic escalation, repric-
ing, and so forth.

Representative BLACKBURN. Has the Department of Defense aban-
doned this method of procurement now?

Mr. KITCHEN. Yes, sir, they have.
Representative BLACKBURN. And they have abandoned it for their

benefit the same as the contractor's benefit, as I understand.
Mr. KITCHEN. I think that is quite true, sir.
Representative BLACKBURN. Because it is certainly not to the bene-

fit of the people of this country that the major contractor go
bankrupt halfway through fulfilling a contract, is it?

Mr. KITCHEN. I wouldn't think so.
Representative BLACKBURN. Don't you have some opinion as to

what it would cost the taxpayers if we went out and tried to set up
another company with the same size and investment as Lockheed,
just to be a competitor? What would that involve?

Mr. KITCHEN. Well, I have no idea of the magnitude in dollars
but it would be significant in rotooling and retraining. We spent
considerable millions of man-hours training people in our geo-
graphic area to manufacture the C-5 airplane.

Representative BLACKBURN. Isn't it better to keep an existing firm
going than trying to go out and open up a brand new shop?

Mr. KITCHEN. That is true and I think the record speaks for it-
self. In the details I have submitted for the Committee I point out
that the learning curve can go down-the learning curve reflects
that each airplane we built progressively costs less.
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Representative BLACKBURN. I really feel personally that we are

beating a dead horse here. Frankly, I think this whole matter was
decided a year or so ago when Congress voted to guarantee the loan
-to Lockheed and I think there have been no new facts uncovered as
-a result of these hearings. It has been more an opportunity to per-
haps pander to some over-inflated egoes which doesn't serve any con-
structive purpose. We have started playing a new game on the Joint
Economic Committee every time the Congress is out of session. It is
called keep the Washington press corp busy while you beat a dead
horse.

I appreciate your patience. I am sorry I wasn't able to be here
earlier to hear all of the testimony but I have a job to do as a Con-
gressman as well as appear on television. Thank you for your time.

TOTAL PACKAGE PROCUREMENT

Chairman PROXikRME. Mr. Kitchen, you have criticized very seri-

ously the total package procurement contract and I think you are
right. This Committee was the first one that called this to the atten-
tion of the Defense Department. At that time they, Secretary
Charles of the Air Force, said it was the best contract and best con-
ception for a contract that the Air Force had ever come up with.
WVe persisted in our criticism and we are glad to see we finally suc-
ceeded in disabusing the Defense Department and persuaded them to
drop it, but it was this Committee that recognized the weariness of
this type of contract and before that the Air Force had been very
much attached to it. Nevertheless, you entered into the contract. It
takes two to tango. The Federal Government didn't foist it on you,
you weren't forced to do it, you did it freely. You did bid for it,
you underbid, as I understand it, competitors to get the contract. A
contract is a contract, bad as it may be. You are a very big firm and
-a firm that has I am sure excellent legal advice. Under these circum-
stances, how can you justify this enormous overrun and all of the
problems that have been involved here by simply saying it was a
bad contract. Wasn't that your mistake too?

Mr. KITCHEN. Well, sir, at the time we entered into the contract I
can assure you that Lockheed would not have gone into a contract
where they thought they would lose a huge sum of money. Neither
would our competitors have gone into such a contract. I think the
parties who thought of total package procurement in the beginning
sincerely believed that the system would work. Using the words you
just said, Mr. Chairman, a contract is a contract, and that is why we
were willing to go to court, because we really thought a contract was
a contract. There was a point I made in my statement that the in-
tent of the C-5 contract and the contract language itself were never
permitted to work. That was the dispute between the parties. And
that is why TPP is bad. Outside of concurrency and all the other
things you have in TPP, there were a miriad of clauses in the con-
tract that interlaced and interlocked and were not permitted to
work. There was absolutely no way we could perform.

Chairman PROXMIRE. Are you telling me that the total package
procurement is bad or that the Air Force was bad in their interpre-
tation of it?
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Mr. KITCHENT. No, sir, I am saying total package procurement was
bad because ambiguous clauses in the contract were open for every-
one to argue and interpret-including those outside of the Air Force.

Chairman PROX]AIRE. MIr. Kitchen, I would like to have both you
gentlemen conclude your testimony this afternoon by answering this
question, both Mr. Durham and Mr. Kitchen. Mr. Kitchen first.

You heard the discussion this morning about the problem of large
defense contractors financing the costs of expensive weapon pro-
grams and the need to find some way to reconcile the Government's
interest, the taxpayers' interest and the contractors' interest in de-
fense procurement. I wonder if you would care to comment on this
and make some recommendations as to how Congress can protect the
interests at stake. We have the interest of the Government in pro-
viding a strong, reliable defense with weapons systems that work,
that are delivered on time and do the job. We have the taxpayers'
interest, of course, in trying to keep this cost as reasonably low as
possible. We have the contractors' interest in trying to survive and
do a profitable business so there will be some incentive for them to
continue in this area, and we would like to have your overall recom-
mendations on what you think we should do if TPP is wrong- Are
we on the ri(ght track now with the milestone? Is that the answer?
Or can we go farther than that? Go ahead.

Mr. KITrcIEN. Mr. Chairman, as I mentioned in my opening re-
marks, the root cause of cost growth on a lot of the programs like
the C-5-and I think you would agree and others have agreed-is
that the total package procurement concept will not work for the
very reasons we have talked about-the interrelationship of clauses
that were open to interpretations, both by qualified and unqualified
people. The contract terms became a highlighted item. If the gov-
ernment does go to total commitment-and what I mean by total
commitment is a TPP type commitment whereby one commits for a
9-year period-a contractor must have protection as private industry
cannot afford to take that type risk. Industry just does not have the
assets to take a contract where the contractor could suffer a cata-
strophic loss. He must avoid a total commitment-unless there are
protective clauses as well as protection to the Government-and not
get into the position that we were in on the C-5. On the other hand
another system, and that is one I think that is being pursued now, is
the milestone concept which goes through a development phase to
find out what you really want-can it be built-and can it be built
to a cost you are willing to pay for its placement in the arsenal of
the United States. If it is within that price, and it has been demon-
strated that it can be built, then move forward, because then you
have wrung out the technology unknowns. My recommendation to
this Committee or anyone else is that the type of concurrency pro-
curement that we had for the C-5-that was not a state of the art
airplane-should never, never be done again-should never be per-
mnitted again. There must be a better way for our government to
contract-a way that does not put a contractor in a position of being
the recipient of all that is bad in a procurement concept-which I
think we were. Witness the losses and the inordinate amount of crit-
icism we have been subjected to in the media. I have tried to sum-
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marize my position and I think quite clearly I cannot and I really
do not think it appropriate sir, to sit and argue about 800 parts
missing in 1 week on an airplane. I have admitted that we had miss-
ing parts on airplanes-but it was not something management did
not know about and management took action-we had a compressed
schedule and we had an airplane that had its technology problems
and required engineering changes to be made to the airplane. Any
time one makes engineering changes it is a management decision
where you pick up in the line and incorporate that change in the
airplane-depending on lead times and so forth. These problems did
exist-they were not insurmountable-they were controlled and we
knew what the problems were. That is why management had the ref-
erenced meetings and that is why management requested the very
audit reports that are now being used as documentary evidence
against us-for use in solving those problems. I am trying to put
into context an impossible procurement concept, and an impossible
contract requiring us to perform under a procurement process that
should never again be allowed to put a contractor on his knees-
which is almost did to us. In spite of all that, I know there was a
worry by this committee and others that when this contract was
changed over to a cost-reimbursement contract, the contractor would
blow it. I am happy to report to you that we have continually
underrun the cost estimate to complete this contract, and we have
maintained schedules and we have good morale in the factory
despite the criticism that keeps coming out in the paper. My job is
to keep productivity up in our plant and obtain for the United
States a good airplane at the least price I can turn it out for. That
is my task and I need to get on with that task even though we are
running out of production. We will work as hard as we can to get
them all out by the end of May.

Chairman PROXmIRE. Does this mean when you say adequate pro-
tection for the contract that the Government should guarantee the
survival of their contractor, guarantee them against catastrophic loss
in the contract? You say you want to keep them off their knees, is
that what you mean?

Mr. KITCKEN. Let me rephrase that. If one does, go to total com-
mitment, as was done in TPP, there must be appropriate clauses in
the contract that will permit government tradeoff decision points
within the life of the contract-either stop and we pay you for what
you have done, contractor, or continue and we will make changes to
the airplane in route, reduce its sophistication and make tradeoffs to
keep the cost down as we go along. Language must be in the con-
tract that would pervent the contractor from "going to his knees"
as I put it, because of expensive technology problems that could not
have been foreseen over that long period of time.

Chairman PROXmIRE. You are saying they should be protected
against unknown technology that come up, that you are not, or are
you saying they should be protected against their own inefficiency
and mistakes against loss that might conceivably destroy them.

Mr. KITCHEN. No, sir, I am saying a contractor should be pro-
tected against unknowns in the economy, because that is something
he cannot control, as well as unknowns in technology. That was the
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real purpose of the repricing clause that has been referred to time
and again as the golden handshake.

Chairman PROXM RE. You have inflation clauses built in.
Mr. KIrCHEN. Yes, sir, but they were never allowed to work.
Chairman PROXMIRE. Whv not?
Mr. KITCHEN. That was the dispute. The interrelationship of the

economic clause and the repricing formula formed the dispute and
debate between us and the Air Force.

Chairman PROXMtRE. That wasn't the difference. There wasn't a $2
billion inflation factor.

Mr. KITCHEN. No, it was not that large a number. It is very com-
plicated and I am sure some of your staff know how complicated it
is when you get into the application of that formula.

Chairman PROXMIRE. Mr. Durham.
Mr. DuRnAM. Yes, sir, I attribute most of the problem, at least

part of it to the well-known business of sweetheart contracts. In the
case of the C-5 deliberately underbidding the contracts and
extremely poor management, which I think has been effectively dem-
onstrated. And I think to help matters we should expand the efforts
of the Joint Economic Committee and others to attempt to install
integrity in the military procurement process.

If the Social Security Department overpays an old sick widow a
few dollars, they demand that the money be paid back even if the
poor old woman starves. After deliberately overpaying Lockheed the
Air Force converted the contract from a fixed price to cost-plus and
made it retroactive so Lockheed would not be legally bound to pay it
back. This overpayment continued to be hidden while the administra-
tion armtwisted the $250 million bail bill through Congress and it
would still be under wraps if you, Senator Proxmire, had not re-
vealed it in the hearing last March. In spite of all this the Govern-
ment continues to award lucrative military contracts to Lockheed
without demanding a purge on management or reorganization of the
company or anything else. In my opinion this entire situation reveals
a lack of integrity in high places and effectively demonstrates why
people are rapidly losing confidence in the Federal Government.

Chairman PROXMIRE. Well, I want to thank you both very, very
much. It has been a very difficult and painful kind of appearance
for you gentlemen, I am sure. I think both of you did very well and
stated your case clearly and helpfully.

The subcommittee will stand in recess until 10 o'clock tomorrow
morning. We will reconvene in this room to hear Gordon Rule,
Director, Procurement Control and Clearance Section, Navv Mate-
rial Command, and Dean Girardot, coordinator for metal trades
department, AFL-CIO.

[Whereupon, at 3:25 p.m., the subcommittee recessed, to reconvene
at 10 a.m., Tuesday, December 19, 1972.]
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omists; Jerry J. ,Jasinowski, research economist; George D. Krum-
bhaar, Jr., minority counsel; Walter B. Laessig, minority counsel;
Leslie J. Bander, minority economist; and Michael J. Runde, admin-
istrative assistant.

OPENING STATEM-NENT OF CiiAIRAMAN PROXMIRR

Chairman PROxMIRE. The subcommittee will come to order.
The latest strategy to cover up the procurement mess seems to be-

to blame everything on something called total package procurement.
Yesterday an official of Lockheed complained that the C-5 contract
was impossible to perform and the total package procurement was
the cause of the problems on that program.

Apparently both Grumman and Litton are following this strategy.
Each seems to be saying that the total package procurement type of
contract in the case of the F-14 and the LHA is the reason those
programs are running into difficulties. It is not the contractor who is
at fault; it is the type of contract that was signed.

This is a simplistic and superficial attempt to gloss over the
deeply rooted problems of defense contracting. The irony is that it
was largely the work of this subcommittee that disclosed the prob-
lems associated with the most well-known total package procure-
ment, the C-5. We were the first to criticize this program and the

contract covering it, at least the first congressional critics of it.
Unfortunately, the lesson we tried to get across about the C-5

program and the contractual problems seems to have been lost in the
Pentagon and in the aerospace community.

One of the major weaknesses with total packaging has been that it
has encouraged the services to put too manv of their eggs in one-
basket. First, it locks them in with a contractor from the design and
development phase to the production and provision of spare parts,
Theoretically through the life of the program.

(1821)
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Second, it tends to concentrate more military work in a single
plant or in a single contractor's organization than is healthy. When
a giant like Lockheed runs into problems, it can literally threaten to
halt production or go out of business if the Government does not
fork over more money. And the Government, more often than not,
after sinking hundreds of millions or billions into a program, has
gone along with the contractor.

The problem with the C-5 contract as a legal document was not
that it embodied the total packaging concept. The problem was that
it contained a gigantic loophole, known as the repricing clause, or
the golden handshake, which permitted Lockheed to raise the price.
The contract was supposed to have a fixed ceiling on it, but as it
turned out, the ceiling was fixed on hinges that allowed it to be
raised.

But now that total packaging has been discredited and banned for
future programs, the idea seems to be to show that your contract
was a total package, claim it is impossible to perform, and ask for a
Government handout or bailout.

This approach totally ignores the true problems of government
mismanagement and contractor inefficiency. Yesterday we docu-
mented some of those problems with respect to the 0-5 and nine
Army programs.

Today we want to discuss some Navy programs. And I especially
want to talk about a Government report on the Litton shipyards at
Pascagoula. The reason I want to go into this report is not to single
out a company or a program or two for special criticism, but
because what has occurred in this shipyard illustrates the sheer
waste and mismangement that infects some of the largest weapons
programs.

The particular type of contract becomes a small factor in the
overall picture when the contractor cannot operate his plant
efficiently, when he is unproductive, when his organization is un-
sound, when he is guilty of poor workmanship, when he cannot even
achieve good management-labor realtions. When the contractor is
not properly organized and he just does a poor job, then it makes
little difference whether the document he signed with the Govern-
ment is a total package or a partial package.

Mr. Fred O'Green, president of Litton Industries, has declined to
appear today through a letter I received last Friday from Charles
B. Thornton, chairman of the board. Mr. Thornton did say that the
company will be glad to appear at a later time when present nego-
tiations with the Navy are concluded or are at a more settled stage,
and he expressed his desire to cooperate fully with this subcommit-
tee. We will try to reschedule Litton in the near future.

Our first witness this morning is Gordon Rule, director, procure-
ment control and clearance section, Navy Materiel Command. Mr.
Rule will be followed by Mr. Dean Girardot, coordinator of the
metal trades department, representing most of the unions at Litton's
shipyards in Pascagoul. Mr. Rule does not have a prepared state-
ment, but will proceed to make an oral presentation about Navy pro-
curement policies and practices, after which I will adress some ques-
tions to him.
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Mr. Rule.
Mr. RuLE. Good morning, Senator.
Chairman PROXMRFE. Good morning, Mr. Rule, very nice to have

you here this morning. You have been a very helpful and coopera-
tive witness and we deeply appreciate it.

Mr. RuLE. Thank you.

STATEMENT OF GORDON RULE, DIRECTOR, PROCUREMENT CON-
TROL AND CLEARANCE SECTION, MATERIEL COMMAND, DEPART-
MENT OF THE NAVY

Mr. RULE. Thank you for letting me appear without a prepared
statement. The reason I do that is because, as you know, if I wrote
one I would have to get it cleared in the Navy and I do not think
they would clear it.

Let me make one point very clear, Senator, that everything I am
going to say today is based on one fundamental point that I have in
mind, and that is that I do not like to see the Navy get pushed
around. There are two ways that the Navy can get pushed around.
One is at sea, if we are weak, and the other is at home, by large de-
fense contractors who rarely, if ever, give us what we pay them to
give us; namely, quality, on-time delivery, and reasonable cost, and
I do not want to be pushed around and I do not want to see the
Navy get pushed around by those contractors, and I have a very
strong feeling that they are doing that. So, everything I am saying
this morning is geared to that basic premise.

F-14 PROGRAM

I would like to say a few words about the F-14, lot 5. I would
like to very much congratulate Mr. Warner, Secretary of the Navy,
and Admiral Kidd for the decision that they made about a week ago
to exercise that option. We all know the result of their exercising
that option; we know what Grumman has said, but I certainly con-
gratulate those men for making that decision. It is a step in the
right direction, and I hope they maintain that posture.

I hope that other companies who, that I know personally, have
been standing in line waiting to see what we do on lot 5, I hope that
they get a little bit of a message from that, and I hope that that at-
titude prevails on down through the Litton's and everybody else
who has a contract and in some way want it reformed or want to get
out of it.

GRUMM01AN }TTLL-PAGE AD

I know you have seen this full-page ad put in the paper by Grum-
man. I want to congratulate them for putting that in the paper.
They have for the first time-and I am very glad to see it-they
have laid this whole question out right in front of the public where
it ought to have been. It has been handled with so much secrecy, so
has Litton, that I am delighted to see this, this full-page ad.

Chairman PROXMIRE. Without objection, that ad will be printed in
full in the record at this point.
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Mr. RuLE. Well, if I had known that, will you get a copy because
I have got some notes on this one.

Chairman PROXMIRE. I do mean that one. [Laughter.] We have
copies of it.

Mr. RULE. OK.
[The full-page ad referred to follows:]

[Full-page ad from the New York Times, Dec. 12, 1972]

TO THE SHAREHOLDERS OF GRUMMAN CORPORATION

On December 11, 1972, Grumman Aerospace Corporation, a subsidiary of
Grumman Corporation, received notice from the United States Navy of exercise
of an option for 48 F-14 Aircraft to be procured in Fiscal Year 1973.

Under instructions from the Board of Directors, acting in your interest,
Grumman Aerospace Corporation has advised the Navy that it will not proceed
under the option.

The pertinent facts of the matter are:
1. The option is invalid and unenforceable.-Counsel has advised the Corpora-

tion that the option exercised by the Navy does not comply with the terms of
the contract, or with Congressional Authorization Public Law 92-436 of 26
September 1972, and cannot be legally enforced.

2. To continue under the option icould not be in the best interests of the
Government and the shareholders.-The form of contract which the option
exercise seeks to perpetuate has proven to be so contrary to the Government's
own interest that its further use has been prohibited by Department of Defense
Regulations. The terms of the option are such as to seriously threaten Grumman
Aerospace Corporation's ability to remain a viable producer of essential defense
and space hardware and to meet its responsibilities to shareholders.

3. The causes of the contract problem are beyond the corporation's contro7.-
There would be no financial problem had not external, unusual, and unpredict-
able economic factors-namely: extreme inflation and a radical shift in Gov-
ernment procurement policy-come into play during the life of the program.
None of these factors was accurately foreseen by Grumman or the Navy at the
original contract negotiations. Data presented by the Corporation conclusivelv
demonstrate that Grumman Aerospace is a competitive and efficient supplier
of essential products. and no statement of disagreement with those data has
been made by the Navy.

4. The F-14 meets or exeeeds all Navy requiremrents.-IJninformed opinion
to the contrary. data accumulated in over 900 flights of 20 airplanes totaling
over 1,900 flight hours conclusively demonstrate that the aireraft will, in fact,
fulfill the essential fleet roles originally established for it. These results have
been substantiated by fleet pilots in over 300 test flight hours in the airplane. and
they have been unanimous in their statements that the F-14 fighter is superior
to any other known fighter in the world.

5. There is no cheap alternative means of fu7fil7ing the requirement.-Studies
have also been made by the Navy considering all possible means of providing the
absolutely essential air superiority and fleet air defense capability represented
by the F-14. They have been unanimous in concluding that no cheaper alternative
exists.

6. The corporation has made every effort to negotiate a settlement with the
government.-The Corporation has been very open with the Government and its
shareholders in discussing the problems caused by the F-14 Contract. For over
two years the Corporation has intensely pursued a negotiated settlement of these
problems. Despite assurances given to the Corporation at the inception of the
preceding Fiscal Year 1972 procurement, the Corporation has not received a
single offer from the Government in settlement of the problem. In fact, Grumman
Aerospace agreed to the Navy's request for an extension of the Fiscal Year 1973
procurement option date to December 15, 1972 in order to provide additional time
for resolution of the contract.

7. It is unreasonable to expect Grumman shareholders to assume the entire
burden for this essential defense programn-To date, Grumman Aerospace Cor-
poration has contributed nearly $1,000.000 towards the cost of each F-14 ordered
by the Government. The Government has not paid one cent above the original
costs negotiated for Grumman's portion of the program work. Eighty-six aircraft
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have been ordered thus far, and the Corporation has written off $85,000,000 in
losses. These losses have been accepted even though their cause was beyond the
control of the corporation. To continue under this now discredited and prohibited
type of contract, which can not be enforced legally, would be to exercise extremely
poor management judgment to the detriment of shareholders, and the long term
interest of the Government.

In view of the foregoing, the Board of Directors has regretfully instructed that
no further work be performed with respect to the Fiscal Year 1973 procurement
of the F-14 aircraft, and directions to stop work have been sent to suppliers
across the country. Production of other Navy aircraft will continue as will work
on F-14's already on order and scheduled to be completed in mid-1974.

Grumman Aerospace views today's action by the Navy with great regret. The
employees, officers, and directors of the Company have worked with unique dedi-
cation to produce for the Navy an outstanding fighter weapon system. We have
accomplished this and it has been acknowledged in Navy evaluations. This effort
has been carried out with the same dedication which has produced for the Navy
the very successful A-6 and the E-2 series of aircraft, as well as the Orbiting
Astronomical Observatory and the Apollo Lunar Module for NASA. These are and
have been sound products; the F-14 is a sound product. It is unfortunate for the
nation, the Navy, and Grumman Aerospace that today's action was taken.

The Corporation will continue its efforts to achieve a reasonable and equitable
solution to the F-14 contract problem with the Government, and will keep its
shareholders advised of important developments regarding the program.

E. CLINTON ToWL,
Chairman of the Board.

JoHN C. BIERWIRTH,
President

(For Grumman Corp.).

Mr. RULLE. The reason I mention Grumman, and I have not been a
-participant in any of the negotiations, I am interested in the public, the
taxpayer, knowing what in the hell is going on in these cases, and
this gives me the opportunity to say what I know has been alluded
to in some publications but I think needs to be really stressed, and
that is, that when Grumman got this contract, the F-14, it was, in
my opinion, and still is, the most flagrant buy-in that I have ever
seen.

GRUMMAN REDUCES F-14 PROPOSAL BY $500 MILLION

On the 6th of January, 1969, when negotiations were going on be-
tween Grumman and McDonnell-Douglas, they came in right in the
midst, right at the end of the negotiations and, as a result of a man-
agement decision, reduced their bid proposal by $500 million.

Now, oddly enough it is just about $500 million that they say they
want now from the Government, and it is no coincidence, in my
opinion. I think the taxpayers of this country have a right to know
that this company made a management decision and bought in.

They say in this ad that were they to continue work on this con-
tract it would be extremely poor management judgment. Well, they
did not put out a full-page ad when they bought in, to notify their
shareholders and their labor force, they did not do that, but now
they want to be bailed out for that management decision.

I have been asked the question by some of my superiors, "Well,
Grumman says that when they reduce that"-incidentally they re-
duced the figure on the 6th of January 1969, the announcement that
they got the contract was the 14th of January 1969, just about a
week after they came in with that $500 million reduction.
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Now, the question I have been asked is, "Well, Grumman says
they expected to make up that reduction by future business. They
expected to get the space shuttle program, they had no idea that in-
flation would creep or gallop as much as it has done," and I have
been asked "Well, isn't there some merit to these contentions of
Grumman?" And my answer is, absolutely not. These are big boys.
They are not kids, they know how to bid on contracts. I am afraid
they had the philosophy, as so many other companies had, "Get the
contract and then you will get bailed out," and I just am not per-
suaded by the fact that they are so naive that they can now expect
the Government to bail them out of this contract, and I think the
first thing I said about congratulating Mr. Warner and Admiral
Kidd, I want to repeat again because I hope they hold the line with
this company.

Now, with respect to lessons learned on Grumman, I have recom-
mended a clause to Mr. Shillito that we put in any contract where
there is reason to believe that there is a buy-in. For example, in this
contract we should have put a clause in, in my opinion, which said
"OK, we recognize, we think we recognize, that you are buying in to
the tune of $500 million. We cannot tell you to raise your price, we
cannot offer to pay you more, but we are going to put a clause in
this contract, Mr. Grumman, which says if you get in financial trou-
ble the first $500 million is on you. If you need more maybe we will
talk to you but the first $500 million is on you," and that to me, is
the lesson learned, and that is all I have to say about Grumman.

LHA NOT A TOTAL PACKAGE PROCUREMENT

I would like to make a couple of comments about Litton. I have
had no part in the negotiations with Litton either, but the funda-
mental point that again, I think, the public, the taxpayer, should
know about Litton, LILA in particular, and I am not talking about
the 963, but with respect to the LHA, I want to make it very clear
that that is not a total package procurement. The RFP that went
out, that this company bid on. said specifically this is not a total
package procurement, and anything that Litton says in that regard
is just not so.

MODULAR CONSTRUCTION CONCEPT

But, I want to point out what is really basic in this Litton con-
tract. I am reading, I would like to read, from a Litton piece of
paper:

What is the new principle of building ships? The new principle employed by
Litton is to "manufacture" rather than construct ships. Such an approach sub-
stitutes production methods of operation based on work flow through a produc-
tion line for the in-place construction method heretofore applied to ships.
There are no "ways" on which a keel is laid. Successive elements of the hull
are built up and down which the ship is launched before final outfitting. In-
stead, starting from the ship design itself, which Is especially adapted to the
potential efficiencies of production line methods, the process resembles a giant
automobile assembly line. A number of modules progress in parallel through
the fabrication shops, down the assembly lines, become joined Into successively
larger and larger units and finally are joined together into a nearly completed
ship which is then transferred on massive rails to a ground level but floating
launching platform which is submerged allowing the ship to float off. This
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process, developed from extensive analysis of European and Japanese ship-
building techniques, achieves maximum efficiency in the shipbuilding by mak-
ing use of capital intensive mechanization and work flow control.

That is what this company tried to do. I submit that the best
thinking I have heard on this subject is that you can do that. You
can modular and assembly line commercial ships but that it is not
possible to use this technique to build warships, men-of-war.

If I may read once more, Senator, I would like to tell you what
Admiral Rickover has testified on this subject. He was testifying be-
fore the House Appropriations Committee on the defense appropria-
tion bill of 1973 in part 9, which is a volume directed entirely to
Admiral Rickover's testimony:

Mr. Sikes, you asked me a question about modernization in shipyards. I
think the idea of going to highly automated shipyards for warships is Inher-
ently wrong for several basic reasons. Finally, as in the case of nuclear sub-
marines, modern warships are too complicated to use a high degree of auto-
mation effectively. I think if you ask anyone familiar with the complexity of
building modern warships you would find a unanimous opinion that you cannot
universally apply automated production techniques for this kind of work. Even
the Soviets, who make great use of automated production, use the more con-
ventional techniques when building their large combatants.

The drive for use of fully automated shipyards by the Navy is another ex-
ample of inexperienced managers and Navy officials advocating something they
know little about. In their eagerness to impose their interpretive pattern they
gloss over evidence that does not fit. Having formulated their conclusions they
go on to construct a suitably incredible machine to fit them.

The courses in industrial management teach that a good manager makes
maximum use of automation to improve efficiency, and if that is what the
textbook says then it is assured that that is the way warships should be built.
But in reality this is just not true, and there are many problems in trying to
highly automate the construction of major warships and still deliver to the
fleet high performance vessels at a reasonable cost.

I am glad that there has been this publicity on the Litton situa-
tion in the last few days. I think again, as I do in the case of Grum-
man and the F-14, the taxpayers have a right to know, and this
publicity, I think, is all to the good.

If there is any lesson to be learned here, I submit it is that the
Navy got sold a bill of goods. This contract was a good contract, it
was not total package procurement, and I just think that the weight
of the evidence is that you cannot build these ships, men of war,
warships, you cannot build them, by this technique. I think, and I
hope, that Litton can do this with respect to some of these Marad
ships that are coming along. I understand that it is a beautiful fa-
cilitv down there. I understand they brought a very good ship-
builder over from the other bank, who says he will build these
LHA's but they will not be built by this modular construction tech-
nique, and what that does to our costs, I do not know.

I just will say one more thing on Litton and that is, if by the 28th
of February, when they are supposed to have quite a few things
done under their latest modification, if they have not done those
things and made the proper progress I think they ought to be termi-
nated for default. They are 2 years late now, and this is going to
have impact on. I am sure on, the 963's and I just think we ought to
stop horsing around with them.

Chairman PROXMTRE. Thank you very much, Mr. Rule. I want to
welcome you to our hearings again. We invited four admirals to tes-
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tify as well as yourself, and the Navy sent only you. So we are ex-
pecting quite a lot from Gordon Rule this morning. The Navy did
promise to allow Admiral Zumwalt and Admiral Kidd and the oth-
ers to testify at a later time, by the way.

JOB DESCRIPTION RESPONSIBILITIES

The first question I want to ask is about your job and responsibil-
ities. Can you tell us what your job description means and what role
the clearance branch plays in Navy procurements?

Mr. Rufm. Well, they just changed my job sheet since I was-my
job description since I was-up here the last time. I do not think it
makes a hell of a lot of difference if they did. The job, when I got
this job in July 1963, the job description said that whoever occupied
this position was the principal agent of the Secretary of the Navy in
procurement matters to advise him that we were making prudent
business deals.

At that time there was in effect a so-called bilinear system in the
Navy, which simply means that CNO was in charge of all operations
and requirements., and CNAI, the Chief of Naval Materiel, was of
equal status, the two admirals that headed CNO and CNM were of
equal rank.

Now, it is the unilinear system. Thev put CNMI under CNO, and
Admiral Kidd, who is CNM, is responsible to Admiral Zumwalt.

When it was the other wav. when it was the bilinear system
whoever was CNM could challenge CNO, and did. They were of
equal rank.

Now, I see signs that this unilinear system is not good. It is not
good and it should be changed, and again I can quote, and I think it
is very interesting, I can quote, where Admiral Rickover testified at
the same hearing that we should do away with the unilinear system
and get back to the bilinear system.

Chairman PROXMIRE. Do you fit into this unilinear system in re-
porting to one of the admirals or do you report directly to the Sec-
retary ?

Mr. RuIy. Well, I say when I got the job I was the principal
agent of the Secretary. When it changed to the unilinear system,
Admiral Kidd said, "Well, I think we have to change that. You are
no longer the principal agent of the Secretary. You are the princi-
pal agent of me, CNM."

Chairman PROXMIRE. I see.
MIr. RuLE. I agreed so long as the change had to be made but

when they rewrote the job sheet they said I was the principal agent
of a rear admiral by the name of Freeman, my boss, and I gagged
at that and would not sign the job sheet because I thought that was
diluting the function. But the job itself that I am supposed to per-
form, let me just read you a couple of lines.

Chairman PROXNEIRE. All right.
M r. RuLE [reading]:
In his present position Mr. Rule's overriding responsibility is to insure that

all major negotiated contracts or contractual changes of the Navy are sub-
jected to an independent, penetrating, objective review of all contractual and
business considerations prior to any procurement commitment by the Depart-
ment of the Navy. Within the scope of procurement operations of the Navy,
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Mr. Rule's duties and responsibilities constitute the most salient point of a,
system of checks and balances in the entire procurement organization. His is
the responsibility to challenge, to question, and to disapprove when such ac-
tion is necessary regardless of other considerations or consequences. In eco-
nomic terms this responsibility encompasses eight to $10 billion each year in
programs vital to the Navy's future.

That was -written and signed by Frank Sanders, who then was As-
sistant Secretary of the Navy. He is now Undersecretary of the
Navy. That is how he described my job. So in effect, I am getting'
paid by the taxpayer to challenge. That is the simple fact, and I do
challenge. But this check and balance system that they talk about,
which was a darned good system set up by Mr. Forrestal when he
came down here as Secretary of the Navy, this is being eroded more
and more.

Now the whole concept of checks and balances is becoming'
thought of as roadblocks. so that the function of challenge that I
still get paid to do is not appreciated as much, shall I say, as it was.

Chairman PROXMIRE. We appreciate it.

ALLEGATION OF MISREPRESENTATION IN LITTON SUB3MARINE CLAIMS

Can you confirm or deny the information I have received that
there is a serious possibility of fraudulent misrepresentation in
connection with a claim and requests for progress payments submit-
ted by Litton: Are you aware that a three-man team was recently
set up by the Commander of the Naval Ship Systems Command to.
investigate the possible steps to be taken with regard to false and
misleading data submitted by Litton on their nuclear submarine'
(SSN's 680, 682, and 683) claims?

Mr. RuLE. You are speaking specifically about that submarine
claim?

Chairman PROXMIRE. Yes, sir.
Mr. RuLE. All I know, Senator Proxmire. is a letter that I have

seen signed by Admiral Rickover in which he does not categorically-
charge fraud but he says it almost amounts to fraud.

Now, I did not know there was any other investigation or possible'
suit with respect to that. I know that the claim that they put in,
Admiral Rickover made a determination that it was worth consider-
ably less than what they claimed.

Chairman PRoxMiRE. Yesterday we pointed out the huge disparity
between the face amount of the claim and the amount offered in set-
tlement by the Navy. Can you tell us anything about the claim and'
whether you agree that there is a possibility it is based on mislead-
ing and false information?

Mr. RuLE. I do not think I can in any way that would be helpful.
I only have impressions and I only think-I know this thing has
grown from-I had it before me once for about $6 or $7 million,
and I sent it back. The next time I heard of it it was up around $40
or $50 million. Now, what happens to these things goodness knows.

Chairman PROXMIRE. As I recall one of the claims, there was a
discrepancy between the amount of $40 million claim by Litton, and
less than $1 million decision on the part, or allowance on the part,
of the Navy or willingness on the part of the Navy to provide any
of the amount. The second was, I think, something over $30 million



1830

and I think that Nqvy offered onlv $3 million. The discrepancy was
so enormous that it seemed the claim may or may not have had
much merit.

You say you are not familiar with this three-man team investigat-
ing this situation ?

Mr. RULE. No, Senator. We send so many teams around to so
many places that I frankly, cannot keep track of them. I do not re-
member this one. We have-one of the things that I was going to
talk about later and I might as well talk about it now, is our indeci-
sion and our inability in the Navy to make decisions and dispose of
these claims.

Chairman PROXMIRE. Could you find out for us when this three-
man team is likely to make its report, when it will be available?

LITTON OVERPAID ON SUBMARINE CONTRACTS

I would also like to ask you are you familiar with the fact that
Litton has been overpaid during the past several years on its subma-
rine contracts?

Mr. RULE. On its submarine contracts I
Chairman PROXMIRE. Submarine contracts. It has received excess

progress payments for these contracts, and that the overpayments
may have been as much as $30 million or more during this period?

Mr. RuILE. No, sir; I am not familiar with that.
Chairman PROXIrIRE. Are you aware that requests for progress

payments have to be certified as to the physical progress upon which
progress payments are based, and that Litton may have certified to
false and misleading information in order to obtain more money
than it was entitled to on these contracts?

Mr. RtLE. Well, in the normal shipbuilding contract progress
payments are based on physical completion. That is one of the big
points in the present Litton controversy on the LHA. They are not
getting paid on that basis. They are getting paid on the basis of
costs incurred as distinguished from progress payments. That is
what the whole issue. one of the principal issues. was about last Sep-
tember. They said "If you convert from costs incurred, where they
get a hundred percent of their costs, to physical completion, that
they owe us a lot of money."

Chairman PROXMIRE. Well, are you saying then that this is legal
and within the contract on the basis of their claims, that there is no
evidence that there is any false or misleading information involved
here?

Mr. RULE. I am saying, I do not know, Senator.
Chairman PROXMIRE. You cannot tell?
Mr. RULE. I have not looked at it from that point of view and I

just do not know so I cannot say.

CORRESPONDENCE BETWEEN CHAIRMAN PROXMIRE, SECRETARY W"ARNER AND
ASSISTANT SECRETARY SANDERS

Chairman PROXMIRE. I wrote to Secretary John Warner on No-
vember 30 asking, among other things, about the overpayments to
Litton. I received an answer on December 14 from Frank Sanders,
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Under Secretary of the Navy, confirming the fact that Litton, oper-
ating as Ingalls Shipbuilding Division, has received overpayments
on its submarine contracts. I previously released my letter and I am
releasing Mr. Sanders' reply today.' The difficulty I have with the
Navy response is that the Navy's figures show the cumulative over-
payment amounted at its maximum to $7.590,000 and that it has all
been recently recovered. But I have evidence that the overpayments
were substantially higher than that figure. My information comes
from a series of audit reports made by the Defense Contracts Audit
Agency. Are you familiar with these reports?

Mr. RUuE. No, sir; but I would take their word for it.

DCAA AUDIT REPORTS

Chairman PROXNIRE. Well, I obtained these reports by requesting
them from the Department of Defense and I want to point out that
the Pentagon has been very cooperative and responsive to my re-
quests for information. But the letter transmitting the reports said
they contain contractor proprietary data and may not be made
available to the public under the law protecting this kind of infor-
mation. I sharply disagree with the Pentagon's position on this.
After looking at the reports I fail to see what the proprietary data
subject to legal protection might be and I intend to press until it is
made public or its withholding from the public is satisfactorily ex-
plained. I wonder if you have an opinion as to whether these reports
ought to be released or kept secret?

Mr. RULE. I would err on the side, Senator, of making them pub-
lic. I think it is public information.

Representative CON-ABLE. Are you familiar with what is in the re-
ports?

Mr. RmLE. No, sir; but I mean audit reports generally, I thought
that is what the Senator was talking about.

Chairman PiloxMIRE. That is right.
Mr. RULE. These DCAA reports, I would make those reports pub-

lic. As I said a little while ago, the secrecy air that has enveloped
almost all of our work is to me just ridiculous.

Chairman PROXMITRE. I want to ask you, can you-let me say be-
fore proceeding with Mr. Conable's helpful interjection, can you-
imagine what might be in the report that would be damaging to our
national interests or damaging to the Navy's interest if they were
made public?

Mr. RULE. Well, Senator, these reports, these audit reports, are
supposed to be factual reports, and I can certainly conceive, I have
seen many, I have seen them within the last week, audit reports
from Grumman, from the auditor at Grumman. where he says "We
are denied access to records so that we cannot tell you what we
think about this price."

Chairman PROXMIRE. You are talking about the Defense auditors,
Defense Department's auditors?

Mr. RULE. That is right, the same group you are talking about.

1 The exchange of correspondence, dated Nov. 30, 1972, and Dec. 14, 1972, respectively,
may be found on pp. 2479-2482.
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NAVY-MARITIME ADMINISTRATION JOINT AUDIT-INTERIMC REPORT

Chairman PROXMIRE. Let me ask you about the Marvin Miller re-
port made on May 10, 1972, following a joint audit of Litton's ship-
yards by a team composed of auditors from the Navy and the U.S.
Maritime Administration? Are you familiar with this report and its
findings?

Mr. RAE. No, sir.
Chairman PROxMIRE. Well, that report contains some of the most

brutally honest and disturbing disclosures of contractor mismanage-
ment and inefficiency that I have ever seen. On the strength of this
report I would conclude that the Litton shipyards were among the
most poorly organized and wasteful shipyard operations in the
world. Let me read some of the findings and then I am going to
place selections from the report into the record, and I ask Mr. Cona-
ble if I can run over 2 or 3 minutes with his permission, so I can
read this. They found a great deal and I am just going to read a
few of their findings, some of the most pertinent and appropriate
and, as I say, the entire findings will be placed in the record.

Lack of engineering and work packages was having a major effect
on LHA production.

Lack of manpower coupled with low productivity in the shipyard
was having a major impact on the production schedules for both the
Farrell and LHA programs.

The company did not have an effective means for controlling
schedule slippages, and for the allocation of manpower between the
various ships in the vard.

Productivity in the shipyard was low. Overmanning to meet
schedules was apparent in many areas, precluding efforts to improve
productivity and control costs. However, due to lagging schedules,
the yard resorted to inefficient overmanning in many instances.

The training program at Litton Ship Systems was primarily sub-
sidized bv Government training programs. The shipyard's training
program is inadequate to support current production schedules. The
company provided no on-the-job or off-the-job training during reg-
ular hours of duty for career development programs. The yard has
no formal apprentice program.

The quality assurance directorate was not effective. Poor work-
manship and repetitive defects were noted throughout the yard. The
average defect rate being experienced was excessive and was having
a serious impact on production schedules. The quality assurance di-
rectorate reported to the vice president of operations rather than
through the general manager of the yard and so forth.

The company was having serious planning, scheduling, manning,
and productivity problems.

The company was behind on all schedules to which it was work-
ing. There were no effective schedules to support the planned deliv-
ery dates, and no recovery plans by which planned dates could be
met. Although there was much scheduling and planning activity in
the shipyard, no orderly and consistent scheduling or rescheduling
was available in the yard at the time of the audit.

The planned allocation of manpower was inadequate for all
ships. Manpower allocations were not keyed to production schedules.
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During the course of the audit, the company modified considerably
its manpower plans for all ships under contract.

There was a lack of adequate fire protection for the shipyard.
The engineering directorate, largely located in California. had a

number of serious problems prior to the audit which have adversely
affected the LHA engineering. At the time of the audit, the engineer-
ing directorate appeared to be operating effectively with its major
-weakness being the split in engineering effort and production work
between California and Mississippi. This problem is hopefully being
resolved by the transfer of engineering to Mississippi as soon as
practicable.

The management organization was large and has a very complex
structure. The DD and LHA program management offices were also
large resulting in a dilution of total management effort because of
the time required to manage the individual offices.

The company had a complex, cumbersome management control
system requiring the issuance of many documents in order to author-
ize and track work.

As I said. there were other elements here, and eve will put the en-
tire report in the record.

[The report referred to follows:]

INTERIM REPORT OF PRODUCTION AUDIT OF LITTON SHIP SYSTEMS, DIVISION OF
LITTON INDUSTRIES, CONDUCTED DECEMBER 6, 1971 THROUGH DECEMBER 10, 1971;
JANUARY 31, 1971 THROUGH FEBRUARY 18, 1972; _MARcI 13, 1972 THROUGH
MARCH 17, 1972; AND APRIL 24, 1972 THROUGH APRIL 28, 1972, BY A JOINT NAVAL
SIIP SYSTEMS COMMAND AND U.S. MARITIME ADMINISTRATION (OFFICE OF SHIP
CONSTRUCTION) PRODUCTION AUDIT TEAM

NAVSHIPS 0511,
MARAD CODE 723.

May 10. 1972.
To: Commander, Naval Ship Systems Command, Chief, Office of Ship Construc-

tion, Maritime Administration.
Subject: Interim Report of Production Audit of Litton Ship Systems Division.

1. Forwarded herewith is an interim report of the production audit and post-
audit reviews conducted at the Litton Ship Systems Division, Litton Industries,
Inc. by a joint NAVY/MARAD team. The audit began on 6 December 1971 with
a preliminary review at the shipyard in Pascagoula, Mississippi and was conm-
pleted for pluroses of this report at the conclusion of a post-audit review at the
shipyard on 28 April 1972. This report contains an overall analysis of the ship-
yard and its capabilities to build ships as well as a detailed schedule analysis of
the four Farrell container ships currently under construction.

2. The report also contains a preliminary review of the status of the LllA and
DD 903 Class Programs. Because of the incomplete state of planning and sched-
uling for these two programs by Litton. the audit team was not able to fully
evaluate these two programs nor determine the reliability of the shipyard s pro-
posed delivery dates. Litton is in the process of developing revised construction
schedules. The team is reviewing these schedules as they are developed.

3. After completion of the Litton scheduling effort, followed by an evaluation
by the production audit team, a detailed analysis of these two programs will be
provided.

M. B. 'MILLER.
Team Leader.

L. D. PASSET,
Assistant Team Leader.

C. T. CooKsoN,
Afaritime Administration Repres-ntatire.
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INTRODUCTION

A preliminary production audit of Litton Ship Systems Division, Litton Sys-
tems, Incorporated, Pascagoula, Mississippi was held 6 December through 10
December 1971 and followed by a formal production audit during the period 31
January to 18 February 1972. Both of the above phases of the audit at Pasca-
goula were conducted by a team of NAVY/MARAD representatives. A third
phase of this audit was conducted during the period 23 March through 17 March
1972 at the itton Ship Systems and Data Systems Divisions in California by a
small team of Navy representatives. A post production audit review was con-
ducted by audit team members at Pascagoula during the period 24-28 April
1972. The audit included a detailed review of the shipbuilder's engineering facili-
ties, test facilities, production facilities, production planning, status of design,
schedules, manpower planning, material planning, and related management infor-
mation systems. It also covered a review of the actual physical progress being
achieved on the four MARAD containerships (Farrell 1-4) and on the am-
phibious assault ships (general purpose), LHA 1-5, under construction at the
contractor's new facility.

The contractor's personnel and management worked harmoniously with the
NAVY/MARAD team and were responsive in furnishing available data requested
for the production audit

PURPOSE

The purpose of the audit was to:
(a) Physically inspect the MARAD/Farrell ships under construction to ascer-

tain current progress.
(b) Analyze the contractor's production capability and supporting schedules

to obtain assurance that delivery schedules developed for the four MARD/Farrell
ships were realistic and feasible, and, if not, to develop delivery schedules which
were considered attainable.

(o) Review status of design and planning for LHA and DD 963 programs with
emphasis on facilities scheduling, manpower scheduling, production work schedul-
ing, material ordering, and planned subcontracting of structural work to ascer-
tain if delivery schedules for Navy programs were feasible, and, if not, to de-
velop delivery schedules which were considered attainable.

(d) Determine if MARAD/Farrell program work would Impact Navy work.
(e) Ascertain if MARD/Farrell production performance to date is indicative of

future performance and can be applied as a valid base to project estimates for
Navy shipbuilding programs.

(7) Review the shipyard's overran production planning and control systems,
manpower estimating procedures, manpower planning and control systems, ma-
terial planning and control systems, and other management information systems
related to ship production to ascertain if the contractor has effective manage-
ment control and if management information systems are timely and adequate.

(a) Follow the industrial processes and paper flow through the shipyard.
(h) Review current employment, recruitment and training plans, and obtain

data relative to attrition and absenteeism.
(i) Ascertain if the Navy has adequate visibility of the contractor's perform-

ance and the contractor's potential productive capacity.

BACKGROUND

At the time of the formal production audit at Pascagoula. Litton Ship Systems
held two contracts with the Naval Ship Systems Command for the construction
of 21 surface ships: one for five LHA's (of an original planned quantity of
nine) under contract N00024-69C-0283 with LHA 1 awarded on 5/1/69, LHA
2-3 awarded on 11/15/69 and LHA 4-5 awarded on 11/6/70; and a second for
16 DD's of a planned contract total of 30 DD's under contract N00024-70-C-0275
with DD 963-965 awarded on 6/23/70. DD 966-971 awarded on 1/15/71 and
DD 972-978 awarded on 1/26/72. In addition to the Navy contracts, Litton held
a contract for the construction of four 'MARAD C6-S-85a eontainerships for
Farrell Lines, Incorporated, contract MA-Al SB-75 dated 10/3/68.

When the MARAD/Farrell contract was awarded to Litton, construction of
three similar ships for the American President Lines, Ltd. were also awarded
to Litton by contract MA-MSB-77 dated 10/3/68. Construction of a fourth ship.
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for the American President Lines was added by an addendum to contract MIA-MSB-77 dated 2/2/70.
At the time of the MARAD/Farrell and MARAD/APL bid openings and con-

tract awards, Litton Ship Systems was constructing a new shipyard at a site
on the Pascagoula River across the river from the Ingalls Nuclear Shipbuilding
Division of Litton Systems, Incorporated. Numerous problems were encountered
during the completion and start-up of the shipyard simultaneously with thestart of construction of the MIARAD/Farrell ships. Consequently, schedule
slippages in the MARAD programs resulted. Due to the slippages on Farrell
and APL ships and considering the Navy work under contract, a decision wasmade by Litton on 4/16/71 to transfer construction of the four APL ships tothe Ingalls Nuclear Shipbuilding Division.

The production audit was initiated as a result of delays to the original
scheduled deliveries of LHA 1-6 and the potential impact which slippages in
the MARAD/Farrell program would have on both the LHA and DD 963 pro-
grams. The provisional delivery schedule contained in the Memorandum of
Agreement dated 4/23/71 reflected LHA 1-5 delivery dates which were laterthan the original contract delivery dates by 12, 13, 14, 14 and 14 months
respectively. Also, MARAD reported that Farrell 1-4 had slipped 10, 9, S and 7
months respectively. Exhibit 1 reflects Litton's workload and the key events
for the ships at the time NAVSHIPS advised Litton by NAVSHIPS Itr
0511:HP:ie, 4760, Ser 118-0511 dated 5/13/71, Exhibit 2, that a joint NAVY/
MARAD audit team would be sent to Pascagoula to review the feasibility ofthe shipyard meeting production schedules. In reply to Exhibit 2, the shipbuilder
by letter 030100/XL/1X0081 dated 6/22/71, Exhibit 3, indicated that LHA was
in the preliminary stages of production, LHA schedules were being re-evaluated
and the company felt the Navy would "perform a more meaningful audit if it
could be accomplished at a point in time when full fabrication and production
of LHA has been effected."

In June 1971, MARAD reported that the Farrell program had again slipped
and that Farrell 1-4 were scheduled for delivery 14, 14, 12 and 14 months respec-
tively later than the contract delivery dates.

At the same time the shipbuilder reported that start construction dates forLHA 2-5 were revised 7, 7, 10 and 10 months later than previously planned, but
held the provisional delivery schedule delivery dates. Exhibit 4 reflects thesechanges in the Farrell and LHA programs.

By Naval message 220024Z July 1971, Exhibit 5, NAVSHIPS advised Litton
that the production audit would be held during a two week period commencing on
8/2/71. Litton by letter dated 7/30/71, Exhibit 6, questioned the Navy's right
to conduct the production audit. NAVSHIPS asserted the Navy's rights by letter022:SK :mar, Ser 397-022 of 7/30/71, Exhibit 7, but advised the company that it
would limit the production audit to the East Bank facility because planning for
LHA had not been completed and requested that the Navy be advised when the
necessary LHA data would be available for Navy audit. Litton, by letter 1CA100/
LL/1S0070 dated 8/9/71, Exhibit 8, recommended to the Navy that the produc-
tion audit be scheduled approximately six weeks before the contractor's repro-
posal submittal which was scheduled for early 1972.

In September 1971 NAVSHIPS was informed by the president of Litton Ship
Systems that the information necessary to conduct the audit had either been
developed by Litton or was very close to completion. Accordingly, by NAVSHIPS
letter 0511: MBM :gs, Ser 280-0511 dated 9/16/71, Exhibit 9, NAVSHIPS advised
that the production audit be held during the period 18-29 October 1971. However,
Litton's Director of Contracts advised NAVSHIPS that because of a work stop-
page which the company was experiencing the necessary planning would not be
completed for a Navy audit in October 1971. The work stoppage ended early
October 1971. A meeting was held 10/12/71 at NAVSHIPS headquarters withcompany representatives to discuss the rescheduling of the audit. The company
agreed to preliminary production audit to be conducted during the period 6-10December 1971 and a formal audit to be conducted in January 1972. NAVSHIPS
letter 0511 :MBM :gs. Ser 334-0511 dated 11/16/71, Exhibit 10, confirmed the
scheduled dates.

In November 1971, MARAD reported further slippages in the Farrell program
indicating that Farrell 1-4 were scheduled for delivery 19, 18, 17 and 17 months
respectively later than the contract delivery dates. Exhibit 11 reflects the changes
in the Farrell program.
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NAVSHIPS messages 010110Z December 1971, 2002352 January 1972 and

*260412Z January 1972, Exhibits 12 through 14 respectively, apply to the prelimi-

nary and formal portions of the audit at Pascagoula.
Just prior to the formal portion of the audit, Litton was awarded the seven

additional DD's, DD 972-978 which comprised the third increment of that multi-

year contract. Exhibit 15 reflects Litton's firm workload as of 1/31/72.

Subsequent to the production audit portion conducted at Pascagoula in January

and February 1972, an additional phase of the audit was conducted at Litton's

related division in California. NAVSHIPS msg 031855Z March 1972, Exhibit 16,

established the agenda for the audit at Litton's Advance Marine Technology

Division (AMITD) and Date Systems Division (DSD) sites.

AUDIT TEAM COMPOSITION

The production audit team consisted of 14 representatives from the Naval

Ship Systems Command, one from the Naval Material Command, two from the

I-.S. Maritime Administration, four from the Navy Shipbuilding Scheduling

Office, one from the Office of the Supervisor of Shipbuilding, Conversion and

Repair (SUPSHIP) Bath, AMaine, two from SUPSHIP Newport News, Virginia,

one from SUPSHIP Quincy, -Massachusetts and was assisted by representatives

from SUPSHIP Pascagoula and RESSUPSHIP Culver City. Two consultants

under contract to NAVSHIPS were present at the audit in Pascagoula on a part

time basis. The team members, SUPSHIP Pascagoula and RESSUPSHIP Culver

City personnel are lists on Exhibits 17 through 19 respectively. Support from

Defense Contract Area Audit (DCCA) personnel was obtained when necessary.

DISCUSSION

Gene ral

The team began the preliminary production audit at Pascagoula, Mississippi

on 6 December 1971. Orientation meetings were held with SUPSHIP Pascagoula

personnel and Litton Ship Systems representatives. The contractor's staff was

advised of the purpose of the production audit, the scope of information desired

and that, data obtained during this phase of the audit would serve as the basis

for the formal portion of the audit would be continued in January 1972. The

contractor was further advised that during the audit no direction would be given

by the government, and nothing offered should be construed as such. Also. that

commitments, if any, could be made only by a duly authorized Navy contract-

ing officer in writing.
The preliminary audit encompassed a review of the shipyard's production

planning and control systems, material planning and control systems, manpower

estimating procedures, manpower planning and control systems and other man-

agement information systems related to ship production. The status of planning

for LHA and DD 963 programs was reviewed with emphasis on facilities

scheduling, manpower scheduling. production work scheduling, status of material

ordering and planned subcontracting of structural work.
Presentations on the following shipyard operations and systems were given

to the audit team: master program scheduling (FAMSCO), manpower forecast-

ing system, production work schedule system. cost accounting system, production

software flow, production control system, material planning and control, facili-

ties scheduling and quality control system. In addition, the team was taken on a

tour of Litton Ship Systems' shipyard facility.
Individual groups of the audit team were organized to conduct preliminary

reviews on the current status of the following: manpower estimating, planning

and scheduling, facilities planning, structural work schedules (farmout), sub-

contracting, material procurement, personnel planning (including hiring and

training plans), and design.
The preliminary portion of the audit was concluded on 10 December 1971.

On 31 January 1972, the production audit was resumed at Pascagoula, Missis-

sippi. The contractor apprised the audit team of changes implemented since the

preliminary audit, provided an updated status of significant management infor-

mation systems, and discussed the current shipyard organizational structure.

The audit team was organized into basic review groups to conduct detail re-

views of the M1ARAD/Farrell. LHA and DD 963 programs and the overall ship-

yard, together with an overall shipyard schedule and manpower evaluation. The
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contractor assigned team coordinators to each group. Contractor team coordina-
tors and personnel conferred with in Pascagoula during the audit are listed in
Exhibit 20. Miscellaneous persons conferred with in Pascagoula are listed in
Exhibit 21.

An independent visual inspection of the four Farrell ships under construction
was started by members of the team to ascertain current status of completion.
Visual inspection of the LHA ships, although construction was minimal, was also
conducted. Construction had not started on the DD 963 program.

Other team members reviewed and analyzed the shipyard's facilities, organiza-
tional structure, status of design, available major events schedules, material
ordering and delivery schedules, planned manning schedules, manufacturing and
erection schedules, compartment completion schedules, test schedules, material
and production control systems, quality control systems, and other pertinent data
required to determine if the contractor has effective management control, if man-

agement information systems are timely and adequate, and, in conjunction with
the audit team's evaluation of ship progress, if delivery schedules developed for
all ships were realistic and feasible.

The contractor's available and projected manpower by trades was compared to
planned manning and the Navy's estimated manpower required to complete the
ships under construction and planned future ship construction. Leave and ab-
sentee rates were reviewed'; hiring plans were discussed and overtime usage was
reviewed.

The formal portion of the production audit at Pascagoula, Mississippi was con-
cluded on IS February 1972.

The third phase of the production audit resumed on 13 Mlarch 1972 in Cali-
fornia and was conducted by a small number of Navy representatives from the
audit team. This portion of the audit involved Litton's Advanced Marine Tech-
nolo:!y Division (AMTD), Culver City, which is a segment of Litton Ship Sys-
tems (LSS) and Litton's Data Systems Division (DSD), Canoga Park and
Culver City, which is supporting LSS in the electronics and test areas for Navy
shipbuilding contracts.

During this phase of the audit, the team ascertained the organizational rela-
tionships and administrative aspects of AMITD, DSD and LSS Mississippi and
their functions, interfaces and responsibilities relative to LHA and DD 963 pro-
grams, and conducted a review of Litton's engineering and test facilities.

Planning and status of engineering, government furnished information require-
ments, software farmout, software problem areas, advance planning effort, ma-

terial procurement problem areas, vendor furnished information requirements,
and other pertinent data relative to the LHlA and DD 963 programs were reviewed
Data relative to Litton's AMTD planned phase out and transfer of functions to
LSS Mississippi was obtained.

In general, software inputs by AMITD and DSD were reviewed and evaluated
to ascertain if planning and schedules developed were realistic and feasible to
shin production and delivery schedules.

The production audit in California was completed on 17 March 1972. Litton

AMTD and D)SD team coordinators and personnel conferred with in California
are listed in Exhibits 22 and 23 respectively.

A post production audit review was conducted by members of the production
audit team at Pascagoula during the period 24-28 April 1972, for the purpose
of obtaining the latest available information on manpower and schedules for

the Farrell, LHA and DD programs. During this review the team inspected the
Farrells 1 and 2 and reviewed the status of construction and progress attained
on those ships.

No formal exit briefings were presented to either the Supervisor of Shipbuild-
ing or Litton Ship Systems. However, during the course of the production audit
and post audit review, the audit team director met with the SUPSITIP and
Litton's top management on several occasions to discuss preliminary findings,
observations. or pyoblems being encountered in obtaining data required to com-
plete the audit.

This report is an interim report of the findings of the audit team and the result-
inz conclusions therefrom.

The shilpyard is still in the process of reviewing the Farrell scheduling and
preparing revised schedules for both the LEA and DD 963 programs. Until

these revised schedules are completed and evaluated, the audit team cannot

95-328-73 15
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submit final conclusions and recommendations nor can it predict delivery sched-
ules for LHA and DD 963 class ships with any degree of certainty. Follow up
reviews and reports are planned at appropriate intervals during the continuing
evaluation of the shipyard and the three on-going programs.

The ensuing sections of this report will briefly discuss the shipyard, the spe-
cific programs now under contract, and provide a summary of findings and con-
clusions to date. Recommendations of the production audit team have not been
included in this report as they were considered premature. The recommendations
of the team are dependent on the continued cooperation of Litton Ship Systems,
the development of schedules to which the shipyard will work, organizational
changes being made and the development and implementation of plans to hire
and train the requisite work force.

Summary of findings and conclusions
The findings and conclusions of the team based on the production audit to

date are summarized below. Detailed discussions of the finding and conclusions
are contained in the appropriate sections of the report.

Findings
1. Litton Ship Systems Division was essentially composed of two major oper-

ating divisions with the shipyard in Mississippi and the major supporting divi-
sions in California. Senior management was based in both places and its effec-
tiveness diluted because of the large amount of commuting required between the
two.

2. The management organization was large and has a very complex structure.
The DD and LHA program management offices were also large resulting in a
dilution of total management effort because of the time required to manage
the individual offices.

3. The company had a complex, cumbersome management control system re-
quiring the issuance of many documents in order to authorize and track work.

4. During the course of the audit, the company underwent several reorganiza-
tions and a large number of management personnel changes, apparently in an
effort to obtain an effective organization.

5. The shipyard's physical plant clearly contains modern and highly auto-
mated equipment. It is a more capital intensive plant than most other United
States shipyards. The facility is generally adequate for immediate contractural
requirements with several notable exceptions. The shipyard requires an expanded
platen area for the construction of structural assemblies, including curved shell
assemblies; an aluminum superstructure assembly area; additional cranes in
both the platen and module assembly areas; and, expansion of the integration
area by extension of transverse tracks to permit the DD-963 class ships to
bypass the LHAs for launching purposes.

6. There is a lack of adequate fire protection for the shipyard.
7. The hurricane and heavy storm standard procedure outlines a reasonably

adequate hurricane and heavy weather plan.
8. The material directorate, primarily located in California, has excellent

procedures, and is an effective organization.
9. The engineering directorate, largely located in California, had a number

of serious problems prior to the audit which have adversely affected the LHA
engineering. At the time of the audit, the engineering directorate appeared to
be operating effectively with its major weakness being the split in engineering
effort and production work between California and Mississippi. This problem is
hopefully being resolved by the transfer of engineering to Mississippi as soon
as practicable.

10. The Quality Assurance Directorate was not effective. Poor workmanship
and repetitive defects were noted throughout the yard. The average defect rate
being experienced was excessive and was having a serious impact on production
schedules. The Quality Assurance Directorate reported to the vice-president of
Operations rather than through the general manager of the yard, thus, in the
opinion of the audit team, compromising the effectiveness of the organization.
Subsequent to the audit, the organization was modified and the Director of
Quality Assurance now reports to the general manager organizationally.

11. The company was having serious planning, scheduling, manning and pro-
ductivity problems.
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12. The company was behind on all schedules to which it was working. There
were no effective schedules to support the planned delivery dates, and no re-
covery plans by which planned dates could be met. Although there was much
scheduling and planning activity in the shipyard, no orderly and consistent
scheduling or rescheduling was available in the yard at the time of the audit.

13. The planned allocation of manpower was inadequate for all ships. Man-
power allocations were not keyed to production schedules. During the course of
the audit, the company modified considerably its manpower plans for all ships
under contract. The planned manning is still considered inadequate for the
Farrell ships. The company was unable to provide actual manpower require-
ments for LHA and DD programs.

14. The company did not have an effective means for controlling schedules
slippages, and for the allocation of manpower between the various ships in the
yard.

15. Productivity in the shipyard was low. Overmanning to meet schedules was
apparent in many areas, precluding efforts to improve productivity and control
costs. However, due to lagging schedules, the yard resorted to inefficient over-
manning in many instances.

16. The training program at Litton Ship Systems was primarily subsidized by
Government training programs. The shipyard's training program Is inadequate
to support current production schedules. The company provided no on-the-job
or off-the-job training during regular hours of duty for career development
programs. The yard has no formal apprentice program.

17. Although the shipyard was placed in an economically viable area, the
immediate Pascagoula area cannot presently satisfy the needs of a large in-
migration of employees necessary to support the Litton production schedules.

18. Contractor furnished material did not appear to be a problem on any
program.

19. There were no major items of Government Furnished Material adversely
affecting ship delivery.

20. Engineering for the Farrell ships was essentially complete.
21. Lack of engineering and work packages was having a major effect on LHA

production.
22. Lack of manpower coupled with low productivity in the shipyard was

having a major impact on the production schedules for both the Farrell and
LHA programs.

23. The president and vice-president/general manager of Litton Ship Systems
were aware of most of the problems besetting the division and expressed a total
dedication to solving these problems and to developing an efficient, viable ship-
yard.
Coneluasion8

As a result of the findings of the production audit, it was concluded that:
1. The shipyard is an excellent facility, taking advantage of modern auto-

mated machinery and the capability of handling heavy weights. The shipyard
can ultimately become an efficient, highly productive facility when an experienced
management and work force are developed.

2. The shipyard was unable to predict the delivery dates of any ships in the
yard with any degree of confidence.

3. The four ships being constructed for Farrell Lines will be delayed beyond
the company's promised delivery dates. The delivery dates of Farrell ships pre-
dicted by the production audit team are as follows:

Earliest date Most probable date Latest date

Farrell 1-July 15,1972 - Sept. 1, 1972 - Oct. 15,1972.
Farrell 2- Dec. 15,1972 - Jan. 15, 1973 - Feb. 15,1973.
Farrell 3- Apr. 15, 1973 - May 15, 1973 - July 15,1973.
Farrell 4- June 30, 1973 - Aug. 15, 1973 - Sept. 30, 1973

4. Until completion of the rescheduling effort now underway at Litton, the
audit team cannot predict delivery schedules for the LHA and DD 963 programs.

5. There has been significant manufacturing improvements noted through the
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transfer of management and hard task employees from INS to LSS. The con-
tinuing influx of experienced employees should increase the quality of work in
the assembly and erection areas.

ORGANIZATION

At the start of the production audit in December, the Litton Ship Systems
Division was organized as shown in Exhibit 24. Since that time there have been a
number of reorganizations with the organizational structure shown in Exhibit
25 in effect at the completion of the post audit review on April 28, 1972. Although
not shown in the organizational charts there are two major operating organiza-
tions in Litton Ship Systems, one located in Pascagoula, Mississippi and the
other located in Culver City, Calif. At the time of the audit only management of
the Farrell program was physically located in Mississippi. The president of the
Company is located in California and the general manager divides his time be-
tween both Mississippi and California. The LHA and DD 963 Program Manage-
ment Offices had groups in both Calif. and Mississippi, with the program man-
agers stationed in Calif. and commuting to Mississippi on a regular basis. Ma-
terial Procurement was split between Mississippi and Calif. with senior man-
agement of the directorate located in California and commuting to Mississippi
as necessary. Major components were procured in California, with the minor
components and the many parts needed to build the ships being procured in
Mississippi.

Material Control was located in Mississippi. Engineering was located primarily
in California, with a small group located at the shipyard in Mississippi. The Con-
tracts, Industrial Relations, and Operations Directorates were located in Missis-
sippi as was the Comptroller with representatives of each of these Directorates
also located in California. The Data Systems Division of Litton, which has a
sub-contract from Litton Ship Systems for the software development and test and
checkout of the Command Control and Weapon Systems of both the LHA and
DD 963, is also located in California, with a small group located in Mississippi
serving as liaison between the two operations. This Division also ties into each
of the programs through the Program Management Offices of Litton Ship Systems
located in Culver City, California. The Operations Directorate in Mississippi is
the largest Directorate in the Division. The organization of this Directorate is
shown on Exhibit 26. This Directorate, in essence, is responsible for producing
and delivering the ships at the Mississippi shipyard. In addition to the Produc-
tion Departments, it also includes the Quality Assurance Department, Operations
Planning and Control, which includes Planning and Scheduling, and 'Manufactur-
ing Service which includes Production Control.

Prior to. during and subsequent to the audit, there has been considerable
turn-over in management personnel throughout the entire Division with en-
suing reorganizations to accommodate these changes in an effort to gain better
control over the Division's operations. As a result of the review of the organiza-
tions and management of Litton Ship Systems. it was concluded by the team
that the split between California and Mississippi diluted management's effort,
was ineffective, and seriously complicated the lines of communication and re-
sponsibility between the various Directorates. This situation was discussed with
the president of the Division, who stated that he recognized this prohlem and
further stated that it was his intent to consolidate the Division's operations in
Mississippi at the earliest practical time. Suibsequent to the audit. the team was
advised that all Promram Management, Engineering and Material Procurement
functions for the LHA Program heretofore being performed in California would
he transferred to Mississippi by 1 May 1972, and that these functions for the
DD 963 Program would be transferred by the end of the summer of 19.72. The
plnned transfer for the LHA Program was accomplished by 1 May 1972.

The team further concluded that the Operations Department was too large. had
too many varied responsibilities and was organized in such a way that planning,
sehedufling and scheduled control were performed by a number of organizations.
Es was considered by the team that Quality Assurance should be removed from
this Directorate and transferred directly to the staff of the general manazer. if
it were to be effective. It was further concluded that Planning, Production
Planning. Scheduling and Manpower Planning should he concentrated in one Di-
rectorate also reporting directly to the general manager. Subsequent to the audit
the Quality Assurance organization was removed from the Operations Direc-
torate- and placed on the staff of the general manager.
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During the course of the audit a new Master Scheduling organization was es-
tablished, reporting to the general manager, which was responsible for the co-
ordination of all scheduling effort in the shipyard. However, this organization
did not carry with it the personnel or the functions of the Operations, Planning
and Control Department of the Operations Directorate, and it was subsequently
placed under the vice-president for Program Management. The team did not con-
sider this to be an effective organization.

As the result of the large, complex organization of Litton Ship Systems and
the large Program Management Offices used to manage the programs, the Com-
pany developed a complex, cumbersome management control system requiring the
issuance of many documents in order to get the work done. These documents in
many instances were erroneous, out of date and in conflict with one another by
the time they were issued to the organization responsible for doing the work.
The Company recognized this problem and during the course of the audit estab-
lished several groups to review the simplification of the paper flow and to submit
recommendations to the general manager. As a result of this effort, a considerable
amount of management paper was deleted or modified. In addition, much of the
paper used to manage the various programs has been made common to all of the
programs which was previously not the case. The audit team is of the opinion
that this effort should continue and be intensified with a view towards eliminat-
ing as much of the redundant and unnecessary paper as possible.

It was also the conclusion of the production audit team that the LHA and
DD 963 Program Management Offices were considerably larger than necessary to
effectively carry out their assigned functions. Because of the size of these offices,
much of the time and effort of the management people in the program offices .waa
spent in the internal management of the offices rather than in vigorously prose-
cuting their programs. During the course of the audit, there were changes in a
number of key management slots, among those were Director of Industrial Rela-
tions (with three incumbents during the course of the Audit), managers of LHA
Project Office, DD Project Office, Farrell Program Office, Director of Contracts,
Comptroller and Director of Advance Programs. In addition, a number of
changes were also made in middle management. These many changes have had
a significant disrupting effect on the operations of the shipyard, as well as a
serious impact on morale.

FACILITIES
Structural shops and area8

The Litton Ship Systems Shipyard has been built on a 611 acre almost rec-
tangular peninsula at the mouth of the Pascagoula River emptying into the Gulf
of Mexico. This shipbuilding facility was designed and constructed for series
production. Ships are to be manufactured by assembly of modules or sections
fabricated from smaller sub-assemblies. Sub-assemblies nmove through the facility
from one fixed working station or bay to the next.

Steel plates and shapes are received by barge, rail or truck and offloaded into
the raw material storage area by a 20-ton overhead magnetic crane. A conveyor
and a 40 ton collocator car move the shapes or plates to designated spots in the
storage area. The collocator car is also used for sorting material in proper
sequence.

The fabricating facility includes a fabrication shop, a panel shop, a shell as-
sembly shop, a shot blast building and a paint shop. After leaving the raw steel
storage area, all plates and shapes are transferred by an integrated materials
handling system to the fabrication shop for processing. The steel enters the fab-
rication shop on either of two conveyors which carry individual plates or shapes
through an automatic cleaning and descaling station.

The fabricated steel leaving the fabrication shop is delivered to the panel and
shell assembly shops for assembly into basic flat and curved panels and then
transferred to the shot blast and paint shops for cleaning and painting. The
steel plates traveling through the panel shop pass through various stations which
take care of alignment for tack welding, butt welding, forming of up to 56'
square panels, fillet welding of stiffeners. etc. In the shell assembly shop, curved
plates are placed on jigs, adjusted by jaeks, then longitudinals, web frames,
transverse frames, intercostals, etc., are welded in place.

After passing through the panel and shell assembly shops, panels are trans-
ferred through the staging and kitting area to the platen area where panels are
joined to form complete inner bottoms, decks, bulkheads, wing tanks, etc. In the
platen and subassembly areas, nonstructural outfitting kits (electrical, piping,
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machinery, boilers) are received from the combined shops and the boiler erec-
tion area and are physically installed in the sub-assemblies. Two-hundred ton
,capacity cranes running north and south move these sub-assemblies through
-various work stations into the modular assembly area where they are joined to-
:gether and further outfitted to form a complete section or module of the ship.
As the assembly work progresses the sections or modules are moved south in
their respective bays, toward the integration area.

In the ship integration area the rails run at right angles to the bay rails.
Cranes are equipped with hydraulic jack units that lift the entire crane from
one set of rails serving a bay to another set, at right angles, in the integration
area. Two cranes can operate in tandem to handle loads up to 400 tons during
superstructure work.

After the modules are assembled in the integration area, the entire ship is
moved onto the launch pontoon which is firmly anchored to the shore and rests
on a submerged concrete platform (grid foundation). To launch the ship, the
pontoon is floated off its mooring by discharging its ballast and is then towed into
the ship channel. When it reaches the launching area, the pontoon takes on
ballast and sinks under the ship which is then towed free and moved to the final
outfitting docks.

A plan view and flow chart of Litton's facility is attached as Exhibit 27.

Pipe Shop
The Pipe Shop occupies 91,056 square feet in the combined shops building. An

adjoining area of 7216 sq. ft. adjacent to the machine shop is used for pipe
storage. The east end of the building, in addition to the pipe storage area, con-
tains receiving areas for ferrous and non-ferrous pipe, a metal cut off saw, an
abrasive saw and an area for holding in-process cut pipe. This area is served by
a 7-12 ton capacity monorail hoist for carrying pipe from outside the building
into the receiving area. As it is processed, the pipe travels westward through the
building.

The first operation in the pipe shop takes place in an area adjoining the re-
ceiving area where pipe is cut ot required lengths and stored until needed for
processing. When needed, pipe is transported to various areas depending upon
the operation to be performed. These include pipe bending, end beveling, drilling,
threading, welding, brazing, fabrication, inspection and kitting. There is no as-
sembly line, as such, but each pipe assembly Is carried through the necessary
process areas while bypassing other unneeded process areas.

Pipe bending may be accomplished on the following pipe sizes:

Clockwise C-clack-
Pipe type and pipe size bends wise bends 0.0. CIL radius of bend

I.P.S. Sch. 40, 80, and 120; 3 -A" "-- X X 5X.
0.0. type K: a4" % ' a", I", l' ,1", 14- X X 3X.
I.P.S. Sch. 40 and 80: 1", 14", 1M4" 2 -X X 3X. 5X.
0.D. type K: 

1 5
/", 1a", 2,", 2 - -- X X 3X.

IPS. Sch. 40 and 80: 2", 3", ", 4 - - X X 5X.
O.D. type K: 3w", 4 - -- X X 3X.
IP.S. Sch. 40 and 80: 5", 6" X 3X, SX.
I.P.S. Sch. 80:

-1- -X X (Min.) 71" C/X rad.
2 -X X (Min.) 10" C/X rad.

I.P.S. steel: 2", 2a4 -X X 2X dia.
Copper-
Copper-nickel: 3", 3-4"- --------------------------------

End beveling of pipe is accomplished by a portable pipe-end preparation lathe
which machine faces, bevels or bores ferrous or non-ferrous pipe ends for pipe
sizes 2" through 12". Torch cutting or beveling of pipe ends is done on steel pipe
sizes 4" through 12".

Holes to be cut in copper-nickel pipe for pipe branches can be accomplished
for pipe sizes from 2" through 8" with a hole cutting saw.

Tapered pipe threads are cut on ends of pipe sizes from %-" through 4" on two
pipe threading machines.

Other facilities for miscellaneous operations includes a copper cleaning ma-
chine for deburring, reamining, face off and cleaning copper pipe or fitting from
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½2" through 6" diameter and a pipe expander to make bell joints in copper,
copper-nickel and steel (schedule 40) I.P.S. pipe for 2½2", 3", 3½2", 4", 5",
6"1, 8"1, 10" and 12" sizes.

An abrasive belt grinder is used for cleaning copper and copper-nickel pipe
prior to welding or brazing.

A steam cleaning machine cleans ferrous or non-ferrous pipe or shapes with
steam, hot water or cold water as required with a maximum temperature of
3250 F. for steam.

Joining of pipe assemblies in the pipe shop is accomplished by ovyacetylene
torch welding for ferrous pipe and by silver brazing for non-ferrous pipe.

Welding fixtures include a pipe turning power roll which turns all sizes of
pipe up to 2000 pounds weight capacity while the pipe is being welded or brazed.
There is also a pipe welding positioner and gripper which holds and turns all
sizes of pipe or fittings up to 1000 pounds weight capacity while they are being
welded or brazed.

Annealing of welded pipe joints to relieve residual stresses is accomplished
by a press reliever with controlled temperatures up to 1500° F. This device will
accommodate pipe up to 12" diameter and is equipped with a recording rack
for record charts.

An X-ray machine is used for inspection of welded pipe and fitting joints as
required.

Material handling facilities in the pipe shop include a 712 ton capacity bridge
crane and two 2-ton bridge cranes. Also provided are a number of floor mounted
jib cranes of one ton capacity.

Average monthly production of pipe assemblies in the shop, working three
shifts, is 103,000 linear feet.

The final process area in the west end of the building is a fabrication inspec-
tion and kitting area. Here, after inspection, appropriate assemblies are gathered
into work packages and sent to assembly areas or held in a storage area until they
are needed.

Machine Shop

The machine shop is located in the southwest corner of the combined shops
building occupies a space of 10,240 square feet adjacent to the pipe shop, and
is equipped as follows:

(a) Lathes. Two lathes in this area will accommodate maximums of 15" swing
on 54" centers and 19" swing on 102" centers and a gap bed lathe has a 24"
swing on 96" centers with gap closed or 56" swing on 156" centers with gap
open.

(b) Milling Machines. Two vertical milling machines in this area has a 42"
table with a 12" cross feed by 30" longitudinal feed and a 94" by 20" table
with a 50" longitudinal feed respectively. One universal milling machine has
a 68" by 15" table.

(c) Shaper. One universal shaper in the shop has a table travel of 13" vertical
and 24" horizonal with a 25" long stroke.

(4) Surface Grinder. The shop has a small surface grinder with a 6" X 8"
table and a travel of 712" X 22". Maximum height under the wheel is 10".

(e) Radial Drill. This machine has a 6' arm on a 17" column and can take
up to a 4" diameter drill. There is a maximum height of 78" from the base
to the spindle.

(f) Band Saw. This device has a 24" X 28" table, a throat capacity of 23½2"
and will cut a thickness of 13".

(g) Miscellaneous Tools. A floor mounted drill having a 12" diameter drill
capacity, a 2,000-pound maximum load horizontal band saw used to cut stock,
a 50-ton hydraulic press with 36" between uprights, an assortment of tool
grinders and a layout table complete the inventory in the Machine Shop.

(h) Crane service in this area is furnished by a 5-ton bridge crane.

Sheet metal shop
The shop, located in the combined shops building, occupies approximately

5,500 square feet of area and produces various forms of ductwork. The machine
tools are arranged in two lines each approximately 500 feet long. One line is
arranged to produce ductwork with thicknesses up to and including #16 guage
galvanized steel. The second line, parallel to the first, produces ductwork
with thicknesses above #16 guage to a maximum of .250 inch black iron.
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Sheet and plate stock enter the east end of the building by monorail hoistand are placed in a storage area prior to processing. The entire shop is servicedby two bridge cranes of 2-ton and 71/2-ton capacity. The machines are arrangedin a logical sequence to permit the work to flow in an orderly manner fromshearing and punching to forming, joining and final finishing.
Shot blast shop

The shot blast facility is housed in a prefabricated steel building having11,500 square feet of area. A seel grill floor supports the work to be cleanedand allows the steel shot, used in the cleaning process, to fall through the floor
where it is recovered and cleaned for re-use.The facility can accommodate a weldment 60' X 60' X 20' maximum. Compressedair driven steel shot automatically blasts sub-assembly surfaces to removescale and corrosion. This unit cleans about 90% of the surface to whitemetal. Shadowed areas and corners must be cleaned by a manually operatedblast unit. The floor is limited to a 100-ton maximum weldment. Accordingly, agenerous safety factor is necessary due to the buildup of a considerable amount
and weight of shot accumulating in corners and on horizontal surfaces.

A spin blaster is used for the internal cleaning of pipe from 6½2 " to 36" I.D.A heavy duty 100-ton capacity rotation and positioning crane, having a 90-
foot lift, services the area in the building.A number of tractor drawn trailers of 10-ton, 30-ton, 70-ton and 100-ton capac-
ity are used to transport assemblies to the shot blast and other shops.

Paint Shop
This facility is housed in a prefabricated steel building with an area of 29,900

square feet. The paint shop's function is principally the application of primer
coatings to bare steel sub-assemblies prior to their transfer to assembly or stor-
age areas.Sub-assemblies up to 100 tons maximum can be handled in this building by the
use of hydraulic tripod jacks for supporting the work.

Paint is applied with a portable siphon airless spray assembly using fluid pres-
sures of approximately 2000 psi. The unit is capable of pumping epoxy, stabilized,
self cure inorganic zincs and conventional paints. It can also apply paint with
air pressure.Spray paint application is also accomplished by using 5 gallon pressure pots
either with or without air agitators.
Boiler Erection Shop (Assembly Area)

The boiler erection and assembly area is for assembling components of boilers
and gas turbines. It occupies approximately 13,900 square feet and is located
adjacent to the modular assembly and ship integration areas.

The boiler shop has two 6-ton bridge cranes and the following equipment:
hydrostatic test pump
abrasive cut-off saw
double grinder
drill press
hydraulic power lift
masonry cut-off saw

Completed boilers are removed through the removable sections of the roof by
200-ton cranes and then covered and stored in an area opposite the boiler shop
until moved for installation in the required module.
Machlinery ase embll/ shop

The machinery assembly shop is housed in a building with an area of 47,000
square feet. This shop is used to assemble shipboard machinery which arrives
in an unassembled condition and to provide non-complex bases or foundations
for equipment as required aboard ship.

The shop can perform minor machine operations such as sawing, drilling,
shearing and welding.

Crane facilities include units from 1' ton capacity jib cranes to 15 ton bridge
cranes.
Warehousing and stores

An on-site survey was made of all Litton warehousing, both inside and outside
storage areas. Approximately 150 persons are employed in general warehousing
and auxiliary warehousing. General warehousing occupies some 244,000 square
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feet of covered space such as that in building No. 301, that in the Port Authority
warehouse (leased) located at the Port Authority Terminal, the multi-purpose
warehouse and the land based test facility. Auxiliary warehousing occupies ap-
proximately 72,000 square feet principally located in the paint warehouse, pipe
storage, portable building and boiler materials, and classified storage areas.

General warehousing
The main warehouse, building No. 301, is located adjacent to the combined

shop building and occupies some 70,000 square feet of space. It currently provides
office space for the Material Processing Department, Inventory Control, and
Quality Assurance Inspection. It houses general Farrell material, receiving and
shipping, and all materials from kitting activities. The receiving and shipping
functions will be transferred to the new multi-purpose warehouse facility. Prac-
tically 100% of the main warehouse is used for Farrell contract. As the Farrell
contract phases out, this warehouse will be used to supplement the multi-purpose
warehouse for storing LHA material.

The Port Authority warehouse houses all cable, cable cutting facilities, major
Farrell equipment and major equipment loose parts. It occupies some 64,000
square feet, and contains two temporary de-humified rooms which will be re-
tained due to deletion of environmental storage from the multi-purpose ware-
house FY-72 requirements. The de-humified space consists of a housing made
of plastic sheeting with two small de-humidifiers and is used to house generators,
etc. The warehouse has a sprinkler system and a secure area for pilferable items.
A rail spur is available for incoming shipments, however, all material is now
brought in by truck.

The multipurpose warehouse is complete and has approximately 100,000 sq. ft.
of space. All wiring and sprinkler systems have been installed. This facility will
warehouse LHA general materials. It was originally intended that this facility
house the receiving/packaging/shipping areas, however, due to curtailment of
funds, all first floor office space, caging and environmental storage was deleted
from the FY 72 budget. These areas are considered necessary and are expected
to be included in the FY 73 budget. It is felt that the land-based test facility
can accommodate the FY 72 environmental storage as needed. A warehouse with
approximately 200,000 square feeet of space will be built adjacent to the multi-
purpose warehouse in the future.

The land based test facility is a facility for testing electronic equipments for
the LHA and DD ships. Located within the land based test facility is approxi-
mately 10,000 square feet of environmental storage space completed in March
1972. This area will be utilized to store LHA program DSD and GFE materials
which require systems integration in that facility. A 13,000 square feet addition
to the LBTF is under construction and will be used to store and test electronic
equipments for the DD 963 program.

In summary, LSS has approximately 244,000 square feet of general ware-
housing and stores area, 13,000 square feet under construction and plans to
construct a building with an additional 200,000 square feet of area.

Auxiliary warehousing
Approximately 72,000 square feet of area for auxiliary warehousing is avail-

able at the shipyard as follows: (a) paint warehouse, 3,600 square feet, (b)
pipe storage, 50,000 square feet, (c) twenty-two portable buildings totaling
11,000 square feet, (d) boiler materials storage, 4,800 square feet and (e)
classified storage. 2,500 square feet. An additional 3,600 square feet area for
warehousing paint had been requested in the Litton capital budget, but had
not been approved at the time of the audit.

Adequacy of facilities
The team found that the facilities as designed and constructed are adequate

for the immediate contractual requirements except in the following areas:
(a) Panel shop-the manual welding and torch cutting of web frames and

flame cutting of lightening holes, penetrations, limber holes and other miscel-
laneous openings downstream from the automatic butt welding machines slows
or stops the normal flow of plates entering the shop.

(b) Panel shop turntable, which rotates panels 900 prior to the layout mark-
ing, suffers from a design deficiency. Panels with large perforations, when
rotated on the turntable fall below the level of the rollers and prevent com-
pletion of the turning cycle.
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(c) Shell assembly shop area is inadequate for anticipated destroyer con-
tractual requirements. Only a limited number of structures can be worked at
any one time.

(d) Most of the equipment in the shops are of foreign make, thus the un-
availability of spare parts, particularly long lead time items, may cause delay
and disruption.

(e) Considerable delays are experienced by welders working in unprotected
outdoor areas due to the wind adversely affecting the welding torch flame.

(f) Parts and sub-assemblies, when made up in advance of their intended date
of utilization are primed and stored outdoors. During lengthy storage periods
these parts accumulate corrosion which must be removed before the part is
used. T

(g) The machine shop area is lacking in larger machine tools such as lathes,
vertical and horizontal mills and planers. Some of this capability will have to be
obtaned by sub-contracting work to other sources.

(h) Aluminum fabrication currently performed in temporary quarters until
the new aluminum fabrication shop is completed, is hampered by crowded work-
ing conditions, poor lighting in the work area, inadequate ventilation to dispel
welding fumes, etc.

(i) Approximately 200,000 additional square feet of warehousing will be re-
quired at peak of LHA and DD programs.

(j) The 200-ton level luffer cranes servicing the assembly and integration areas
are slow. When the crane is traveling it cannot at the same time rotate or lift.
Conversely, when it is lifting or rotating it cannot travel.

(k) Tracks in Bay #1 and #2 will need to be extended and additional trans-
verse tracks installed in the integration area in order to launch a DD while an
LHA Is In the integration area.

(1) Other shop areas such as the pipe shop, sheet metal shop, shot blast shop,
paint shop, boiler erection shop and machinery assembly shop appeared to have
adequate capacity for the contractor's immediate contractual requirements.

(m) It was apparent, throughout all the shops. that much of the equipment
was standing idle for the three-week period of the on-site survey.

(n) Housekeeping throughout the plant was judged to be good. Material was
neatly stacked and scrap and trash were disposed of in conveniently placed
containers.

(o) The hardware flow-through from raw steel storage to final ship integration
permits the work to be moved to the worker and is conducive to series production.

(p) The Litton facility can accomodate the required steel through-put of ap-
proximately 4,000 tons a month based on a peak production figure obtained from
Litton and certified as having been reached during a maximum production
period.

(q) If Litton Is to achieve their scheduled ship delivery dates, certain facility
additions and modifications must be made to Bays #1 and #2 and the integra-
tion area.

Litton's LHA and DD schedules are extremely tight and allow for no slippage
In the module assembly area or the integration area. The analysis of module
assembly procedures show that with the exception of a few modules on the first
LHA, all modules for LHA 2 through 5 can be constructed in bays #3, #4 and
#5 leaving bays #1 and #2 for DDs and LHA superstructures.

Extension of tracks in bays No. 1 and No. 2 approximately 100 feet south and
Installation of new transverse tracks running east and west are required in order
to by-pass LHA already in the integration area when necessary for the launching
of DD 963 and subsequent destroyers. These additions and modifications must
be complete prior to 7 November 1973 for the launching of DD 963.
Facilities eapansion plans

Litton has foreeast a capital expenditure of approximately 20 million dollars
for fiscal years 1972 and 1973. Twelve of the 20 million dollars expenditure has
been previously approved.

A listing of major items Included In the Litton capital forecast for FY 72-s
is as follows:
Portable boring equipment---------------------------------------- $200, 000
Sheetmetal equipment. (25-ton fabricator, band saw, duplicator, lift

tables, etc.) ---------------------------------------------------- 198, 500
Platen gantry crane. (Required to give area 400 additional crane

service)-9-0, _ ___-___________________---------------------- goo, 00
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Aluminum superstructure assembly area. (Required to construct LHA
and DD superstructures)--------------------------------------- $798,800

Expand multi-purpose warehouse West. (Manufacturing schedules dic-
tate that additional warehousing space will be required by July
1972) -900, 000__-----------------_-__-_-_--_- ---------------

Litton administration and Navy Building. (This building is to provide
office area for the forecasted increase in Litton office personnel and
necessary areas for the Navy.)--------------------------------- 2,520,000

Wet dock building. (Construction of a two-story building in the vicin-
ity of Wet Dock for office areas. Building will replace 13 portable
buildings in dock area.)---------------------------------------- 825,000

12' X 60' Portable buildings. (These are trailers which will be used
to provide interim office space required for projected headcount
growth in FY-72)--------------------------------------------- 201,000

Mobile crane 50-ton capacity. (Required for unloading of heavy equip-
ment and material from barges when Krupp Crane is otherwise oc-
cupied.) ---------------------------------------------------- 125,000

FIRER PROTECTION

Fire protection requirements for the DD 963 and LEA procurements are
identical. The contractor is required to submit written procedures for complying
with fire protection, fire prevention and fire fighting requirements of the con-
tracts to the SUPSHIP for review and comments. At the time of the audit, official
submission had not been made, but a preliminary copy of the fire protection
manual was provided to the SUPSHIP on 15 December 1971.

The following inadequacies were noted during the production review:
1. Inadequate stafing

(a) Staffing of the fire protection department consist of 1 fire chief, 1 fire
inspector and 2 firemen per shift. These are the only full-time employees on the
staff; they are supplemented by a volunteer fire brigade. Each of these part-time
firemen is given approximately one hour training per month, which is not nearly
enough to prepare them to properly support the full-time firemen in case of fire.
Because of the personnel shortage, (i) security guards are used at "key fire
stations" in unoccupied areas and on ships (this is not a satisfactory arrange-
ment), and (ii) fire regulations on board ships under construction cannot be
enforced. For example, we noted fire hazard related deficiencies on a Farrell ship
under construction such as welding machine grounds badly deteriorated, fire
equipment boxes inaccessible due to doors being blocked by tools and material,
and general poor housekeeping. The department has one fire truck that is manned
by the two firemen. The fire chief advised that to effectively utilize the truck for
fire fighting, five trained firemen are required.
2. Inadequate water pressure system

The water pressure of 100 pounds presently available for fighting fire at yard
elevation is not adequate to reach LHA construction elevations with sufficient
pressure. Additionally, since the low pressure equipment is not equipped with
automatic trip-in pumping devices, maintaining adequate pressure is a manual
operation.
S. Lack of fire protection in the administration building

The administration building houses all eexcutive offices and a large percentage
of the software for the Navy programs. The building has no fire escapes from the
second floor to the outside, the fire alarm does not sound at the fire station, and
doors on the side and back of the building are for exit only, meaning that in the
case of fire, firemen can enter through them only after someone opens the doors
from the inside or by breaking through the doors. Destruction of the building
by fire would greatly impact Navy contract schedules.

The lack of adequate fire protection is a serious problem that could be
calamitous to the entire program and should be resolved at once.
Hurricane and heavy weather plans

Litton Ship Systems has compiled and distributed a manual to implement the
LSS Hurricane and Heavy Storm Standard Procedure. This manual sets forth
the Storm Preparatory Action that will be taken in each specific area. LSS has
established a Hurricane Control Center under the vice-president of Operations.
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This manual has been reviewed and appears satisfactory for the protection of
lives and property at the Litton plant. Since the manual itself is only a tool, all
procedures and directions must be implemented and a condition of readiness
maintained throughout the hurricane season, June through November.
Procurement procedures and systems

The Materiel directorate is responsible for the procurement of all material and
equipment in support of Litton Ship Systems programs and operations. This de-
partment is split between Mississippi and California as reflected in Exhibit 28
which is the organizational chart of the Materiel directorate. The LHA Materiel
Program office is being relocated to Mississippi.

The responsibility for procurement activities in support of the LHA and the
DD 963 programs is divided as follows:

A. Advanced Marine Technology Division (AMTD), Culver City, California:
1. The LEA and DD 963 Materiel Program offices are responsible for pro-

curement of items in the following categories:
(a) All items identified by a Litton specification.
(b) All items requiring design interface between AMTD Design Engi-

neering and supplies.
(c) Any other critical or key items as determined by the Materiel

Program Office Director.
2. The AMITD purchasing section is responsible for all miscellaneous sup-

plies and services required for use at AMTD.
B. Litton Ship Systems Mississippi (LSSMI):
The LSSAI procurement department is responsible for procurement of stand-

ard marine items all bulk, and raw material items. and all other ships material
not purchased at AMTD.

The company provided the audit team with a copy of the key procurement
procedures which were reviewed. A list of these procedures is attached as Ex-
hibit 29. The procedures appear to be in full conformance with ASPR and the
contractual terms of the LHA and DD 963 contracts. The procedures are concise
and well written and spell out in detail the various aspects of the procurement
procedures.

The contractor's pre-award survey procedures are very similar to those re-
quired by ASPR and are conducted on major subcontracts in order to determine
the capability and capacity of a vendor to produce and deliver the material or
equipment in question.

The procurement procedures and systems per se were considered to be satis-
factory by the team.

ENGINEERING

The Engineering Directorate is organized as shown on Exhibits 30 and 31.
in March 1972 the Engineering Directorate had of an equivalent head count of
1.431 people of which 1.170 were permanent employees. The Engineering Directo-
rate is located primarily in Culver City, California where the Litton Ship Sys-
tems vice-president for Engineering is headquartered and where 846 of the 1,170
permanent employees at the time of the audit were located. The remaining 324
were located in Mississippi.

The Engineering Directorate is responsile for preparation of systems drawings,
detailed work drawings for use by production, preparation of test procedures,
preparation of material procurement specifications and other engineering serv-
ices required to support the ship construction effort, including Integrated Logis-
tics Support. The responsibility for the electronic systems design, however, has
been subcontracted to the Data Systems Division of Litton.

At the present time, the in-house engineering organization is inadequate to
satisfy the engineering requirements necessary to support production. As a re-
sult. the Company has subcontracted engineering work to Gibbs & Cox. Rosen-
blatt, Rust Engineering and Ingalls Nuclear Shipbuilding. The engineering re-
quirements will begin to phase down as the DD 963 drawings are released. The
LHA engineering organization was scheduled to be transferred to Pascagoula
en 1 May 1972 and DD 963 class engineering effort is scheduled to be transferred
by the end of the summer of 1972.

Although the engineering organization has had problems In the past, which are
reflected in the LHlA drawings, the engineering organization appeared to be
operating effectively at the time of the audit. However, as a result of the earlier
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problems in engineering there are still a considerable number of problems in the
LHA drawings needing resolution and the Company is faced with an extremely
tight and compressed DD 963 drawing effort. Although it is considered necessary
that the engineering effort be transferred from California to Mississippi this
impending transfer has caused a morale problem among many of the engineers
located in California who do not wish to move. As a result, productivity appears
to be suffering and many will undoubtedly look for other jobs rather than move
to Mississippi. This will tend to negate some of the benefits which should be
derived from the transfer. The status of engineering, together with a discussion
of the current problems being encountered, is contained in the LHA and DD 963
portions of this report.

Quality assurance
A fundamental principle of every industry, including shipuiblding, is that qual-ity is everybody's job. A paraphrase of this concept is-quality cannot be in-

spected into an item, it must be built in. The audit team did not find this philos-
ophy implemented but did find the contrary. There were several indications ofattempts to inspect good workmanship and specification compliance into the
ships rath&r than follow the "producers doctrine" of building them in. There is
substantial evidence that substandard quality is a significant contributing factor
to the failure of LSS to meet production schedules. Hence, the effort of their
quality assurance organization is not effective.

Since the review was primarily directed toward the identification of problems
related to the assessment of the shipyard's production capability, an in-depth
investigation of the quality assurance operation was neither planned nor per-
formed. However, the team did find some deficient areas of Q.A. operation that
are related to the product quality problem. These are discussed in the following
paragraphs.

During the February 72 visit the Litton Ship Systems Q.A. Director reported
to a vice-president who also has the responsibility for manufacturing. This or-
ganizational placement of the Quality Assurance Directorate might explain the
lack of emphasis on quality problems that require a manufacturing/QA interface
for effective corrective action. For example, the Defect Status Report for theFarrell ships revealed several outstanding defect reports dating as far back as
October 19i1. No apparent special attention was being given this serious situa-
tion at a level higher than the QA and manufacturing directorates. There were
indications that production schedules were given first priority to the detriment
of quality.

The Quality Assurance Directorate should be in the overall organization where
it will not be subordinated to another functional area such as manufacturing,
engineering, etc. that restricts its proper performance. LSS advised on April 26,
1972 that the QA director now reports directly to the president.

The Quality Assurance Directorate consisted of three grbups, two depart-
ments, 1 staff administrator and a manager for each of the major programs-
DD 963, LHA and Farrell. Review of the Quality Assurance Directorate func-
tional statements and discussions with the director disclosed that, in the opinion
of the team, the functions performed by the managers of the individual programs
are not managerial in nature, since they have no personnel assigned to them.
Their responsibilities include such functions as submitting the QA budget to
the respective LSS program managers for approval and advising the program
managers on quality assurance matters. The budgets are prepared by the Quality
Systems and Planning Group and concurred in by the QA director who also
assists in negotiating the budget, if necessary. QA planning and development
of instructions and plans are functions of other personnel subordinate to the QA
Director. The team therefore concluded that these jobs are really staff assistants
for quality to the program managers who serve principally as liaison between
QA and the program offices. It was concluded that their managerial expertise
could be utilized much more advantageously from both the economical and qual-
ity improvement points of view. A recent proposed QA organization structure
change showed the reassignment of the Farrell QA manager. The team knows of
no action taken to this date rega rding the other two managers.

The Quality Assurance Directorate bad 352 people assigned with an aggregate
of 2.583 man years of shipbuilding experience and 946 man years of aircraft/
aerospace experience. The distribution of these experiences by category is shown
in the chart which follows. The team did make a manpower study to determine
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the quantitative adequacy of personnel for the work to be accomplished since
performance/efficiency indicators are not used by LSS. The team did make a
cursory review of the assignments of managers and staff personnel (not includ-
ing inspectors) to determine the shipbuilding/aerospace intermix. It was con-
cluded that the 1 to 3 ratio of aircraft/aerospace to shipbuilding experience had
been intermingled in an adequate manner, except in one case. The manager of the
Inspection Control Group's experience is total aircraft/aerospace. It is under-
stood that this position has now been filled by a manager with 25+ years of
shipbuilding experience. The former manager of the group has been transferred
to LSSC.

Since the percent of shipbuilding experience among the 240 Inspectors Is high
at 80% we did not develop a profile for analysis purposes.

QUALITY ASSURANCE DIRECTORATE EXPERIENCE MATRIX

[Man-years]

Aircraft/ Percent
Personnel by categroy Number Shipbuilding aerospace Total shipbuilding

Director and staff - - 7 8.5 44 132. 5 67.0
Group/department managers -12 138.0 81 219.0 64.0
Section managers -8 71.5 57 128.5 56.0
Supervisors -20 286.0 20 306.0 93.5
Engineers-28 353.0 113 466.0 75.0
Analysts------------------ 37 256.9 283 539.5 47.5
Inspectors -240 1,389.5 348 1,737.5 80. 0

Total -352 2, 583.0 946 3,829.0 73.0

LSS has experienced some serious problems in the control of dimensions
and alignment of assemblies. It appears that two of the major contributing
factors are the "neat" (exact size) cut technique used in steel cutting and
the nondetection of dimensional and alignment deficiencies at the subassembly
stage.

The exact size cutting method has been replaced by the use of tolerances that
allow for temperature and welding thermal variations. The responsibilities for
dimensional requirements and determination of conformance to same have been
clearly defined and assigned to engineering and quality control, respectively.

In the opinion of the team, LSS has properly evaluated the dimension and
alignment control problems encountered on the Farrell ships and determined
the extent of rework, scrap and schedules missed because of these problems.
They subsequently developed a control plan that is being implemented on the
LHA and DD 963 programs. The plan appears to be adequate but should be
comprehensively evaluated by the SUPSHIP as soon as possible to determine
how effectively it is implemented.

The team found that 21.1% of submissions made by manufacturing during
the period 28 October 71-3 February 72 were rejected by quality control. The
weekly rejection rate varied from 42.50% the second week of the period to
18.0% the last week. During the same period the owner/MARAD rejected 6.2%
of requests for acceptance made by quality control.

Records maintained on the Farrell contract further revealed a significant
amount of repetitiveness among certain categories of defects responsible for the
high rejection rates. For example, a report of outstanding deficiency reports
(DRs) against manufacturing dated 2 Feb. 72 covered 393 DRs. The noncon-
formances included 66 defective installations, 74 improper storage, 56 defective
welding and 55 dimensions/configuration defects. Some of the DRs date as far
back as September 1971. The lack of immediate diagnostic attention to the
causes of defects and development of effective corective action by manufacturing
and quality control are contributing factors to the high rate of recurring defects
and to the inability of LSS to get the average defect rate below 21% with a
serious schedule impact.

Some structural work has been subcontracted to other shipyards. Upon re-
ceipt of these farmed out structures, LSS did not normally conduct physical
inspection for specification conformance and workmanship. On several occasions
these structures have been assembled into major sections of the ship and pre-
sented to the owner for acceptance without deficiencies being detected either by
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the LSS Quality Source Control Department, Incoming Inspection Department,
Manufacturing Department or Ship Manufacturing Inspection Department. They
were subsequently rejected by MARAD. Rejections of this nature result in the
back-outs of the nonconforming material and time consuming rework and
re-inspection that adversely impact production schedules.

Although the team found procedures for the preparation of work instructions
flow charts by QC, it did not find the QC/Manufacturing interface that should
be stressed by top management to assure the combined efforts of the two groups
in identifying causes of deficiencies and developing revisions to manufacturing
and QC methods and processes for product quality improvement purposes. It is
imperative that the manufacturing line supervisors and managers have a clear
understanding of their responsibility for adherence to specification requirements
and work instructions. However, a situation was found where a special "consent
to move" procedure was necessary and subsequently established to prevent ma-
terial and structures from proceeding to the next higher assembly before com-
pletion. The move consent is given by QC; their decision time limit is 24 hours.
Seldom do they require more than 24 hours to make the necessary decisions.
But in the team's opinion this 24 hours is a production delay that would not be
necessary if each of the two directorates carried out its individual and combined
obligations in an effective manner.

PLANNING AND SCHEDULING

At the start of the audit, the Operations Planning Control Department of the
Operations Directorate was responsible for the preparation of production sched-
ules, planning, manpower planning, and the preparation of all work packages
required for issuance to the production department. In addition to this organiza-
tion each program manager had a planning and scheduling organization within
his program office responsible for the preparation of production schedules. The
program office was expected to control the scheduling effort in operations plan-
ning and control. In addition, schedules were also prepared by production con-
trol for the use of production controllers to progress subassemblies, assemblies,
and modules and controlling the work for which each was responsible.

In most instances the various schedules in existence in the shipyard for the
same program were not synchronized with each other, and at the time of the
production audit most were out of date. It was extremely difficult for the produc-
tion audit team to relate the work in process to schedules which were in force.

In an effort to alleviate this problem, a master scheduling organization report-
ing to the general manager was established during the course of the audit.
Subsequently, the organization was placed under the vice-president for program
management who was also appointed during the course of the audit.

The Master Scheduling Organization includes the director, located in Culver
City, Calif., with deputy directors located In Mississippi and Culver City. The
organization will ultimately be responsible for all formal scheduling activities
within Litton Ship Systems, and will be located in Mississippi.

The above organization is still in its infancy and has not been fully imple-
mented, but will develop, publish, and maintain all formal schedules utilized
in-house by the shipbuilder; and will prepare for the program manager's approval
all contractual schedules for the customer. The Master Scheduling Organization
is responsible to the program and functional managers for providing required
support and to the vice-president for program management for the composite
scheduling function.

Prior to completion of the production audit, the deputy director of master
scheduling at Mississippi was transferred to another directorate.

This organization had not yet become fully operational or effective at the
time of completion of the post audit review on 28 April 1972.

In an effort to solve the scheduling problems with which the company is
faced, a new ship scheduling effort was initiated in November 1971, prior to the
time of the beginning of the production audit. This effort was known as First
Article Master Scheduling Committee or FAMSCO. This was an effort to finalize
all scheduling effort relating to the delivery of the lead ship, and to obtain
the concurrence of the various directorates as to their ability to meet the needs
of this scheduling.

The directorates involved were Operations, Engineering, Material Procure-
ment, and the Project Manager office. The initial effort was for the LHA Pro-
gram, and the FAMSCO for LHA was completed In February 1972. The LHA
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schedule developed by FAMSCO was out of date and not feasible when com-
pleted. The FAMSCO effort for DD 963 Program was started in February 1972
in Culver City, Calif. and transferred to Mississippi in April 1972. The initial
FA2ISCO effort for DD was also not feasible and a FAMSCO to a revised
schedule was being prosecuted at the time of a post audit review in April 1972.

At the time of the post audit review, revised Farrell schedules and revised
LHA schedules were also being developed and an attempt was being made to
coordinate these schedules with each other to balance the shipyard workload.
At no time during the audit was manpower planning and production scheduling
synchronized, and the manpoyer planning that had taken place could not support
the production schedules which had been developed.

The shipyard, at the time of completion of the post audit review on April 28,
1972, was revising all of its manpower scheduling in an effort to relate it to the
production schedules which were then being developed. This effort has not yet
been completed and is being monitored and reviewed by the production audit
team and will be evaluated after completion.

PRODUCTION CONTROL

Production Control is made up of four (4) -Production Control Departments
which are in the Mlanufacturing Services Directorate. These departments are:
a) Production Control Planning, b) Production Control Ship Fabrication, c)
Production Control Ship Manufacturing and d) Production Control Ship Com-
pletion. Each department reports, via the overall manager, of Production Control,
to the director of Manufacturingg Services whose directorate includes the Trans-
portation Department, the, Heavy Lift and.Rigging Department, and Paint and
Cleaning Department and the Welding Services Department.

The Production Control Planning D)epartment develops short, medium and
long range plans for providing production control support to manufacturing
activities: developing and implementing procedural requirements for total pro-
duction control operations; reviewing, evaluating and supporting the develop-
ment of master ship program schedules; providing production control interface
and liaison with other directorate organizations.

The Production Control Planning Department is subdivided into two (2) func-
tionally oriented sections, which are:

(a) The Project and Status Control Section, whose promary function is to
insure that all requirements associated with the reporting of work status is
invoked.

(b) The Production Control Planning Section. whose primary function is to
establish baselines for all production control activities.

The Production Control Ship Fabrication Department is responsibile for pro-
viding production control support for productive work activities assigned to the
fabrication, panel, shell assembly, electrical, machine, pipe, sheetmetal, machin-
ery assembly and boiler erection shops. In addition, this department is respon-
sible for marshalling, staging, kitting and routing of shop-manufactured items.

The Production Control Ship Fabrication Department is subdivided into three
(3) sections which are:

(a) The Fabrication Complex Seetion, whose funetions are aligned to the
processing of work accomplished within the fabrication, panel and shell assem-
lly shops as well as the work assigned to the platen area located along the
southeast site of the panel shop.

(b) The Combined Shop Section, whose functions are aligned to the processing
of work accomplished within the electric, sheetmetal, pipe, machine, machinery
assemblv and boiler erection shops.

(e) The Fabrication Parts. Kitting and Expediting Section, whose primary
functions are kitting, staging and expediting parts and, material.

The Production Control Ship Manufacturing Department is responsible for
providing production control support for productive work activities involving
the subassembly of major elements of the total ship configurations: the asqembly
of subassemblies. machinery. electrical, piping. sheetmetal, joiner, electronics
and general outfitting items into ship modules: the integration of modules to
form the total ship configuration including completion of hull and extension of
systems; the- testing (preliminary) of systems, subsystems and units of struc-
ture.
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The Production Control Ship Manufacturing Department is subdivided into
two (2) sections, which are:(a) The Ship Subassembly Area Section, whose functions are aligned to theprocessing of work accomplished within bays 1 through 5 of the ship subassembly
area.b. The Ship Module Assembly and Integration Section, whose functions arealigned to the processing of work accomplished within bays 1 through 5 of theship module assembly area and also that work accomplished within the ship
integration area.The Production Control Ship Completion Department is responsible for pro-viding production control support for productive work activities associated withthe final outfitting of ships; the tests and trials scheduled before ship deliveries;the provisioning of ships to the extent outlined within specific ship program
requirements.

Since there was only one ship (Farrell 1) in the wet dock at the time of theaudit, the Production Control Ship Completion Department was concentrating allefforts on this ship. However, as the number of ships in the wet dock areaincreases, this department will be subdivided into separate ship completion sec-tions to carry out all production control functions for each ship located in theship completion wharf areas undergoing nal outfitting, test and trials.

COST REPORTING
Litton Ship Systems (LSS) has about 29 different Management InformationSystem (MIS) cost system reports presenting many combinations of co.'t returnson a daily, weekly, monthly, or annual report basis. These reports appeared to beadequate. However, the system did not satisfactorily collect return costs, suchas expended man hours, to permit adequate planning and control by top manage-ment. Also, there were no readily available summary reports showing plannedexpenditures against actual expenditures by departments or systems brokendown into the detail necessary for management control of the overall operation.LSS recognized these problems and was in the process of revising its cost report-

ing systems to satisfy the needs of top management. Some changes had been
completed at the time of the post audit review in April, with all changes scheduledfor completion by August 1972. The contemplated changes appeared to satisfy theneeds of management for planning and controlling the operations of the company.
Overall shipyard manpower

The manpower required by Litton Ship Systems is broken into three basic cate-
gories. They are direct hard task, direct soft task, and indirect labor.

Direct hard task labor is made up of actual production workers engaged in
the manufacture, fabrication and erection of the ship and is composed of the va-
rious skills and trades required for shipbuilding.

Direct soft task labor is composed of labor which is directly charged to the
contract but which is not directly engaged in the actual fabrication of the ship.
Included in this category are program office personnel, operations planning and
production control personnel, quality assurance personnel and several other
similar categories.

The indirect labor force is made up of management, supervision, contract
administration, and other personnel performing functions which cannot be
directly charged to the end product, but are required for the operation of the
company.

The company has apparently not experienced any difficulty in obtaining either
indirect or direct soft task personnel. The major concern is the company's ability
to obtain sufficient numbers and types of hard task labor to satisfy the require-
ments of the production schedules. The company reported that, as of 15 October
1971, there were 2,701 hard task employees onboard: as of 1/30/72 there were
4,131 onboard and as of 3/26/72 there were 4,658 onboard. This represented an
increase of 1.357 hard task employees over this 51/2 month period for an average
increase of 247 per month. Absenteeism has been averaging approximately 20%,
and on occasion has been considerably higher.

It is estimated that the shipyard will require a hard task work force of
approximately 12,500 people by mid 1974 to meet production schedules and to
deliver the LHAs and DDs on their current planned delivery dates. This required
workforce is without absenteeism and does not consider the use of overtime. If

95-328-73-16
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the shipyard absentee rate continues to run at 20%, an additional 2,500 employees
could be required to satisfy the shipyard workload needs. However, with the
judicious use of overtime, the required increase could be reduced by about 1,250
hard task employees. In order to achieve the required manpower level, it will be
necessary for the shipyard to average an approximate 375 bard task workforce
monthly increase between now and 1974. The company felt that a 313 man
monthly increase was necessary. The company's planning was based on actual
manpower requirements without considering absenteeism.

The attrition rate at the shipyard has been running abnormally high. For ex-
ample, during the three month period, October-December 1971, there were 2,233
hires and 1,318 severances for a net increase of 915.

The ratio of skilled to unskilled workmen in the shipyard was approximately
1:1. In order to operate efficiently, the skill level should be at least 3:1.

It was not possible for the team to conduct a complete analysis of hiring, attri-
tion, absenteeism and overtime trends because of the sketchy information pro-
vided by the Industrial Relations Directorate In the shipyard. Very little informa-
tion seemed to exist for the period prior to 1 October 1971, and much of the data
that did exist was not in usable form.

During the course of the audit, there were a number of transfers from the In-
galls Nuclear Shipbuilding Division to Litton Ship Systems primarily in the
structural trades. The INS Division workload begins to fall off in September
1972, and the production audit team was advised that, as this INS workload
dropped the workforce thus made available would be transferred to Litton Ship
Systems and would provide a nucleus of approximately 2,600 additional skilled
workers by the end of 1972.

This INS workforce will satisfy the Litton Ship Systems Division's short term
workforce requirements and tend to moderate the shipyard's personnel problems.
It may also be possible to transfer additional people from INS to LSS by the
peak workload period in mid 1974. depending on the extent of additional work
obtained by the INS shipyard. However, it wag the conclusion of the production
audit team, pending the completion of the Litton scheduling effort, that obtain-
ing the necessary workforce In the time required will be a major problem.

Labor relations
The shipyard workforce is represented by the Metal Trades Department, AFL-

CIO, Pascagoula Metal Trades Council, and the International Brotherhood of
Electrical Workers, Local No. 733.

The shipyard suffered a major strike starting in late August 1971. An interim
agreement was reached in late September 1971, and production was resumed in
early October 1971. A new labor agreement was negotiated with the unions and
became effective in November 1971, and runs to November 17, 1974.

In February 1972, discussions with the labor relations advisor of Litton Ship
Systems and with the President of the Pascagoula Metal Trades Council indi-
cated that both the company and union considered the labor agreements satis-
factory and that the labor/management relationships were harmonious, with
only minor problems. In fact, at that time, the union felt that the most serious
problem facing the work force was the lack of adequate paved parking facilities,
which the company was working diligently to provide and had provided by the
time of the post audit review.
Training

The majority of the formal training conducted by Litton Ship Systems (LSS)
is through the "Jobs 70" program which is funded by the federal Government
and administered by a Mississippi state operated training system. For FY 1972,
the total training budget is $2.300,400, primarily in federal funds. As of 1 Febru-
ary 72, LSS had training contracts for 270 shipfitters, 80 outside machinists, 80
sheetmetal workers and 80 pipefitters.

The first 7 weeks of this 25-27 weeks training program is devoted to "vestibule
training" which is conducted in the classroom. The remaining 18-20 weeks train-
ing is conducted through half day each day in the classroom and half day on
the job training (OJT). At completion of the "Jobs 70" training the graduates
are assigned to the 2nd step of a 6,000 hour (3 year) journeymen training pro-
gram. This is really a continuation of OJT on a full time basis. The "Jobs 70"
program is too young to evaluate its results in terms of proficiency of the gradu-
ates, however, records show a rate of retention of more than 65%. This means
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that about 35% of the people who enroll do not finish the 25-27 weeks of training.
LSS provides no on-the-job or off-the-job training during regular tours of duty

for career development purposes for employees below or at the managerial level.
The team was unable to conduct an in-depth review of the total training pro-

gram due to the limited amount of time available. However, it did conclude
that based on available records, classroom visits and observing the trainees and
and journeymen working in the yard that the training program is not adequate
to support current production schedules.

COMMUNITY IMPACT

The Litton Shipyard is located in the City of Pascagoula in Jackson County,
Mississippi. The shipbuilding business is not new to the city. The Ingalls Nuclear
Shipbuilding Division (INS) has been located there since the 1930's.

Pascagoula is a small urban area which is largely dependent on manufacturing
and other kinds of commercial enterprises. Pascagoula has experienced a sub-
stantial population growth over the past twenty years. The 1950, 1960, and 1970
population figures were 10,805, 17,155, and 27,264, respectively. The rate of
population growth within the city's corporate limits is likely to slow down due
to the constraint of land available for residences. In a recent study for the City's
Planning Commission and sponsored by the Department of Housing and Urban
Development, it was noted that only approximately 20,000 additional persons
could be accommodated within the city by 1990. Considerable attention must be
directed at the availability and needs for social infrastructure.

The Pascagoula Planning Area covers the current corporate limits of the city
and the city's Municipal School District when extends into the rural county.
The current population of this Planning Area is slightly over 30,000.

Population projections for this area range from about 60,000 to 80,000 persons
by 1990. There is an urgent need for rezoning to permit more multi-family
dwellings and a possible immediate requirement for annexation of the School
District.

While housing in the city is a major problem area, there are other problems
which require attention to sustain the needs of the new shipyard and the intro-
duction of other firms in the area. One is the school system. The current percent
of population under 19 years of age in the city is slightly over 42%, and the
percent from 20-44 years of age is almost 35%. On a national basis, about 38%
of the population is under 19, and about 32% are between the ages 20 and 44.
People moving into the area are young and this has an important influence on
the current and future needs of the school system, since the young population
will contribute to large rates of natural growth in population. Similar observa-
tions may be made with respect to the needs for a health care delivery system
and other social and cultural requirements including public transportation and
recreation.

Exhibit 32 reflects data which was received from Litton Ship Systems (LSS),
and provides some specific information concerning the availability of com-
munity resources. It should be noted that the "community" referred to in this
illustration includes an area larger than the City of Pascagoula, and even this
larger area could not accommodate the needed in migration of population for the
new yard. This assumes that in-migration is necessary to provide the needed ad-
ditional work force in the new yard, i.e., individuals needed over and above
current work force levels in the two shipyards and other establishments. Of
course, the problem is of less magnitude to the degree the work force require-
ments in the new yard are satisfied by a redistribution of the current labor force
in the area.

The assessment of community impact cannot be restricted to the City of Pas-
cagoula. Obviously the labor market area for the shipyard goes beyond the city
limits. In fact, if determined by the possible commuting area, it includes all of
Jackson County, almost all of Harrison County, and significant portions of Stone
County, George County, and Mobile County. Mobile County is in Alabama and
the remaining counties are in the state of Mississippi. Selected data for these
counties appear In Exhibit 33 from which it is clear that there are considerable
variations among these counties with respect to size and structure.

It should be noted that equivalent data from the recent 1970 Census are not yet
available. However, while the data portrayed are out of date, they are instruc-
tive as indicators. For example, Jackson County in 1960 had important indi-
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cators to suggest growth which did, in fact, occur. In 1970 the County had a pop-
ulation of approximately 90,000 persons.

Relating to Exhibit 33, Jackson County, which includes the City of Pasca-
goula, has been experiencing considerable inmigration which by itself is an ex-
cellent factor for economic growth. Forty-one percent of the labor force was in
manufacturing and the median family income, while less than that for the nation
as a whole, was not markedly low. The level of education, as measured by median
school years for population over 25 years of age, is fairly good. Relative to its
nearby counties, it seems to have about the highest potential for economic growth
and could approximately be considered as a growth center. Similar to the City
of Pascagoula, there is some question as to whether the county has the necessary
social infrastructure to accommodate the apparent economic growth.

Stone and George Counties are rural areas with very small population sizes..
Based particularly on the apparent significant out-migration of population from
these counties and their very low family income levels, these may properly be
considered as depressed areas. Depending on Federal, state and local govern-
ment policies, the population in these counties may be viewed as an important
source for the shipyard's labor force provided, of course, that appropriate in-
centives and training programs are supplied.

Harrison County would appear to be an excellent source for labor supply. It is
a county with relatively low manufacturing employment but does include large
proportions of labor in commercial and clerical (including government) occu-
pations; also the level of education is quite high. Mobile County in Alabama
provides another excellent source of supply, particularly in the Mobile metro-
politan area. However, in terms of some major local problems, employment of
residents from Mobile would not have the same impact on the state of Mississippi.

In conclusion, the new shipyard was placed in an economically viable area
and this location could have very desirable social and economic benefits for the
entire labor market area. However, there appears to be some significant obstacles
in attaining these goals due to deficiencies in infrastructure. There does not ap-
pear to be any particularly designed package of government programs to over-
come these obstacles, at least in the near future. This would include programs
for investment in social and human capital in addition to economic capital.

Of more particular consequence, it is difficult to ascertain that, in fact, the
necessary size and structure of the shipyard labor force can be accommodated
in any immediate period.

The current total employment in the new yard is approximately 8,400. To com-
plete the current backlog of work a work force of approximately 18,000-20,000
will be required in 1974. As indicated earlier, if the necessary increment is to be
supplied largely by in-migration to the area, there are severe constraints present,
particularly in terms of social capital. To the extent the increment is to be sup-
plied by a redistribution of current labor force in the area, such as the diversion
of labor from INS to LSS, the constraint is relaxed.

MARAD/FARRELL PROGRAM

GENERAL

The MIARAD/Farrell/APL Program was initiated under the contract entered
into as of October 3. 1968, among the United States of America, Farrell Lines,
Incorporated. American President Lines, Ltd., and Litton Systems. Incorporated
for the construction of seven single screw container and unitized cargo ships,
MA designs C(6S-S-a and C6-S-8.5b. An additional ship was Included in the con-
tract for APL by an addendum entered into as of February 2,1970.

These ships are approximately 18.700 gross tons, 668 feet 6 inches in length
overall, having a 90 ft. beam and 29 ft. draft. Contract delivery dates were as
follows:

Farrell 1, 12/22/70: Farrell 2. 3/22/71: Farrell 3. 6/20/71; and Farrell 4,
9/3/71.

APL 1. 11/17/71: APL 2, 1/31/72: APL 3. 4/15/72: and APT, 4. 11-/1/72.
On April 16. 1971. Maritime Administration, Office of Ship Constrlietion. at

Litton Ship Systems request, approved the transfer for construction of the four
.APL shins to Inzalls Nuclear Shipbuilding Division. This decision hv Litton was
primarily due to the numerous start-up problems encountered by the new ship-
yard.

The delivery schedules for the four Farrell ships at the time of the joint
Navy/MARAD audit starting on December 6-10, 1971 and continuing on Janu-
ary 31, 1972 through February 18, 1972 were as follows:
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1st ship, 7/15/72; 2nd ship, 9/15/72; 3rd ship, 11/15/72; and 4th ship,
2/15/73.

These revised dates represented delays from the contract delivery date of
19 months, 18 months, 17 months, and 17 months for the Farrell's one to four
respectively.

At the time of the production audit, engineering was essentially complete and
there were no significant outstanding engineering problems. All material bad
been procured and was available, and there were no major problems which would
impact the scheduled ship delivery dates.

A post audit review of the Farrell program was conducted during the period
24-28 April 1972. The narrative which follows for each of the ships describes
their status at the time of the production audit in February with updates, as
appropriate, based on the post audit review.

A summary of the anticipated delivery schedules for the four Farrells will
follow the narratives of the individual ships.

FARRELL 1

Status of Ship Constraction
The Farrell 1 contract delivery date was 12/22/70. The February review of

the production status of Farrell 1 found an internal shipyard schedules geared
to a 5/13/72 delivery date, with a promised ship delivery date of 7/15/72. The
ship was launched on 6/26/71 and was being outfitted at the wet dock in the
900 area. In April 1972, revised internal shipyard schedules had been issued re-
flecting the 7/15/72 delivery date, and the shipyard was working to this same
date.

Hu ll Status
The hull was completely erected. However, due to numerous discrepancies

that occurred in the assembly and erection of the ship prior to launch, major
structural rework was required. Considerable structural work remained to be
done in April, and was controlling for ship delivery.

Ventilation
The installation of ventilation work appeared to be satisfactory. However,

there were definite areas where the depth of ducts have reduced available deck
heights and where the ventilation ducts will have to be altered in order to avoid
interferences. This was very noticeable in the superstructure areas and the No.
9 cargo holds. In addition, there were interferences resulting from a lack of co-
ordination between the piping, electrical and ventilation installations in the
superstructure. As a result of these interferences, rip-out or modification of some
of the already installed ventilation duct work will be required. Reconstructed
flat, rectangular duct in lieu of the more square type presently installed will be
required to alleviate the deck height problem. The amount of ventilation work
completed in mid-February was considered inadequate to support either a 5/13/72
or a 7/15/72 delivery date. The ventilation installation was considerably ad-
vanced in April 1972, and, barring unforeseen problems, could support a 7/15/72
ship delivery (1936 linear feet of ventilation ducting remained to be installed
as of 24 April 1972).

Joiner work in superstructure
Joiner work was subcontracted to Jamestown Metals and was in the start-up

stage at the time of the audit. Furring strips had been installed in many areas
of the superstructure and the subcontractor was in the process of structurally
aligning bulkheads. However. due to interferences in the overhead areas, as
well as distortion of decks, considerable rework will be required for satisfactory
instal ation of joiner bulkheads.

Airports and windoics
The headers that are required around the windows at the forward end of

the superstructure were being installed in the ship during the audit period.
These headers should have been installed during the sub-assembly of the super-
structure. Some of the airports and windows had been installed: however. they
were misaligned and. therefore, required removal and rework. By April 1972
the airports and windows installations had progressed satisfactorily.

Foundations
MNanv of the foundations sunporting the main engines and main auxiliaries

were improperly installed and required an excessive amount of rework due
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to discontinuity in alignment of structural members. The foundations were not
installed in line with the main support members below. In addition, many of
these foundations were installed on decks which had not been faired. The
majority of the above foundation problems had been corrected at the time of
the April review.
Cargo Reefer Insulation

According to the major events schedule based on the 5/13/72 ship delivery,
completion of the cargo reefer holds were scheduled for 1/24/72 by the sub-
contractor, Eastern Cold Storage. However, these cargo holds (Nos. 5, 6 and 7)
were not released to Eastern Cold Storage until several weeks after the
scheduled completion date. Consequently, the subcontractor was just beginning
the insulation work during the February phase of the audit. There was con-
siderable rework in these cargo holds such as pick-up welding, realignment of
transverse bulkheads, and cleaning of the steel which had only a thin coat of
primer and had become oxidized due to the length of time it had been exposed
to the elements. After turnover of these cargo holds to the subcontractor it takes
approximately 60 to 70 days for their completion, thus completion of the cargo
holds could not support the 5/13/72 ship delivery target and was extremely
tight for the promised ship delivery date of 7/15/72.

Because of extensive structural rework required in the cargo holds, and
because of a fire in one of the cargo holds which caused considerable damage
to already installed insulation, the reefer installation was seriously lagging
at the time of the April 1972 review, and is one of the main items controlling
ship delivery.
Machinery status

In February, the audit team estimated that the machinery installation was
approximately 75% complete. Boiler work was nearly complete, and boiler cook-
out was scheduled for 9 May 1972. It actually occurred in early March. Number 1
reduction gear was chocked and bolted down with fitted bolts. Number 2 reduc-
tion gear was chocked and bolted down with temporary bolts; permanent bolts
were being fitted. Number 1 and 2 reduction gear couplings were made up. The
LP turbine chocks were in and bolt holes were being aligned. Chocks were being
fitted under the HP turbine. The main thrust bearing chocks were complete and
bolts were being fitted. All main shaft couplings were made up. The ship service
air compressor installation was complete. The starboard steering gear machinery
was completely installed and the port side installation was well along.

The turbine generator was installed, the turbine flushing had to be done, and
pipe to the turbine was not complete. The refrigeration machinery was in-
stalled, but electric hookup and piping was not complete.

The machinery installation was approximately 92% complete at the time of
the post audit review in April and could support 7/15/72 ship delivery.
Piping system status

A great deal of pipe had been installed, throughout the ship, but no piping
systems were complete in February 1972. There was essentially no piping in the
superstructure in February. The overall piping installed was estimated at
approximately 65% complete in February. Piping systems were about 90%
complete in April although most of the piping systems remained to be tested.
Approximately 11,000 feet of a total of 106,000 feet of piping remained to be
Installed.
Electric system status,

The electrical installations were approximately 60% completed in February.
The turbine generator had not been hooked up electrically. The main ship service
switchboard was completed, and shore power was applied. The status of main
run cable in February was as follows:

[Note.-All main run cables for Farrell 1 had been cut]

Total footage of main run cables------------------------------ 200, 000
Total footage of main run cables pulled less footage coiled on

end s ------------------------------------------------------ 173, 802
Total footage of main run cables coiled…--------------------- 6, 500
Percentage of main run cables aboard ship-------------------- 87
Percentage of main run cable aboard ship less cables which are

coiled- -_- - 84
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Many cables were coiled throughout the ship waiting to be cut in and hooked
up. The main propulsion control console had not been completely wired although
some testing was in progress. Approximately 30,000 feet of a total 165,000 feet
of local cable had been pulled in mid-February. Reported hookup of all electrical
cable was 54%.

In April, approximately 12,000 of the 200,000 feet of main cable and 32,000 feet
of the 165,000 feet of local cable remained to be pulled. Hookup was approxi-
mately 80% complete and testing was approximately 22% complete. There ap-
peared to be some significant re-work required in the cabling area. The main
propulsion control console was still being tested. Because of the work remaning,
completion of the electrical installation is also controlling ship delivery.
Labor progress

The contractor's labor progress, including engineering, submitted to MARAD
and the owner as of the end of January 1972 was 79.7%. The production audit
team had independently progressed the ship on the basis of factors developed
from Ingalls Nuclear Shipbuilding Division, East Bank, estimates of work in-
volved in the various systems for the APL ships. Using these developed factors,
the production audit team estimated that the ship was approvimately 74.5%
complete, not including engineering. This figure was revised downward by 2% to
reflect the re-work required to already completed work.

The audit team developed a probable labor progress curve based on the analysis
of construction rates attained on approximately 35 merchant type ships. Based on
the estimated 72.5% labor progress attained on this ship in February and an
analysis of the probable labor progress curve, it was estimated that the Farrell
1 could not deliver before 15 September 1972.

The audit team progressed this ship again in April and estimated that Farrell
1 was approximately 82% complete at that time. Although the shipbuilder at-
tained approximately 10% labor progress in the 2% month period between the
production audit and post audit review, it still appeared to the team that delivery
of the ship could not occur before early to mid-September, unless the ship was
inordinately named to the detriment of the follow ships In the yard coupled
with a concomitant degradation in productivity on Farrell 1.

Status compared to schedules:

A. Design status-shipyard drawings
Status of drawings as of 1-31-72 was as follows:

Total number of drawings required-------------------------------- 61S
Number of drawings scheduled to be submitted for approval_-------- 613
Number of drawings submitted for approval------------------------ 613
Number of drawings scheduled to be issued to product engineering___ 597
Number of drawings issued to product engineering and the yard_____- 5 97

Status of drawings on 3-31-72 was the same as reported above.

B. Hull and machinery erdetion schedules
At the time of the audit the hull was fully erected. Forty-six of the forty-

eight machinery assemblies required and scheduled to land on ship had been
landed. Eighteen machinery assemblies had been installed.
C. Major events schedule

At the time of the audit all schedules for Farrell 1 were either outdated or
completely unrealistic. The schedules all reflected a delivery completion date of
May 13, 1972. All of the key milestones were missed or in jeopardy. During the
early part of the audit AIARAI) and the Farrell Lines were advised by the
company that the ship would not be delivered until July 15, 1972. In February,
during the third week of the audit, the company produced a new major events
schedule reflecting the July 15. 1972 delivery date. The schedule covering Farrell
1 listed 36 vents remaining to be completed before delivery.

A full comparison of the new major events schedule is not possible since the
new schedule did not follow the same format as the earlier key events schedule
dated 1-4-72. Another revised schedule for Farrell 1 was provided the audit
team during the post audit review in April. The following is a comparison of
those events that were common to all three schedules.
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Scheduled date based on schedule issued (1972)

Major event description January 4 February 10 April

Standby diesel lube oil flush- Feb. 9- May 19 -Mar. 7.'
Operate standby diesel -Feb. 16 -May 22 -Do.
Main engine lube oil system flush -Do -May I- Apr. 21.
Start SSTG test -Do- June 7 - May 5
Main engine Ist run -Mar. 8- Do - May 19.
Dock trials - Mar. 22 -June 12 Do.
Complete testing of navigation equipment -Mar. 20 -July 7 - May 26.
Complete testing hatch covers -Mar. 25 -June 9 -June 2
Inclining experiment -Mar. 26 - June 13 - June 7
Builder's sea trials -Apr. 4- June 15 -Do.
Dry docking -Apr. 6- June 19 - June 11.
Official sea trials -Apr. 25 -June 30 - July 6.
Delivery -May 13 - July 15 - July 15.

1 Actual date.

D. Material Ordering Schedule
As of January 31, 1972, all major vendor furnished material was either de-

livered or on schedule. No problems were apparent on material receipts.
E. Status of Work Packages

All of the 15,934 work packages scheduled for release to production as of
2-4-72 were released. 11,743 of 14,660 work packages scheduled to be completed
had been completed on 2-4-72.

As of 4-16-72 16,351 work packages had been released to production and 12,994
work packages had been completed. Data relative to work packages scheduled
for release and completion was not available.
F. Compartment Completion Schedule

The compartment completion schedule issued January 1972 for Farrell 1 was
based on the 5/13/72 ship delivery date which existed at the beginning of the
audit. When the revised major events schedule issued in February reflected a
7/15/72 ship delivery, this compartment completion schedule became obsolete.
A new schedule was being prepared and was made available to the audit team
subsequent to the February audit.

Reported status of compartmenet completions was as follows:

Feb. 4,1972 Apr. 16,1972

Total number of compartments - 388 390
Number of compartments scheduled for completion -15 158
Number of compartmnents completed - 29 39

G. Test Schedule and Inspection
The test schedule issued December 1971 for Farrell 1 was geared to a 5-13-72

ship delivery date. When the revised major events schedule referenced a 7/15/72
ship delivery date, the previous test schedule was no longer valid. A new test
schedule was prepared. Reported status of tests and inspection at the time of the
audit and the April review was as follows:

Feb. 4,1972 Apr. 16,1972

Number of test items required -826 826
Number of test items scheduled - 122 554
Number of test items complete - 105 460

The ability of the shipyard to complete the remaining tests will ultimately
determine the delivery date of the ship.

Manning
Litton provided the audit team a FY 72-3 projected manning plan which in-

cluded a contingency reserve for completing Farrell 1 by 7-15-72. A revised man-
ning plan was provided the audit team in April. The revised plan was based on
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manpower expenditures through March 1972. Neither plan was considered ade-
quate by the audit team to permit delivery of the ship by 7-15-72. If the ship is to
meet the 7-15-72 delivery date, manning will have to be significantly increased
over that now planned. Available planned and actual manning for hard task
labor from August 1971 to the scheduled ship delivery follows:

Projected manning plan-

Month February 1972 April 1972 Actual

August 1971 - - -759
September - - - 53
October ------ ------------------------------------------------- 591
November- 907
December - - -1,107
January 1972 5--1, 034
February -588 -- 1, 043
March ---- --------------------- 588 -1,12
April- 580 950-
May -- 300 600---- -- --------------
June -300 600-
July- 300 297

I Shipbuilder experienced a work stoppage in September 1971.

Quality of work in process
At the time of the audit, the general appearance of the hull, decks, super-

structure, container cargo holds, etc., revealed a definite pattern of inferior
quality workmanship. There was incorrect alignment and discontinuity with
regard to waterline, frame lines, buttock lines and molded lines which necessi-
tated areas having to be cut loose, realigned and rewelded. The disregard of
established and/or lack of welding procedures had caused extreme distortion in
decks and bulkheads. The fabrication and erection of assemblies and installation
of equipment in the pre-outfitting period without regard to dimensional control
also caused distortion. These, and the omission of certain vital structural mem-
bers prior to launch have compounded the contractor's problems. These improper
procedures have necessitated thousands of hours of costly rework and caused
considerable delay in ship delivery.

At the time of the post audit review in April, many of the deficiencies ob-
served in February had been corrected, but many still remained to be corrected.

The status of ship construction compared to scheduled ship delivery date

At the time of the production audit in February, all production schedules for
Farrell 1 were geared to a 5-13-72 delivery date. The shipyard was behind all
schedules and had no current schedules to which they were working. The ship-
yard had advised the owners that the ship would probably be delivered on
7-15-72. Revised schedules to this delivery date were in the process of being
developed.

At the time of the post audit review in April, the shipbuilder was working to
revised schedules geared to the 7-15-72 delivery date, but was already behind
these schedules. The shipbuilder's labor progress in mid-February was estimated
to be 72.5%, about two months behind schedule for meeting the 7-15-72 delivery.

In April, it was estimated that labor progress was 82% and about 11/2 months
behind the schedule necessary for meeting the 7-15-72 delivery. The schedule
which the shipbuilder was working to was not considered feasible without sig-
nificantly increased manning. This manning would have to come from other ships
in the yard with a resultant delaying effect on these follow ships.

Although a 7-15-72 delivery is conceivably possible, the audit team considers
it very unlikely and estimates that the ship will deliver during the first two
weeks in September. Unless the current manning level is sustained the ship
could slip beyond the audit team's estimated delivery.

FARRELL 2
Status of ship construction

The Farrell 2 contract delivery date was 3/22/71. The February review of the
production status of Farrell 2 found the shipyard geared to a schedule based
upon ship delivery on 9/15/72. The ship was scheduled for launch on 6/1/72.
In April 1972, the shipyard was still working to the 9/15/72 delivery date. The
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current scheduled launch date was 6/10/72, but the shipbuilder was targeting to
a 6/3/72 launch.
Hull status

Modules 2 and 3 were in the process of being welded together and module 1
had been moved into the integration area for joining with module 2. However, all
scheduled assemblies were not erected in module 1 when it was moved to the in-
tegration area on 2/5/72. The superstructure had been assembled and was moved
into the integration area for erection on the ship. The superstructure was landed
in March. In April, all but one of the 181 hull assemblies had been erected.
Machinery status

In February, the audit team estimated that the machinery installation was
approximately 25% complete. The main propulsion turbine and gears were on
board, but were not bolted down. The boilers had been erected and placed on
board and the main condenser had been installed. The main thrust bearings and
shaft steady bearing were aboard but not installed. There was no shafting on
board. The steering gear hydraulic unit was sitting in place, but the holes had
not been reamed nor the bolts fitted. Refrigeration machinery and air compressor
machinery were installed and piping for these systems was being worked on. MoRt
of the major pumps had been installed. In April, the machinery installation wvas
approximately 30% complete.
Piping system 8tatue

In February 1972, the piping system installation was approximately 40%o com-
plete. Approximately 42,000 feet of a total 106,000 feet of piping had been in-
stalled. In April Litton reported 47,609 feet of piping had been installed, which
equated to 44.9% completion of the piping system.
Electrical 8y8tem status

The electrical system installation was approximately 10% complete in Febru-
ary. The ship service turbine generator and the emergency diesel generator were
aboard, but had not been placed on their foundations. No cables for the equip-
ment had been installed. The main ships service switchboard was in place, but
not secured to its foundation and no cables had been attached. The Group Con-
trol switchboards were at their location, but had not been placed on foundations.
The refrigeration control console was also on board, but not on Its foundation.
The main engine control console was not yet on board.

Reported status of electrical cable, wireways and collars in February and April
was as follows:

Feb. 11, 1972 Apr. 23,1972

Total footage of local cable -165, 000 165, 000tocal cable pulled ---------- 24, 500
Total footage of main cable2 , 000-- - - - - ------ 200,000
Main cable pulled ------------------------------------------
Total footage of main wireways -4,416 4,416
Footage of main wireways installed -3,472 4,183
Total number of collars -355 355
Number of collars installed -262 334

Electrical installation was approximately 16% complete in April 1972.
Ventilation installation status

In February, 3,743 feet of a total of 15,419 feet of ventilation duct had been
installed and the system was approximately 24% complete.

In April, 4,805 feet of ventilation duct had been installed and the system was
approximately 30% complete.
Labor progress

The contractor's labor progress, including engineering, submitted to MARAD
and the Owner as of the end of January 1972, was 54.9%.

The production audit team independently progressed the ship on the basis of
factors developed from INS estimates of work involved in the various systems
for the APL ships. Using these factors, the production audit team estimated that
the ship was approximately 48% complete, not including engineering. Using the
audit team's merchant ship labor progress curve and the estimated 48% progress
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attained on this ship in February, it was estimated that Farrell 2 could not
deliver before mid-December 1972.

The Audit Team progress Farrell 2 again in April and estimated that it was
approximately 55% complete at that time. The shipbuilder had attained an esti-
mated seven percent labor progress since February, but the Audit Team was
still of the opinion that delivery of the ship could not occur prior to mid-December
1972 without disrupting production on other ships in the yard, and that the ship
could deliver as late as early February 1973 depending on the productivity ob-
tained throughout the remainder of construction.

STATUS COMPARED TO SCHEDULES
A. Design

Status of design drawings for the Farrell Program has been reported under
Farrell 1.
B. Hull erection

There are a total of 181 hull assemblies on the Farrell ships. At the time of
the February review fabrication of all material for Farrell 2 had been completed,
and 158 of 165 scheduled sub-assemblies were completed. All sub-assemblies had
been completed for Farrell 2 by April 1972.

Status of erection in February and April was as follows:

Feb. 4,1972 Apr. 16,1972

Number of assemblies required to be erected -181 181
Number of assemblies scheduled for erection -139 181
Number of assemblies erected -150 180

C. Major events schedule
The item numbers and item description of the events contained in the Farrell

2 Major Events Schedule provided to the team in April were identical to those
contained in the Farrell 2 Major Events Schedule dated 2/7/72. Both schedules
were geared to a 9/15/72 ship delivery date. However, the following date changes
are of significance:

Item Feb. 7, 1972 April 1972
No. Description schedule date Actual date schedule date

15 Complete module 3 tank hydro -March 10, 1972 - - May 15,1972.
16 Complete weldout module 1 -do - April 21, 1972
20 Completebutttankhydroumodules2and3 - March 24, 1972 - April 14,1972
21 Complete butt tank hydro modules 1 and 2 - March 30, 1972 - April 19,1972.
34 Tail shaft made up and secured -May 19, 1972 - -May 26, 1972.
39 Launch -May 27, 1972 - - June 10, 1972.1

I At the time of the post audit review the shipbuilder was targeting to a June 3,1972, launch date.

With the exception of major event item Nos. 15, 16, 20 and 21, all major
events scheduled for accomplishment prior to the April issuance of the Major
Event Schedule actually occurred, either on or near the scheduled date. Addi-
tionally, with the exception of items 34 and 39 as noted above, all remaining
major events were scheduled for accomplishment on the same dates in the April
schedule as they were in the 2/7/72 schedule.
D. Material Ordering

All major vendor furnished material was either delivered or on schedule.

E. Status of Work Packages
Reported status of work packages for Farrell 2 was:

Feb. 4 Apr. 16
197i 197i

Numberof work packages scheduledfor releaseto production -11,042 11,500
Number of work packages released to production -12,098 12,543
Number of work packages scheduled for completion by manufacturing -10,284 10, 24
Number of work packages completed by manufacturing -7,120 7,978



1864

F. Machinery assemblies
Status of machinery assemblies for Farrell 2 in February and April was:

Feb. 4,1972 Apr. 16, 1972

Number of machinery assemblies required 48 48
Number of machinery assemblies completed on ground -40 41
Number of machinery assemblies landed on ship -32 35
Number of machinery assemblies installed on ship -6 17

G. Compartment completion schedule
There are a total of 390 compartments. None were scheduled for completion

at the time of the audit and none had been completed.
H. Test schedule and inspection

Reported status of tests and inspection for Farrell 2 was:

Feb. 4, 1972 Apr. 16, 197Z

Number of test items required -826 1177
Number of test items scheduled -74 154
Number of test items completed -58 98

I Only the number of required prelaunch tests reported in April.

Manning
In February, Litton provided the team with a projected manning plan which

included a contingency reserve for completing Farrell 2 by 9/15/72. A revised
manning plan was provided the audit team in April. The April manning plan was
based on an October 1972 ship delivery, although the company maintained that
it was still committed to a 9/15/72 ship delivery. Neither plan was considered
adequate by the team.

A comparison of Litton's two manning plans and actual hard task labor ex-
penditures since August 1971 follows:

Projected

February
1972 April 1972

manning manning
plan plan Actual

1971:
August -1,016
September - 66
October -816
November -1,230
December -------------------------------------------------------- 1,049

1972:
January - - -875
February -. 850 716
March -952 -- 614
April -862 936
May -------------------------- 850 1, 053 -----
June -501 1,053
July -349 1,141
August- 2245 1,112
September -2 245 819
October - -415

I Shipbuilder experienced a work stoppage in September 1971.
2 2-month average.

Quality of work in process
In comparison to the workmanship on Farrell 1, the workmanship on Farrell 2

showed considerable improvement. The pattern of poor workmanship was still
evident in many areas, but not to the extent observed on Farrell 1. Although
many hours of rework have been expended and many more will be required, the
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number of rework hours required on Farrell 2 will not be as extensive as those
required on Farrell 1. Attentiveness to proper alignment of structural members
and use of proper welding procedures were some of the factors which reduced
rework on Farrell 2.

FARRELL 3

Status of ship construction
The Farrell 3 contract delivery date was 6-20-1T. The production audit in

February 1972 found the shipyard geared to a 11-15-72 delivery date for Far-
rell 3. The -Major Events Schedule for this ship was dated 2-11-,2 and reflected
a scheduled launch date of 7-29-72. A Major Events Schedule provided by Litton
at the post audit review in April 1972 was also geared to an 11-15-72 delivery
date and a 7-29-72 launch date.

Hull status
In February the audit team estimated the hull to be approximately 30% com-

plete. There are a total of 181 hull assemblies required for the ship.
The steel required for 128 of the 181 hull assemblies had been fabricated. The

steel for 56 assemblies was provided to subcontractors who were assembling
these 56 assemblies. Thirty-six of these 56 subcontracted hull structural assem-
blies had been completed and were in the shipyard. A total of 58 assemblies had
been structurally completed for Farrell 3. Twenty-two of the completed assem-
blies had been erected.

At the time of the post audit review in April 1972, the number of assemblies
which had been fabricated increased to 176. Of these, 88 had been assembled
and 81 had been erected. Many of the assemblies on the ground were being
pre-outfitted.

Alachincry status
In February the Farrell 3 boilers were erected. Of the required 48 machinery

assemblies, 28 had been completed on the ground and one landed in the ship. By
April 1972, 9 additional machinery assemblies had been completed on the ground
and a total of four had been landed in the ship.

Piping system status
Approximately 106,000 feet of pipe are required for the ship. In February,

pipe installation was reported S% complete. In April installation of pipe was
reported 15% complete.

Electric system status
A total of 165,000 feet of local cable and 200,000 feet of main cable are re-

quired for the ship. No cable had been installed in Farrell 3 at the time of the
post audit review in April. This ship also has a total of 4,416 feet of main wire-
ways and 355 collars to be installed for the electric cable. None of the wireways
had been installed but 185 collars were completed in April 1972.

Ventilation installation status
A total of 15,419 feet of ventilation duct is required. Installation was 5% com-

plete in February and 14% complete in April.

Labor progress
The contractor's labor progress, including engineering, submitted to MARAD

and the owners as of the end of January 1972 was 26.1%. The Production Audit
Team independently progressed the ship on the basis of factors developed from
INS estimates of work involved in the various systems for the APL ships. Using
these developed factors, the production audit team estimated that the ship was
approximately 19% complete, not including engineering. Using the audit team's
merchant ship labor progress curve and the estimated 19% progress attained
on this ship in February, it was estimated that Farrell 3 would not deliver
before mid-April 1973, and could deliver as late as July 1973, depending on the
productivity obtained throughimut the remainder of construction. The audit team
considered delivery about mid-May 1973 as the most probable delivery date.

The audit team did not progress, by visual inspection, Farrell 3 during the
post audit review in April. However, lased on information supplied by the
company, the audit team estimated the ship to be 28% complete at that time.
Review of Farrell 3 data in April confirmed the audit teams assessment of the
pro' able delivery schedule as discussed above.
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Status of work packages
Status of work packages for Farrell 3 in February and April were as follows:

Feb. 4, 1972 April 16,1972

Work packages scheduled for release to production -11,293 12,784
Work packages released to production -7, 572 7, 629
Work packages scheduled to be completed by manufacturing -4,721 4, 721
Work packages completed by manufacturing -2, 380 3,819

Compartment completion schedule
There are a total of 390 compartments. None were scheduled for completion

at the time of the audit and none had been completed.

Test and inspection schedule
As of 2/4/72, none of the 177 required pre-launch tests and inspections were

scheduled to complete.
As of 4/16/72, twenty-two pre-launch tests and inspections were scheduled

to complete, but none were completed.

Manning
In February, Litton provided the team with a projected manning plan which

included a contingency reserve for completing Farrell 3 by 11/15/72. A revised
manning plan was furnished to the audit team in April. The April manning plan
was based on a January 1973 ship delivery, although the company maintained
that it was still committed to a 11/15/72 ship delivery. Neither plan was con-
sidered adequate by the audit team.

A comparison of Litton's two manning plans and actual hard task labor ex-
penditures on Farrell 3 since August 1971 follows:

Projected manning plan-

February 1972 April 1972 Actual

1971:
August ---- - -------------------------------------- 357
September - - - 23
October - - -207
November --------------- 246
December - - -313

1972:
January -------------- - ---------- 506
February ---- 1,359-- 683
March -1,007 -- 882
April ----------------------------- 1,100 900 --------------
May --------------------------- 1,100 900 --------------
June ---- ----------------------- 1,100 923 .
JuIy I,---- -- --- --- -- -- 1,100 1,035-
August ---------------- --- 2 270 1,118-
September --------------- - 2 270 1,200
October ----------- - 2 270 1,200
November ---- - 110 1,150-
December -- ------------ 750

1973: January -- 367

I Shipbuilder experienced a work stoppage in September 1971.
2 3-month average.

FABBELL 4
Status of ship construction

The Farrell 4 contract delivery date was 9/3/71. The production audit in
February 1972 found the shipyard geared to a schedule based upon a 2/15/73
delivery date for Farrell 4. The Farrell 4 Major Events Schedule, dated 2/11/72,
reflected a scheduled launch date of 9/30/72. The Major Events Schedule pro-
vided to the audit team by Litton in April 1972 was also geared to a 2/15/72
ship delivery and a 9/30/72 launch date.
Hull status

In February the audit team estimated the hull to be approximately 26%
complete. There are a total of 181 hull assemblies required for the ship.

The steel required for 128 of the 181 hull assemblies had been fabricated. The
steel for 56 assemblies was provided to subcontractors who were assembling
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these 56 assemblies. Twenty-five of these 56 subcontracted hull structural assem-
blies had been completed and were in the shipyard. A total of 37 assemblies had
been structurally completed for Farrell 4. Seven of the completed assemblies
had been erected.

In April, the number of assemblies which had been fabricated had increased
to 171. Of these, 59 had been assembled and 56 had been erected. Many of the
assemblies on the ground were being pre-outfitted.
Machinery status

In February the Farrell 4 boilers were erected. Of 48 required machinery as-
semblies, 24 were completed on the ground and one was landed in the ship. By
April, no additional machinery assemblies had been completed and no others
had been landed in the ship.
Piping system status

Approximately 106,000 feet of pipe are required on the ship. In February, pipe
installation was 4% complete. In April, installation of pipe was reported 7%
complete.
Electric system status

At the time of the post audit review, 88 of the total 355 collars were completed
for Farrell 4; no local cable, main cable or wireways had been installed in the
ship.
Ventilation installation status

A total of 15,419 feet of ventilation duct is required. Installation had just been
started in February and was 8% complete in April.
Labor progress

The contractor's labor progress, including engineering, submitted to MARAD
and the owners as of the end of January 1972 was 21.9%. The production audit
team independently progressed the ship on the basis of factors developed from
INS estimates of work involved in the various systems for the APL ships. Using
these developed factors, the production audit team estimated that the ship was
approximately 15% complete, not including engineering. Using the audit team's
merchant ship labor progress curve and the estimated 15% progress attained on
this ship in February, it was estimated that Farrell 4 would not deliver before
the end of June 1973 and could deliver as late as September 1973, depending on
the productivity obtained throughout the remainder of construction. The audit
team considered delivery about mid-August 1973 as the most probable delivery
date.

The audit team did not progress, by visual inspection, Farrell 4 during the post
audit review In April. However, based on information supplied by the company,
the audit team estimated the ship to be 21% complete at that time. Review of
Farrell 4 data in April confirmed the audit team's assessment of the probable
delivery schedule as discussed above.
Status of work packages

Status of work packages for Farrell 4 in February and April were as follows:

Feb. 4,1972 Apr. 16, 1972

Work packages scheduled for release to production - 11, 293 12, 784
Work packages released to production -7, 476 7, 484
Work packages scheduled to be completed by manufacturing- 4 500 4, 500
Work packages completed by manufacturing -2 298 3, 59D

Compartment completion schedule
There are a total of 390 compartments. None were scheduled for completion

at the time of the audit and none had been completed.
Test and inspection schedule

Of the 177 required pre-launch tests and Inspections for this ship none were
scheduled for completion at the time of the audit.
Manning

In February, Litton provided the team with a projected manning plan which
included a contingency reserve for completing Farrell 4 by 2/15/73. A revised
manning plan was furnished to the audit team In April. The April manning plan
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was based on a AMarch 1973 ship delivery, although the company maintained that
it was still committed to a 2/15/73 ship delivery. Neither manning plan was con-
sidered adequate by the audit team.

A comparison of Litton's two manning plans and actual hard task labor ex-
penditures on Farrell 4 since August 1971 follows:

Projected manning plan-

February
1972 April 1972 Actual

1971:
August --- 293
September ,----,,,--,,--- -1 19
October - - -136
November ------------------------------------------------ 187
December ---------------------------------------------------- 258

1972:
January - - -392
February -398 -- 460
March -787 -- 534
A pril -------------------------------------------------------- 1,0 55 700
May - 1,270 750
JuMay ------------------------------- 1,184 870
JouI-y -1,308 95 -
August ---- ------------------------- 2 940 1,050 .
September - 2 940 1,050
October ----------------------- 2 940 1,050 .
November ------- --------------- 2 173 947-
December ------------------------ 2173 803 .

1973:
January ------------------------------------- ---------------- 22173 641
February- NA 500
March .,--,--,,,---- 300

I Shipbuilder experienced a work stoppage in September 1971.
23-month average.
NA-not available.

Summary of Status of the Farrell Program
This summary is to permit a concise focus of the delivery status of the Farrell

Program as the audit team has analyzed it.
At the time of the production audit in February, the contractor's planned de-

livery dates were as follows:
Farrell 1, 7/'15/72; Farrell 2, 9/15/72; Farrell 8, 11/15/72; and Farrell 4,

2/15/73.
At the time of the post audit review, the official schedules provided by the com-

pany were the same as the February schedule. However, the company provided
unofficial delivery schedules which they were then reviewing. These delivery
dates were as follows:

Farrell 1, 7/15/72; Farrell 2, 10/30/72; Farrell S, 1/31/73; and Farrell 4,
3/30/73.

The audit team estimated that, based on the status of completion of the ships,
the amount of work remaining, and the time spans allowed to completion, the
above schedules were not feasible. The team considered that if sufficient man-
power of the right skills and proper experience were applied and scheduled in
an efficient manner, Farrell 1 could be delivered by mid-July. This assumes that
the entire test program for the ship can be completed with no undue problems
and that the sea trials will be successful and not have to be rerun. However, the
manning required to deliver Farrell 1 by 7/15/72 was such that significant pro-
duction inefficiencies would result and it would further have a major impact on
the yard's ability to deliver the three follow ships. In summary, because of the
inability to predict either the degree or speed of improvement in the shipyard's
productivity and efficiency, the audit team developed a range of probable delivery
dates for each ship together with a most probable delivery date. These dates
are shown as follows:

Earliest Most probable
date date Latest date

Farrall 1I*-- July 15,1972 Sept. 1,1972 Oct. 15,1972
Farrell2 -Dec. 15, 1972 Jan. 15,1973 Feb. 15, 1973
Farrell 3 -,---.-.-, Apr. 14,1973 May 15, 1973 July 15, 1973
Farrell 4- June 30, 1973 Aug. 15,1973 Sept. 30, 1973
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The most probable delivery dates shown above were based on an assumption
that there would be some degree of improvement in productivity throughout the
rest of this program, and that the quality of workmanship would continue to
improve, thus reducing the amount of rework which would be necessary.

LHA PROGRAM
General

A multi-year contract for the construction of nine (9) amphibious assault
ships XLHA) was awarded to Litton Ship Systems on 5/1/69, with only the first
ship contractually funded. Construction of LHA-2 and LHA-3-was contractually
authorized oni 11/15/6.9, and LHA 4 and LEA 5 on 11/6/70. By "Memorandum of
Agreement" dated 4/23/71, LHA 6 through 9 were deleted from the program and
the dlelivery dates of LIIA 1-5 were revised.

The original contract delivery dates for LEA 1 through LEA 5 follow as do
the revised delivery dates contained in the "Memorandum of Agreement":

Contract Memorandum
delivery of agreementShip dates dates

LHA 1 -Mar' 30, 1973 Apr. 1, 1974
LHA 2 - June 29,1972 July 29, 1974
LHA 3 -Oct 1, 1973 Dec. 2,1974
LHA 4 -Dec. 31, 1973 Feb. 28,1975
LHA 5 - Apr. 1,1974 June 2,1975

At the time of the production audit in February, the shipyard was working
to the "Micmora dum of Agreement" delivery dates and all LHA schedules then
in use were geared to the se dates.

During the course of the production audit, the company advised that new
delivery dates were being developed for inclusion in the "reset proposal". The
revis.ed delivery dates that wvere proposed and subsequently included in the
"reset proposal" submitted to the Navy on 31 March 1972 are as follows:

LEIA 1, 11/15/74; LEA 2, 4/11/75; LEA 3, 8/15/75; LIEA 4, 1/16/76; and
1,11A 3, 5/28/76.

These dates represent additional delays in delivery of the LEA 1 through
LTA 5 of 7.5, 8.5, 8.5, 10.3, and 12 months respectively from the delivery dates
contained in the "Maemorandum of Agreement".

Enrginfering
1'1ginecring responsibilities for the LElA Program are divided among Litton

Ship Systems California (LSS/C), Litton Ship Systems Mississippi (LSS/M),
and( Data Systems I)ivision (DSD).

Development and preparation of system and detail design drawings for the
erlectronics installation was subcontracted to DSD. LSS/C is responsible for
p.eparation of the design drawings and test procedures required for ship pro-
luction with thl exception of the electronics systems. All system design drawings
were essentially completed by March 1971, however, changes continued to be
made as the need arose.

Integrated Logistics Support functions are being accomplished by both LSS/C
and )SAD. Additionally, DSD has responsibility for acquisition or manufacture
of certain selected electronics system components, and for computer programming
operations at the Canoga Park Integration Center (CPIC).

LSS/M performs engineering processing services whereby the detail drawings
and parts lists re(eived from LSS/C and DSD are adapted for use by production
for ship constructin. These services include detail drawing scoping and the
development of engineering aids. The scoping operation consists of marking up
1 he detail dra'ving with planning annotations for production use. However, in
order to reduce the time of the planning software cycle (receipt of drawings
From LSS/C or DSI) to work package release), the Contractor is now accomplish-
in, the detail drawing scoping operation at LSS/C or DSD for all disciplines
exceDt ThuIl; Advance Production Planning personnel of Operations Planning are
lovated at LSS/C and DSD to provide manufacturing knowledge for scoping the
detail drawings. The scoping at LSS/C and DSD is preliminary in nature and is

95-328-73 17
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reviewed at LSS/M with revisions made as necessary. Additionally, LSS/M
engineering has responsibility for the upkeep of all vellum drawings received
from LSS/C and DSD. The contractor planned to transfer all engineering draw-
ing functions, including assigned personnel, to LSS/M by May 1972.

The contractor's initial Engineering Drawing Index, Schedule and Report
(EDI) established 12/30/70 as the target date for issuing all detail design draw-
ings by Litton Ship Systems Calif. (LSS/C) and Data Systems Division (DSD).

In May 1970 after the contractor failed to issue any of the 360 hull drawings
scheduled for issue, a revised drawing schedule was issued which eliminated the
hull drawing delinquencies and set 4/30/71 for completion of all detail drawings.

The contractor was unable to meet the scheduled requirements. Only 12 of 54
scheduled drawings were issued by 31 July 1970 and by November 1970 only 120
of the 880 drawings scheduled for issue were actually issued.

In December 1970 the contractor again revised the drawing schedule; all de-
linquencies were eliminated and the completion date for all detail drawings was
extended to 12/31/71.

In March 1971 the Contractor again submitted a revised drawing schedule. A
review of this revised drawing schedule disclosed the following:

(a) All detail drawings (2635) were scheduled for Issue during the period of
March to December 1971, including the 293 detail drawings already issued.

(b) An average of 263 drawings were required to be issued monthly; the con-
tractor had averaged 38 drawings a month between October 1970 and January
1971.

Of 99 drawings scheduled for issue between 1 March and 14 April the contractor
was able to issue only 66 drawings: however, 29 of the 66 drawings were part of
the 293 drawings issued prior to development of the revised schedule. 28 of the
33 delinquent drawings were piping system drawings. Additionally, production
scheduling data received indicated that the drawing schedule was not compatible
with manufacturing requirements.

In June 1971 the contractor started preparation of the first engineering/manu-
facturing correlation schedule.

In July 1971, 124 drawings were delinquent, most of which were piping
drawings.

Based on the preliminary engineering/manufacturing correlation, the con-
tractor recognized deficiencies and concentrated on meeting manufacturing re-
quirements for the first six months of construction (August 71 through January
1972). Development of a new drawing schedule was delayed pending finalization
of the engineering/manufacturing correlation.

In November 1971, the contractor established a First Article Master Scheduling
Committee (FAMSCO) for the purpose of establishing a fully coordinated en-
gineering/planning/manufacturing schedule. At the time FAMSCO was initiated,
the contractor was approximately 3 months behind schedule on detail drawing
issues.

The status of engineering at the time of the audit was:

LITTON SHIP SYSTEMS, CALIFORNIA (LSS/C)-DETAIL DRAWING STATUS (MAR. 3, 1972)

Total Total Schedule Release to
Hull required released for release schedule Delinquent

Structural - 220 214 216 214 2Arrangements -21 15 5 5 0Outfit and furnishings -170 152 28 27 1Foundations -204 121 178 107 71Miscellaneous - 2 2 2 2 0Marine Engineering:
Propulsion systems -100 77 73 66 7Fluid systems -455 424 331 311 20Environmental control -222 120 177 120 57
Mechanical/hull -262 170 134 110 24Weapons systems - 41 41 40 40 0Electrical engineering:
Control systems -248 214 18 16 2
Electrical systems -325 290 54 54 0Electrical installation -165 151 40 40 0

Total - 2,435 1, 991 1,296 1,112 184

I Includes farmout drawings but does not include 51 DSD command and control (C. & C.) drawings which are completed.
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Delinquencies:
Foundations----------------------------------------------------- 71
Ventilation------------------------------------------------------ 54
Piping ---------------------------------------------------------- 47
Propulsion ------------------------------------------------------ 7Structural 2
Electrical 2
Outfit and furnishings ----------------------------------- 1

Total -_____________________________________________________ 184
LSS/C has transferred 556 vellum drawings to LSS/M.

Drawing farmount
The contractor subcontracted the preparation of 20 ventilation systems and 19

foundation drawings to Rosenblatt & Co. Eighteen foundations, 23 piping, 10
ventilation, 3 propulsion, 4 mechanical drawings and all electrical label plate
booklets have been subcontracted to Ingalls Nuclear Shipbuilding.
Shock status (February 29, 1972):

Table Testing:
No. required----------------------- ---------------- 66
No. conducted------------------------------------------------ 46
No. submitted to Navy---------------------------------------- 21
No. approved--S------ -------------------------------------- 8

Barge Teeting
N o. required…-------------------------------------------------- 32
No. conducted---------- ---------------------- 17
No. submitted to Navy---------------------------------------- 14
No. approved------------------------------------------------- 3

Shock Test Extensions
No. required --- ---------------------------------- 31
No. received by Litton--------------------------------------- 28
No. submitted to Navy--------------------------------------- 25
No. approved------------------------------------------------ 22

N umbe-
Number submittedAnalysis requested to Navy

Static"G ------------------------------------- 13 11Math model- 17 1DDAM - 17 2

Foundation Design (Shock ):
No. requested ------------------------------------------------ 2, 400No. certified- -________________________ 1, 216

Delinquent Dynamic Design Analysis Method (DDAM) Reports:
Boiler.
Main condenser.
Reduction gears.
L.P. turbine.

Vendors have been authorized to proceed with DDAM reports prior to MathModel approval.
At the end of February 1972, 1390 drawings contained a total of 2772 reserva-

tions; 1175 of these reservations were for weight data to be added to the draw-ings. The contractor stated that the weights had been calculated for most draw-ings but had not been added to the drawings.
Development of Standard Drawings are late for production requirements. Allstandard drawings are planned to be completed by 1 June 1972.
Engineering changes had not been incorporated on the drawings as rapidlyas necessary. Delay was affecting engineering services at LSS/M and was impact-

ing ship manufacture. Unincorporated changes on electrical detail drawings
were holding up development of local cable drawings.
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Sizing errors for the ventilation system necessitated almost complete redesign
of the system.
Data Systems Divisions (DSD)

Design.
All (51) Command and Control detail drawings required for ship construction

are completed. Approximately 250 open ECRs are being processed.

Corniputer Programming

OPIC and Overall Computer Programming is slightly ahead of schedule. CPIC
is 67% complete and Overall Computer Status is 54% complete.

Equipment Acquisition

DSD Build Equu4pment

Total No. of items--------------------------------------------------- 20
.N o. of item s com pleted…---- ----- ----- ----- ----- ----- ----- ----- 4
Outstanding items on schedule---------------------------------------- 13
Outstanding items late -1---------------------------------------------- 3

1 CMCS/MPS Enclosure, Comm. Control Mux and Message Mux are presently four weeks
behind schedule due to ECOC (design errors and pre-integration/ist Art. Acceptance
Tests). This delay will impact LBTF date of June 1972 but will not affect ship construction.

Electronics Subcontracts

Expected availability dates for all equipment indicate 2 to 11 months of posi-
tive slack as related to LHA 1 in yard need dates. Minor deficiencies exist on
AN/SPS-52 Radar, Exterior Communication System, Interior Voice Communi-
cation System, Antennas, Switching Matrix and Man on the Move equipment;
corrective action is being taken.

Litton ship systems Mississippi (LSS/M)

Receipt and storage of all engineering data is controlled by the Engineering
Department. The plan vault and files are being rearranged and reorganized to
provide faster retrieval and better control.

Detail drawings and parts lists received from LSS/C and DSD are reviewed
by the various design discipline codes who incorporate all approved changes
not already on the drawings. Engineering, in conjunction with Operations Plan-
ning, reviews the preliminary scoping accomplished at LSS/C anl makes what-
ever changes are required. Following the scoping of the detail drawing the
engineering department prepares the following engineering aids:

Hull.-Numerical control tapes, templates, roll sets and flame planer sketches.
Piping.-LZ booklets for shop fabrication of piping assemblies; booklets

identify fabrication points and material requirements.
Ventilation.-LZ booklets for shop fabrication of ventilation sections. Also

included in the package are computer produced tapes for the Werdinaoan
Machine.

lecctrical.-LIK Booklet for runs of all local electrical cabling.
Upon completion of preparation of all engineering aids, the detail drawings,

parts lists and engineering aids are forwarded to Operations Planning for
issuing work instructions to production.

Engineering status
Detail drawings: February 29, 1972

No. received at LSS/M ------------------------------------------- 1, 859
No required LSS/M Engineering action--------------------------- 1, 672
No. released for manufactuing software cycle---------------------- 636

Detail drawing scoping Feb. 10, 1972 Feb. 29,1972 Mar. 31,1972

Number drawings requiring scoping -1, 080 1,080 1,080
Number drawings scheduled - 308 434 519
Number completed to schedule - 306 364 484
Number delinquent -2 70 .35
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ENGINEERING AID BOOKLETS (HULL, PIPE, VENT ONLY)

Feb. 10 1972 Feb. 29,1972

Mnmberofengineeringaidsrequired - 4,369 4,369
Number scheduled for issue- 1,104 1,208
Number issued to schedule -783 939'
Number delinquent -228 269

NUMERICAL TAPES AND TEMPLATES

Feb. 10,1972 Feb. 29, 1972 Mar. 31, 1972

Number of N/C tapes required- 1,355 1,355 1,355
Number scheduled for issue -610 676 871
Number issued to schedule - 568 643 803
Number delinquent -42 33 68

Piping was severely behind schedule in the preparation of LZ Booklets. Delay
was attributed to lack of firm information from LSS/C caused by significant
revisions to the drawings and parts lists. The contractor was attempting to
alleviate problem by transferring vellums and change paper to Mississippi so
that revisions and development of LZ Booklets can be accomplished concur-
rently.

Ventilation was similarly behind schedule. This was attributed to redesign of
the ventilation system due to sizing errors and late receipt of firm information.

Electrical was behind schedule because of reservations on drawings related to
unissued standard parts drawings. This was delaying preparation of LK
drawings.

The time span for preparation of engineering aids had been reduced from
nine to five weeks. A significant portion of the time is required to revise and/or
correct the drawings and parts lists received from LSS/C.

Total detail drawing status as of 4/7/72

Total No. drawings required------------------------------------------ 2465
Total No. drawings issued-------------------------------------------- 2191
No. of drawings scheduled for issue----------------------------------- 1676
No. of drawings issued to schedule ---------------------------------- 1518
No. of drawings delinquent------------------------------------------- 158

Initial issue of detail drawings was approximately 85% complete. Estimated
completion date for initial issue of all detail drawings is July 1972.

The number of revisions to detail drawings has grown considerably. Delay in
incorporating these changes on the drawings is inhibiting use of detail drawings
by LSS/M for developing LZ and LKi engineering aids and impacting planning
software releases.

LSS/M Engineering late release of engineering aids was delaying Operations
Planning in Issuing work instructions to production. As of 4/26/72, a total of 106
assemblies and six areas were affected by engineering/planning/manufacturing
interface problems.
Material

The shipbuilder's procurements are categorized by the following levels:

Approx.
number

Level and description: of items
1. Major components 130
11. Major O/F subcontracts -- 18
Ill. Minor O/F subcontracts -- 163
IV. Key items-- 2,000
V. Raw material and stock items

The status of material procurement at the time of the audit is discussed below.
Major components level I

Purchase orders had been placed for all of the 130 major components. Purchase
orders were for five ship sets of components.
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All vendor contracts have been modified to include a "build and hold" clause;
necessitated by slippage in ship construction and delivery.

Forty-two of the major components for LHA 1 are manufactured and in storage
at various vendor plants awaiting shipping instructions. Multiship sets of some
components such as steering gears, waste treatment plants and main propulsion
units are in storage.

Enclosed Operating Station (EOS) consoles, degaussing control equipment
and main ballast valves have expected delivery dates which are later than the
required in-yard dates.
ROS consoles

The expected delivery date for the LHA 1 forward EOS console is 11/15/72.
The late delivery of the forward console for LHA 1 will not permit the required
shock testing prior to installation. The first unit to be shock tested is the console
for the second ship and this console is scheduled for barge shock testing in
March 1973.
Degaugsing control equipment

Delivery of the degaussing control power supply units for LIIA 1 was being
delayed to correct the excessive emission of electromagnetic interferences. The
expected delivery date is 11/1/72.
Main ballast valves

The originally designed main ballast sea valves provided insufficient flow
through the port of the valves to satisfy ballast/deballasting time requirements.
The design of the valves presently under procurement was modified to meet flow
requirements. The contractor reported an expected delivery date of May 1972.
Other major components

The final vendor design, manufacture of shock testing of many major com-
ponents had not been completed. Potential problems exist on the hydraulic power
packs, control center switchboard, damage control console, bowthruster, heat
exchangers and aqueous film fire proportioners. There could be some impact on
ship construction if problems do develop.

The contractor has a material monitoring system for tracking progress at
the vendor level for manufacturing major components. It includes all milestones
in the manufacturing cycle from delivery of vendor drawings through component
delivery to Litton. Visits by the contractor to the vendor's plant are part of the
monitoring system.

The Procurement Department issues a weekly department newsletter which
identifies major procurement actual or potential problems including corrective
action being taken to minimize the impact on ship construction.

A current Material Ordering and Delivery Schedule, reflecting the effect of
FAMSCO rescheduling was not available.
Major and outfit and furnishing (O/F) subcontracts level II

Exhibit 34 contains a list of procurement items in this category. Purchase
orders had been placed for six of the 18 required items; an additional five were
in the procurement cycle. Reefer spaces, hull insulation, piping and ventilation
insulation and deck covering awards include both material and installation serv-
ices. The shipbuilder had not yet made "make or buy" decisions on installation
services for commissary, furnitures, storeroom stowages and lockers, metal
joiner bulkheads and doors, expanded metal bulkheads and doors, work benches
and well deck sheathing and planking.

Delay had been incurred in processing procurement of expanded metal bulk-
heads because of a lack of engineering drawings.
Minor O/F subcontracts level III

This category of procurement includes the shop and utility space equipments
such as serving machines, waste extractors, barber chairs, hoists, printing press,
lathes and grinders. Awards had been made for 106 of the 163 items required; no
known delivery problems exist.
Key items level IV

Key items are procured by either LSSC or LSSMI depending on the amount of
design interface and data requirements imposed. Typical items in this category
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are main steam valves, heaters, filters, electrical panels, demineralizers, com-
passes, etc.

Of the estimated 2,000 items, a total of 1467 key items had been identified, 1303
requirements were released, 540 were in the procurement pre-award cycle and
760 items had been awarded. 125 of the awarded items were issued prior to
establishing requirements for vibration, thus requiring some modifications to
the contracts.
Raw material & stock items level V

At the time of the audit the shipbuilder had the following raw material
inventory:

Tons
Steel plates-------------8------------------------------------------ 33,159
Aluminum plates--------------------------------------------------- 275
Steel shapes ----------------------------------------------------- 8,137
Aluminum shapes-------------------------------------------------- 137
Actual and potential farm out items

Forty-four (44) structural assemblies making up module #1 and 6 assemblies
in module #3 were farmed out to the Ingalls Nuclear Shipbuilding Division. The
contractor anticipated farming out approximately 100,000 manhours of addi-
tional work per ship for major piece parts, including the following items:

1. Fixed walkway, port and starboard.
2. Hinged walkway, starboard.
3. Aluminum stacks.
4. Upper and lower stern gate.
5. Water barrier gate.
6. Hinged platform assembly.
7. Stern closure support structure.
8. Ramp assembly sideport.
9. Main boiler uptakes.
10. Eng. Rm. operating sta., fwd. & aft, mod. #3.
11. Inclined ladders.
12. Deck edge elevator platform assembly.
13. Aft elevator platform.
14. Missile person platforms.
15. Expanded metal bulkheads.
16. Metal and expanded metal doors.
17. Portable bulkheads Mod. #2 and #4.

Labor progress
The audit team did not attempt to determine labor progress for the LHAs

since the minimal amount of work which had been accomplished would not
permit a meaningful determination of labor progress.
Status of construction

In February 1972 construction had been started on LHA 1-3. The keel for LHA
1 had been layed on 11/15/71 and was made up of innerbottom sections #301
and #302. From that date to February very little additional work had been
accomplished on LHIA 1. By the end of February approximately 2,000 tons of an
estimated required 17,000 tons of steel for LHA 1 had been processed through
the fabrication shop. No additional structural assemblies had been erected to add
to the 2 of the 6 structural assemblies which comprise the innerbottom of module
#3. The 4 remaining module #3 innerbottom assemblies were in process in the
400 (sub-assembly) area and ranged from approximately 45%-90% complete
structurally. There was no piping or bottom shell plating installed.

The 6 innerbottom assemblies for module #2 (#201-206) were in process.
Four were in the "cut and fabrication" stage, two were complete in fabrication
and one of these (#201) had started sub-assembly on the recently built platens
in the 400 area. The first 6 assemblies for module #4 were in process in the fabri-
cation shop. In addition the first non-innerbottom assemblies for module #3
(bulkheads and 1st platform) had recently started through the fabrication shop.

The following is a more detailed status of performance to schedule:
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MODULE NO. 3

[Key: S-Schedule; A-Actual]

Assembly Interval
No. Start date (weeks) Completion date Remarks

301, 302 - - - -Completed and erected (keel laying) prior
to audit.

303 - (S) Nov. 15, 1971 -3 (S) Dec. 6, 1971 - On Feb. 8 estimated completion was
(A) Nov. 29, 1971 - 18 (A) -Feb. 21, 1972. On Feb. 15 estimated

completion was Feb. 23, 1972 (60 per-
cent). On Mar. 8 estimated completion
was Apr. 10, 1972.

304- (S) Nov. 15, 1971 -3 (S) Dec. 6, 1971- 0n Feb. 8 estimated completion was
(A) Nov. 29, 1971 - 16 A) Mar. 31, 1971 - Feb. 21, 1972. On Feb. 15 estimated

completion was Feb. 12, 1972 (65 per-
cent). On Mar. 8 estimated completion

was Mar. 10, 1972.
305- (S) Nov. 15, 1971 -5 (S) Dec. 20, 1971 - On Feb. 8 estimated completion was

(A) Nov. 29, 1971 - +17 (A) - Mar. 6, 1972. On Feb. 15 there was no
estimated completion date; estimated
progress was 35 percent and assembly
was delayed by late sea chest. On
Mar. 8 estimated completion was
Apr. 17, 1972.

306 - (S) Nov. 15, 1971 -5 (S) Dec. 20, 1971 - on Feb. 8 estimated completion was
A) Nov. 29, 1971- +117 (A) - Mar. 6, 1972. On Feb. 15 there was no

estimated completion date, estimated
progress was 35 percent and assembly
was delayed by late sea chest and
scoop. On Mar. 8 estimated completion
was Apr. 17, 1972.

The production control department noted the following items delaying assem-
blies #305 and #306:

Sea chests were "on hold" (work stopped pending fix of design problem).
Plans were not being issued with work packages (e.g. LD 603007 for

innerbottom ladders).
On 2/11/72, the audit team observed #303 in wheelabrator area with manual

touch-up blast cleaning in process; #304 was in the Module Erection (500) area
with touch-up painting in process. Piping and bottom shell plating were not yet
installed.

The eight non-innerbottom assemblies did not have an estimated start date
for sub-assembly as of 2/14/72 (six were only about 5% complete in the fabrica-
tion phase and two (#311 and 312) had not started fabrication).

The FAMSCO schedule indicated that six innerbottom assemblies (#201-206
inel.) should have started sub-assembly on 1/24/72. Assembly #201 actually
started on 2/7/72, two weeks late, the other five had not started. Assembly #201
was estimated to be complete on 2/14/72 by Litton. The estimated start date
for #202 and #203 by the Production Control Dept. was 2/21/72.

Four non-innerbottom assemblies (208, 209, 211 and 213) were scheduled to
start on 2/14/72. None had actually started.

The six bottom assemblies were scheduled to have started sub-assembly; #401-
404 inclusive on 1/31/72 and #410-411 on 2/14/72. None had started assembly
and on 2/14/72 fabrication was only 20%-40% complete. These four assemblies
all started structural fabrication on schedule, on 1/3/72.

The 2/17/72 weekly report from the Production Control Dept. noted the in-
ability to estimate the start dates for assembly because of:

Non-receipt of structural material.
No pipe work packages issued as drawings were not available.

The aluminum for the superstructure (module #6) was completely fabricated
and stored in various places throughout the yard. Assembly of assemblies #601
and 602 were in process.

The skeg (assembly #525) and both rudders (#526 and 527) were complete.
Other than the pipe installed in assemblies #301 and 302, piping system

fabrication in process was limited to assemblies 303-306 inclusive and 201, 205
and 206.

No ventilation work, sheet metal work or preparatory work for electrical
systems was in process.

Both boilers had been erected.
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The structural work of Module #3 wing tank assemblies #322-327 inclusive
and all of Module #1 was farmed out to Ingalls Nuclear Shipbuilding Division.
Fabrication of all six #3 assemblies for Module #3 started in February 1972
and assemblies 322 through 325 were being assembled at Ingalls. (Structural
assembly was approximately 50 to 75% complete for #322 through #325.

The work accomplished on LHA 2 and LHA 3 by February was essentially lim-
ited to processing steel through the fabrication shop. 1,200 tons of steel has
been processed for each of LHA 2 and LHA 3. In addition approximately 1,000
tons of steel total for both LHA 4 and LHA 5 had been processed.

The status of construction for LHA 1 at the time of the post audit review,
April 24-28, 1972, in the terms of assembly completion follows:

Fabrication, 30; Erection, 7; Ventilation, 0; Piping, 6.
The shipyard was behind the schedules in use in all of the above areas. The

schedules in use were preliminary schedules based on the delivery dates pro-
posed in the "reset proposal".

At the post audit review, the company supplied data on weekly tons processed
(throughput) for a seven (7) week period from 2/27/72 to 4/9/72. The actual
throughputs for the latest four (4) week period available (3/12/72 to 4/9/72)
compared to original planned monthly throughput and the planned monthly peak
throughput follows:

[In tons!

LHA I
actual, Actual, LHA 1-5 Peak

Mar. 12 Mar. 12 planned planned
Shop to Apr. 9 to Apr. 9 March 1972 monthly

Fabricated -723 2, 451 2, 544 3, 606
Panel -- 80 325 1, 020 1, 020
Shell -8--------------------------- 115 115 193 346
400 area- 87 87 1, 400 4, 000
500 area- 0----------------------------- -------------- 4, 000

The slow completion rate of innerbottom assemblies in the 400 (sub-assembly)
area was the primary cause of the disparity between assemblies complete in
fabrication and assemblies complete in erection. As it was during the February
audit, the delay in software (work lackages, plans, etc.) for piping was still a
major delaying factor.
Status of planning and 8chedulting

At the time of the production audit, the company provided the team with copies
of the LHA 1 ground assembly schedule, erection sequence visibility charts, ship
manufacturing schedule, and ship production schedule networks. Detailed sched-
ules for the follow ships had not been developed. In addition to the above, the
company provided a key events schedule for all five ships.

The company also provided the team with a preliminary manning plan for LHA
1 by skills and a total manning plan by skills for the five ship program. These
manning plans were based on their planning estimate of 32 million hard task
production manhours to construct the five ships.

The company had established a First Article Master Scheduling Committee
(FAMSCO) in November 1971 to develop integrated schedules with the objective
of realistically coordinating all the affected departments within the shipyard.
This FAMSCO effort was originally scheduled to be completed in January 1972.
It was essentially complete at the time of the production audit in February 1972,
although additional "work-around" rescheduling actions were continuing.

The February FAMSCO schedule was developed for LHA 1. Follow ship sched-
ules had not been updated at the time of the production audit.

The February FAMSCO schedule was based on delivery of LiA 1 on 4/1/74,
"The Memorandum of Agreement," delivery date. The time spans for assembly
construction and erection into the modules were deferred and shortened to permit
the major key event dates contained in the prior schedules to be held except
for launch, which was advanced.

By the time the FAMSCO effort was completed, the construction effort on LiA
1 was three months behind that assumed in the FAMSCO schedule because of the
lack of engineering, and lack of software for foundations, ventilation, cabling.
and piping, and the preemptive effect of manning for the Farrell ships.
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Many of the detailed schedules provided the team, such as the ship manufac-
turing schedule, were not current and had not been brought into consonance
with the February FAMSCO schedule.

The manning plan provided the team had not been coordinated with the
FA-MSCO schedule although the company stated that this was in the process of
being done.

Analysis of the LHA 1 manning plan and a comparison with the schedules
provided the team revealed the following:

(a) The planned manning for each skill in each cost center was a constant
percent of the total manning for the cost center without regard to the amount
of work actually scheduled.

(b) Manning in the sheetmetal, pipe, electrical and machine shops was not in
consonance with the schedules provided the team. Planned manning for work in
the shops was shown subsequent to scheduled completion of the work and in many
instances after completion of the scheduled installation work on the ship. In
fact, planned manpower expenditures for shop work, in some instances, continued
after the expiration of planned manpower for ship installation work.

(c) LHA 1 manning rose rapidly to a peak of 2850 six months prior to launch,
and dropped sharply to 1000 men two months later.

(d) LHA 1 manning planned for the sub-assembly area (400 area) did not sup-
port the scheduled completions of the assemblies. A plot of manning in the 400
area compared to the scheduled completion of assemblies (both by tons and
number of assemblies) showed that scheduled manning was later than the
scheduled completions.

After preliminary review of the schedules provided the team, the manning plan
and the status of LHA 1 construction, the audit team concluded that the sched-
ules and manning plan were not realistic.

During ensuing discussions with the company, Litton stated that it was rec-
ognized that the schedules and manning plans provided the team were unrealistic
and could not be met.

The company further stated that a revised delivery schedule was being pre-
pared for the five ships and would be included in the reset proposal scheduled for
submission to the Navy on March 31, and that a revised manning plan was being
prepared based on their new estimate of 42.6 million hard task production man-
hours to build the five LHAs.

At the time of the post audit review in April, the company provided the team
with revised preliminary production schedules for the first ship together with a
revised preliminary manning plan for each of the five ships. A review of these
plans and schedules by the team indicates that a number of inconsistencies and
conflicts still exist and that the preliminary manning plans provided were still
not in agreement with the construction schedules. Furthermore, reports of actual
manning for March and April 1972, continue to show actual manning much lower
than the new hard task plan for LIIA 1 and the new total hard task for LHA 1-5,
particularly for shipfitters and pipefitters.

The company recognizes the above and is still in the process of developing
feasible schedules and manning plans for the construction of the ships. It was not
possible for the team to fully evaluate the LHA program and to develop with any
degree of assurance the delivery dates the company might attain. This cannot
be done until the company completes its manpower analysis and scheduling effort
for all five LHAs with inconsistencies and conflicts eliminated.

Based on the preliminary review of the LHA program, the status of LHA 1
construction and the shipyard's performance on the Farrell program, it is con-
sidered that delivery of the LHA 1 to 5 by the dates contained in the "reset pro-
posal" is optimistic. Moreover, programs achieved in the last four months by the
shipyard on the LHA program was not sufficient to support these dates. The
ahility of the shipyard to deliver these ships will, in large measure, depend on its
ability to obtain the required skilled workforce, and to obtain significant improve-
ments in productivity over that achieved thus far.

The audit team is reviewing the revised schedules as they are developed and
will provide a detailed evaluation of the reset dates at the conclusion of the
current Litton scheduling effort.

DD 963 CLASS PROGRAM
General

On June 23, 1970 Litton Ship Systems was awarded a multi-year contract for
the construction of 30 Destroyers (DD) designated DD 963 Class with increments
of 3 in fiscal year 1970, 6 in fiscal year 1971, 7 in fiscal year 1972, 7 in fiscal year
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1973 and 7 in fiscal year 1974. The first 3 fiscal year awards have been made as
follows:

Number AwardFiscal year of D D's date

1970 ------ --------------------------------------------------------------------- 3 June 23,1970
1972 ---------------------------------------------------------------------------- 6 Jan. 15,19711972 ------------- -------------------------------------------------------------- 7 Jan. 26,1972

The DD 963 is 563 feet long, 55 feet in beam with a full load displacement of
7600 tons.

The contract delivery dates at the time of the audit are as follows for the
16 DD 963 class ships awarded to date:

Contract Contract
Ship: delivery date Ship-Continued delitcry date

DD-963 -Oct. 31, 1974 DD-971 -July 30, 1976
DD-964 -Apr. 30, 1975 DD-972 -Sept. 30, 1976
DD-965 -June 30, 1975 DD-973 -Oct. 29, 1976
DD-966 -July 31, 1975 DD-974 -Nov. 30, 1976
DD-967 -Oct. 31, 1975 DD-975 -Dec. 31, 1976
DD-968 -Feb. 27, 1976 DD-976 -Jan. 31, 1977
DD-969 -Apr. 30, 1976 DD-977 -Feb. 28, 1977
DD-970 -June 30, 1976 DD-978 -Mar. 31, 1977

Production work had not yet started in February 1972 but was scheduled to
start 1 January 1973. In March 1972 the scheduled start of DD 963 construction
was advanced to 1 August 1972.

No material has been delivered to the yard, however, long lead time material
has been ordered.
Status of design

The Engineering Release Review of the DD Design Baseline was completed on
15 December 1971. System design is complete. Based on the Detail Drawing
Schedule and on actual starts vs. scheduled starts geared to a 1 January 1973
start of ship construction date, detail design was 9-10 weeks behind schedule
in February. The shipbuilder has sub-contracted the design of Module 4
(superstructure) to Gibbs & Cox, Inc. and was negotiating with Rosenblatt
& Sons, Inc. and Ingalls Nuclear Shipbuilding Division for design of foundations
in Modules 1, 2 and 3. There were 600 additional foundation drawings which
still need to be identified. The contractor's scheduled drawing completions and
scheduled drawing starts vs. time curve indicated that in the last half of cal-
endar year 1972, 450 drawings would have to be completed each month with all
detailed drawings essentially completed by March 1973. As of 1/31/72 there was
no outstanding Government Furnished Information (GFI) which was delaying
the shipbuilder's Engineering effort.

At the time of the audit review in California in March, critical structural
drawings had been identified and were being expedited. The company was in the
process of analyzing all drawing requirements and developing a new drawing
schedule.

Subsequent to the audit, the shipyard rescheduled start of construction for
DD 963 from 1 January 1973 to 1 August 1972. The design schedule reviewed
by the audit team will not support this early start.

A revised schedule supporting the early start has not been received by the
audit team and can therefore, not be evaluated.
Status of material

The status of material ordering was reviewed in February and again in March.
Most of the major components had been ordered, and there appeared to be no
material -leilvery problems which would adversely impact the 1 January 1973
start of construction for DD construction 1973.

The eompany had initiated action to determine which components required
to support a 1 August 1972 start of construction for DD 963 could be obtained
in time to make this revised target feasible.



1880

The company ascertained that the majority of the required components could
be obtained when needed to support the early start. There were three major items
which could not be obtained in time to support a normal erection sequence, but
could be installed at a later date even with the early start. Work-around planning
was being done to support those components. The affected components were: The
fuel oil transfer purifier, the high pressure air compressor and the ship service
air compressor.

In summary, the status of material ordering and delivery could support a
schedule acceleration to a 1 August 1972 start of construction for the DO 3U63
Class.

The majority of the contractor furnished electronics equipment was being
procured by the Data Systems Division. With the exception of several items,
the major items of equipment have been ordered and some equipment actually
has been delivered to the shore based test site in Culver City, California. At
the time of the review, delivery of this equipment did not appear to be control-
ling ship schedules. The major electronics component which was not ordered
by DSD was the AN/SQS-26C Sonar. The Sonar has been ordered by Litton
Ship Systems.

A review of the promised delivery dates for Government Furnished Material
indicated that the dates were currently in accordance with the contract require-
ments, and that there were no anticipated Government Furnished Material
problems.

Status of planning and scheduling
At the time of the production audit, the company provided the team with

copies of the DD 963 ground assembly schedule, erection sequence visibility
charts, ship manufacturing schedules, ship production schedule networks, as
well as the manning plans for DD 963 and DD 964 together with total program
manning plans. The schedules provided were for DD 963 only. Detailed schedules
for follow ships had not been developed. In addition to the above, the company
provided a key event schedule for all thirty ships.

The team conducted a review of the DD 963 schedules which were based
oni start of construction of 1/1/73 with delivery scheduled for 9/27/74, one mouth
in advance of the 10/31/74 contract delivery date. The shipbuilder's planned
construction time for DD 963 was 21 months.

The manning plan provided to the audit team was not keyed to the production
schedules. The manning plan was not considered feasible, in that it called for a
peak manpower requirement of 1750 approximately five months after start of
construction. The manning plan also indicated peak manning for eleven of
thirteen trades in the same month. This peak manning requirement was con-
sidered excessive for this type of ship, and occurred too early in the building
period to permit orderly construction of the ship.

In addition, the planned manpower for the first ship was considered inade-
quate to construct the ship. The manning plan was discussed with company
representatives who stated that it would have to be revised, and that they
were in the process of doing this.

The time spans allowed in the production schedules for completion of specific
tasks were considered too short and were not supported by the shipyard's per-
formance to date.

The company stated that they recognized that schedule conflicts exists and
that a FAMSCO effort similar to that for LHA was planned to be started by the
end of February with completion of a detailed FAMSCO schedule for the first
ship by 6/30/72.

In early March, after a schedule analysis. the company recognized that the
time span allowed for construction of the DD 963 was too short and that planned
manpower for the early ships was inadequate. The company began to review
the feasibility of starting construction by 8/1/72 to allow twenty-seven months
for construction of the lead ship.

The FAMISCO effort had been initiated in California and was well along at the
time of the team's review. 13-17 MIarph 1972. The FAMSCO effort was based on
start of construction for the first ship on 1/1/73, and was holding to the basic
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schedules previously developed for construction of that ship. The primary pur-
pose of the FAMSCO effort at that time was to eliminate bottlenecks and sched-
ule irregularities and to assist in the development of a firm drawing schedule
necessary to support production.

On March 16, 1972, while members of the team were in California, a firm
decision was made by Litton to advance the start of construction for DD 963 to
8/1/72 and to reorient the FAMSCO effort to that date.

Subsequent to that time, a decision was made by the company to start con-
struction of Module 4, the superstructure, in June 1972, to insure adequate time
for testing and checkout of the command and control systems.

At the time of the post audit review in April, the company provided the team
wvith revised preliminary production schedules for the first snip together with
revised manning plans for all of the -hips. Review of these plans and schedules
shows a number of inconsistencies and conflicts and the manning plan still not in
consonance with the construction schedules.

The company recognized this situation and is in the process of developing
feasible schedules and manning plans for construction of the ships. It was not
possible for the team to fully evaluate the DD 963 program and to develop with
any degree of assurance the delivery dates that the company might attain. This
cannot be done until the company completes its manpower analysis and schedul-
ing effort for all of the ships in the program.

The audit team is reviewing the revised schedules as they are developed and
will provide a detailed evaluation of the DD program at the conclusion of the
current Litton scheduling effort.

LIST OF EXHIBITS

1. Litton Ship Systems Workload Plan as of 1 May 1971.
2. NAVSHIPS letter 0511:HP:ie, 4760, Ser 118-0511 dated 13 May 1971.
3. Litton Ship Systems letter 030100/XL/1XO081 dated 22 June 1971.
4. Litton Ship Systems Workload Plan as of 1 July 1971.
5. NAVSHIPS msg 220024Z July 1971.
0. Litton Ship Systems letter 030100/XL/1X0096 dated 30 July 1971.
7. NAVSHIPS letter 022:SK :mar, Ser 397-022 dated 30 July 1971.
S. Litton Ship Systems ltr 1CA100/LL/1S0070 dated 9 August 1971.
9. NAVSHIPS letter 0511:MBM:gs, Ser 280-0511 dated 16 September 1971.
10. N\AVSHIPS letter 0511:MBM:gs, Ser 334-0511 dated 16 November 1971.
11. Litton Ship Systems Workload plan as of 1 December 1971.
12. NASHIPS msg 010110Z December 1971.
13. NAVSHIPS msg 200235Z January 1972.
14. NAVSHIPS msg 260412Z January 1972.
15. Litton Ship Systems Workload Plan as of 1 February 1972.
16. NAVSHIPS msg 031855Z March 1972.
17. Navy/MARAD Production Audit Team.
18. SUPSHIP Pascagoula personnel and team members.
19. RESSUPSHIP Culver City personnel.
20. Litton Ship Systems, Mississippi personnel and team members.
21. Miscellaneous persons contracted at Litton Ship Systems, Mississippi.
22. Litton Ship Systems, California personnel and team interfaces.
23. Litton Industries Data System Division personnel.
24. Litton Ship Systems Organization Chart 11/23/71.
25. Litton Ship Systems Organization Chart 3/16/72.
26. Litton Ship Systems Operations Organization Chart Jan. 1972.
27. Plan view and Flow Chart of Litton Industries' automated ship production

facility.
2S. Litton Ship Systems Material Directorate Organization Chart.
29. Litton Ship Systems Key procurement procedures.
30. Litton Ship Systems engineering organization chart.
31. Litton Ship Systems engineering organization chart (Pascagoula).
32. Community resources of the Pascagoula area.
33. Statistics relative to population of the surrounding counties in the Pasca-

goula area.
34. Major LHA Outfitting and Furnishings (O/F) Subcontracts.
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EXHIBIr 1
MAY 1, 1971

Farrell:
I- Oct. 3,1968 - Mar. 12, 1970 June 19,1971 Dec. 22, 1970 - Oct. 31, 19712- do - Aug. 25, 1970 Sept 4,1971 Mar. 22,1971 - Dec. 31, 19713- do - Feb. 9,1971 Oct. 9,1971 June 20, 1971 - Feb. 10,19724- do - do Dec. 18,1971 Sept. 3,1971 - Apr. 25, 1972LHA-I..-. May 1, 1969 Jan. 12, 1971 Nov. 15,1971 May 31, 1973 Mar. 30, 1973 Apr. 1,1974 Apr. 1, 1974

LHA-2.--- Nov. 15,1969 June 1, 1971 May 15,1972 Sept. 30, 1973 June 29, 1973 July 29,1974 July 29 1974
LHA-3- do - do - Sept.30, 1972 Jan. 31, 1974 Sept. 1, 1973 Dec. 2,1974 Dec. 2,1974LHA-4.--- Nov. 6,1970 Jan. 3,1972 Feb. 28, 1973 Apr. 30, 1973 Dec. 31, 1973 Feb. 28, 1975 Feb. 28, 1975LHA-s - do - do - July 31, 1973 July 31,1974 Apr. 1,1974 June 2,1975 June 2,1975DD 963... June 23, 1970 Jan. 2,1973 Feb. 5,1973 Jan. 12,1974 Oct. 31,1974 - Oct 31, 1974DD 964- do - June 25, 1973 Aug. 6,1973 July 13,1974 Apr 30,1975 - Apr. 30,197500 965 - do- Oct. 8,1973 Nov. 19, 1973 Oct. 12,1974 June 30,1975 - June 30 1975
DD 966... Jan. 15, 1971 Jan. 7,1974 Feb. 18,1974 Dec. 14, 1974 July 31,1975 - July 31, 1975DD 967- do - May 20, 1974 July 1, 1974 Mar. 22, 1975 Oct. 31,1975 - Oct. 31,1975
DD 968 - do - Sept. 3,1974 Nov. 4,1974 July 19,1975 Feb. 27,1975 - Feb. 27, 1976DD 969- do - Dec. 9, 1974 Jan. 20,1975 Sept.20,1975 Apr. 30,1976 - Apr. 30,1976DO 970 - do - Feb. 10, 1975 Mar. 24, 1975 Nov. 12, 1975 June 30, 1976 - June 30 1976
DD 971- do - Mar. 17, 1975 Apr. 28, 1975 Dec. 20,1975 July 30, 1976 - July 30, 1976

Note: Legend: SfC-start construction (start of fabrication); K-keel (start erection of Ist module); L-launch; OCD-original contract delivery date; M/AD-provisional delivery dates contained in the "Memorandum of Agreement" datedApr. 23 1971; CED-current estimated delivery date.
Source: NAVSHIPS 250-574 Naval Ship Systems Command monthly progress report for shipbuilding and conversiondated May 1, 1974 and Maritime Administration Office of Ship Construction Report No. MAR-800-3 issued No. 268 datedApr. 30, 171.

EXHIBIT 2

DEPARTMENT OF THE NAvY,
NAVAL SHIP SYSTEMS COMMAND,

Wa8hington, D.C., May 13, 1971.
From: Commander, Naval Ship Systems Command.
To: Litton Systems, Inc., (Attention Mr. E. B. Gardner, Senior Vice President).
Via: Supervisor of Shipbuilding, Conversion and Repair, USN, Pascagoula, Miss.
Subject: Ship Delivery Schedules, Review of.

1. Litton currently holds Navy contracts for the construction of AE 32-35, SSN
680, 682, 683, LHA 1-5, and DD 963 Class and for the overhaul of several nuclear
submarines. In addition, the company holds contracts for the construction of a
number of commercial ships.

2. There has been considerable delay in the scheduled delivery of these ships.
The AE 32-35 have been delayed 3, 5, 7 and 8 months respectively. Additional
delays of unknown magnitude are also impending. The proposed delivery dates
for SSN 680, 682 and 683 are significantly later than current contract delivery
schedules, and the ships are lagging behind even these extended schedules. De-
spite protracted negotiations, no agreement has yet been reached between the
Navy and Litton on delivery schedules for these ships. The LELA 1-5 have been
delayed 12, 13, 14, 14 and 14 months respectively. These schedule problems are
of continuing concern to the Navy. In addition, Litton has submitted large claims
to the Navy for delay and disruption plus other causes on some of these ships.

3. Litton has recently advised of its intention to move the four APL ships
from the West Bank Yard to the East Bank Yard for construction. The effect
of this move on the Navy work in the East Bank Yard is also cause for serious
concern. To date, the Navy has not been successful in obtaining detailed produc-
tion and manning schedules for these ships or for either shipyard as a whole.

4. In view of the foregoing, and in order to obtain assurance that the delivery
schedules being developed for these ships, to which the Navy must adjust its
planning, are feasible and realistic, it is intended to conduct a production audit
of both the East and West Bank Shipyards. In view of the interference between
the Navy ships and the MARAD ships in both yards this production audit will be
a joint Navy/MARAD audit.

5. Accordingly, it is requested, that NAVSHIPS be provided with full sub-
stantiating documentation relating to the delivery schedules of all work in each
shipyard. This documentation shall Include erection schedules, compartment
completion schedules, test schedules, individual ship manning schedules (both
total and by trade including engineering), overall shipyard manning schedules
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(by trade and total yard), design schedules, contractor furnished material order-
ing and delivery schedules, monthly manhours expended to date by total ship,
ship system and trade, monthly manhours estimated to complete ship, by total
ship and trade, and all other pertinent production schedules for the ships under
construction at Litton.

6. In addition, It Is intended to review the factors used to determine progress
for the AE and SSN to insure their continuing validity. Supporting data for
these factors should, therefore, also be provided.

7. It is requested that this data be furnished to the Naval Ship Systems Com-
mand, Attention: Code 0511, via the Supervisor of Shipbuilding by 28 May 1971.
After receipt of this data, NAVSHIPS and MARAD will schedule the sending
of a Production Audit Team to Pascagoula to jointly review with the company
the production outlook of the shipyards and the feasibility of meeting the yards'
production schedules.

N. SONENSHEIN.

EXHIBIT 3
LITTON SYSTEMS, INC.,

Pascagoula, Miss., June 22, 1971.
COMMANDER, NAVAL SHIP SYSTEMS COMMAND,
Department of the Navy,
Washington, D.C.

Attention: RADM Nathan Sonenshein.
Via: Supervisor of Shipbuilding, Conversion and Repair, U.S. Navy, Pascagoula,

Miss.
Subject: Ship Delivery Schedules, Review of
Reference: (a) NayShips letter Ser 118-0511 dated 13 May 1971
Enclosure: (1) Tabulation of Information being Supplied. (2) Tabulation of

Additional Information Supplied.
GENTLEMEN: The Reference (a) letter requested certain schedule and man-

power data for Litton Ship Systems' Maritime and Navy contracts. Enclosure
(1) lists the information being provided in response to your individual reqeusts.
As shown in Enclosure (1), much of the information requested for the LHA
and DD963 contracts is already being furnished to the navy via contract CDRL
submittals.

Attachments (1) through (10) to Enclosure (1) are copies of some of the
more applicable data submittals specifically addressing the key elements of the
Reference (a) letter. Enclosure (2) is a listing of all of the applicable informa-
tion currently provided to the Navy by our contract CDRL submittals.

Issues raised in litigation on the MarAd/Farrell Lines contract involve matters
covered by your request; therefore, on advice of counsel we must respectfully
decline to submit this data. However, we would be pleased to meet with you
personally to review this matter. Further, please note that the information sub-
mitted herewith and that information, analyses, and reports developed in con-
nection with the production audit could relate to matters in litigation and is con-
fidential information within the meaning of Title 18, Section 1905, USCA. We
respectfully request that we be given an opportunity to review the informa-
tion, analyses, and reports developed by NavShips as a result of this audit and
comment thereon prior to finalization of the audit report.

As you are aware, the LIHA is in the preliminary stages of production with
full fabrication scheduled to commence August 1, 1971. We are also in the
process of revising many of our LHA detail schedules to reflect a five ship pro-
gram on the basis of the "provisional delivery schedule" contained in the Memo-
randum of Agreement dated 23 April 1971. In addition, we are currently re-
evaluating the LHA fabrication schedules, manpower, and material required
for a five ship program to determine the most economical delivery schedule in
accordance with the Memorandum of Agreement. DD963 fabrication is not sched-
uled to commence until early 1973. While we are pleased to cooperate with the
Navy in a further review of our LIlA and DD963 production planning, we be-
lieve, based on the above comments, that the Navy will obtain more visibility and
could perform a more meaningful audit if it could be accomplished at a point in
time when full fabrication and production of the LHA has been effected.
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We sincerely hope that we have complied with the intent of your request,
and restate our offer to meet with you at your convenience to amplify our
position.

Yours very truly,
R. L. RODEBICK, President.

Enclosures.
ENCLOSuRE (1)

SCHEDULE INFORMATION

1. Erection Schedules
DD963.-Attachment (1) contains the DD963 Ship Rate and Delivery Sched-

ule as well as the DD963 Key Event Schedule. Also, CDRL MOO1AE Network
Update Report contains applicable information.

LHA.-Attachment (2) contains the LHA Master Material Erection Sched-
ule. In accordance with the LHA Memorandum of Agreement, dated April 23,
1971, we are adjusting our planning from 9 to 5 ships. In conjunction with that,
we are developing 140 Key Events that represent the major events in the total
erection sequence. This data will be available in July and will be forwarded to
you at that time.

2. Compartment Completion Schedules
Litton Ship Systems primarily schedules its manufacturing process by work

packages, assemblies and modules. Schedule visibility to this level of detail is
provided in Item 1 above.

S. Test Schedules
DD963.-Attachment 3 supplies CDRL TOO1AG, Test Schedules.
LHA.-As indicated above, we are in the process of preparing test schedules

for the five-ship program.

4. Individual Ship Manning Schedules
DD963.-Attachment 4 contains CDRL POOlBA, Master Manpower Schedule.
LHA.-Attachment 5 contains CDRL MOO1AA, Manloading Charts.

5. Overall Shipyard Manning Schedules
Overall Shipyard Manning Schedules are not being furnished for the reasons

explained in the cover letter relating to the Farrell contract.

6. Design Schedules
DD963.-Attachments 6 and 7 provide CDRL EOO1AC, Drawing Schedule

Update Report and CDRL E001CA, Drawing Schedule-Combat System.
LHA.-Attaehment 8 provides CDRL EOlAC, Engineering Drawing Index,

Schedule and Report.

7. Contractor Furnished Jiaterial Ordering and Delivery Schedule
DD963.-Attachment 9 contains CDRL POOlAF, Master Material Ordering and

Delivery Schedule.
LHA.-Attachment 10 contains CDRL POOlAB, Material Ordering and De-

livery Schedule.

8. & 9. Monthly Manhour Data
This information is provided as part of several of the cost CDRL submittals.

Attachments 4 and 5 represent summaries of the manhour data.

DD963

APPLICABLE .CDRL's

AOO1AA-Cost/Schedule Report
AOO1AB-Contract Funds Status Report
AOOAC-Hot Line Reports
AOO1AG-Life Cycle Cost/Analysis Refinement and Update Report
EOO1AA-Drawing Schedule
E)OOIAC-Drawing Schedule Update Report
EOO1CA-Drawing Schedule-Combat System
M001AB-Organizations Changes Report
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tIOOlAD-Monthly Progress Report
MOO1AE-Networks and Revised Network
M1OOlAG-Problem Analysis Report
MOOlAKl-Management Information Center Displays
POO1AA-Consolidated Ship Production Schedule
POO1AF-Master Material Ordering and Delivery Schedules
POOlBA-Master 'Manpower Schedule
POO1BD-Mlanpower Training and Recruitment Report
SOO1BB-Shock Design Analysis Schedule
TOO1AA-Builders Trial Agenda
TOOlAD-Acceptance Trial Agenda
TOO1AE-Final Contract Trial Agenda
TOOlAG-Test Schedule
TOOIAK-Development Test Schedule
TOOIAL-T & E Interdependency Network
TOOlAS-Special Test Agenda
TOOlAT-Mission Demonstration Agenda
VOO1AJ-Cosal Production Schedule
VOO1AU-Equipment/Component Index Development Schedule
AOO1AA-Cumulative Cost Chart
A0OlAB-Ship Production Cost Trend
AOO1AH-Contract Funds Status (DD1586)
AOO1AJ-Contract Cost Data (DD1558)
M1OOlAF-Work Breakdown Structure
MANIAC-Milestone Charts
MIOOlAD-Summary & Activity Networks
MIOOlAE-Slack Report
POO1AA-Still Photo Report
POOlAC-Master Erection Schedule
MIOO1AA-'Manloading Charts
l'OOlAB-Material Ordering & Delivery Schedule
1-OOlAM-Index of Purchase Orders
VOOlAN-Copies of Purchase Orders
AMOOlAB-Management Summary Report

EXIHIBIT 4

JULY 1, 1971

Ship Award S/C K L OCD M/AD CED

Farrell:
-Oct. 3,1968 - Mar. 12,1970 June 26, 1971 Dec. 22, 1970- - Mar. 1,1972

2- - do -Aug. 25,1970 Feb. 5,1972 Mar. 22,1971 -May 31,1972
3- do - --------- Feb 9,1971 Apr. 15, 1972 June 20, 1971 -Au. 15, 1972
4- do -do - July 1,1972 Sept. 3, 1971 -Oct. 31, 1972

LHA-1- May 1,1969 Jan. 12,1971 Nov. 15, 1971 May 31, 1973 Mar. 30,1973 Apr. 1, 197i Apr. 1,1974
LHA-2-- Nov. 15,1969 Jan. 3,1972 May 15,1972 Sept. 30, 1973 June 29, 1973 July 29, 1974 July 29,1974
LHA-3 - do - do - Sept. 30, 1972 Jan. 31, 1974 Oct. 1,1973 Dec. 2,1974 Dec. 2,1974
LHA-4-- Nov. 6,1970 Oct. 30, 1972 Feb. 28, 1973 Apr. 30, 1973 Dec. 31, 1973 Feb. 28, 1975 Feb. 28, 1975
LHA-5 - do do - July 31, 1973 July 31, 1974 Apr. 1,1974 June 2,1975 June 2,1975
D0 963... June 23,1970 Jan. 2,1973 Feb. 5,1973 Jan. 12, 1974 Oct. 31, 1974 - - Oct. 31,1974
DO 964 - do - June 25,1973 Aug. 6,1973 July 13,1974 Apr. 30, 1975 -Apr. 30,1975
DD 965 - do - Oct. 8,1973 Nov. 19,1973 Oct. 12, 1974 June 30,1975 June 30,1975
DD 966... Jan. 15.1971 Jan. 7,1974 Feb. 18,1974 Dec. 14,1974 July 31, 1975 -July 31,1975
D0 967 - do - May 20,1974 July 1,1974 Mar. 22,1975 Oct. 31,1975 Oct. 31, 1975
DO 968 - do Sept. 23,1974 Nov. 4,1974 July 19,1975 Feb. 27,1975 Feb. 27,1976
DD 969 do Dec. 9,1974 Jan. 20,1975 Sept. 20,1975 Apr. 30,1976 Apr. 30,1976
DD 970 - do - Feb. 10,1975 Mar. 24,1975 Nov. 22, 1975 June 30, 1976- June 30,1976
DD 971 - do - Mar. 17,1975 Apr. 28,1975 Dec. 20, 1975 July 30,1976 -July 30,1976

Note: Legend: S/C-start construction (start of fabrication); K-Keel (start erection of 1st module); L-Launch; OCD-
original contract delivery date; M/AD-provisional delivery dates contained in the "Memorandum of Agreement" dated
Apr. 23, 1971; CED-current estimated.

Source: NAVSHIPS 250-574 dated July 1,1971 and MARAD Report No. MAR-800-3 issue No. 270 dated June 30, 1971.

95-32s-73 IS
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EXHIBIT 5
JtIV 1971.

NAVSHiPS SOUND; Subship Pascagoula.
Info: MARAD (ship construction)

Subship Newport News
Subship Oroion
Subship Quincy
HAVEAT (02)

Production audit.
Ref A NAVSHIPS LTR 0511:HP:IE 4760 STR 118-0511 DTD 13 May 1971.

Ref B Ingalls Nuclear Shipbuilding LTR of 30 Jun 1971 with Subship Pasca
end Ser 103-31 DTD Jul 1971.

Ref C conference between Mr. R. B. Schensen and NAVSIIIPS Code 0511 of
21 Jul 1971.

Ref A requested production rate on Navy and MARAD ships under constr
at both Ingalls Nuclear Shipbuilding and Litton Ship Systems and advised that
after receipt of requested info a joint Navy-MARAD production audit would
be scheduled. Ref B asked for specific info relating to production audit whihll
wvas provided during ref C. This M1SO confirms abje info. Promotion audit
is hereby scheduled for period 2 Aug thru 15 Aug 1971. Production audit team
will consist of approx 25 Navy and MARAD personnel. Rates and security clear-
ances are being fwd separately.

The team will be broken into five sub-teams as fols:
As; SSN (including overrids) ; IHA/DD-913; MARAD/commercial.
Total:

The AF and SSN subships will be divided into progressive and schedule and
manpower evaluation groups. Evaluation of programs will cover period from
date of contract claims and current estimated delivery dates. Appropriate sub-
ship members should be assigned to each sub-team. It is desirable to have appro-
priate contractor personnel assigned to work with each sub-team. The approved
audit agenda which is flexible and can be modified to satisfy conveniences of
group and company follow:

03 01
2 Aug.

Orientation meeting with Supship…----------------------------- 9-10:30
Orientation meeting with Ingalls…---------------------------- 10-12 :00
Nuclear shipbuilding division lunch…--------------------------- 12-1:00
Orientation meeting with Litton Ships System Division_-------- 1-2 :30
Navy/Miared groups meet with contractor counterparts to formu-

late detailed schedule and procedures…----------------------- 2 :30-4
Team meeting----------------------------------------------- 4-6

Aug. 3-6/-12
Groups to conduct detail review of production planning schedules

manpower application, and analysis of ship progress__________- 9-4
Team meeting- - ____________---- __________--__________-_- 4-6

03 Aug.
Conference regarding findings with Supship------------------ 8-9
*Conference regarding findings with Supship and Ingals nu-

clear shipbuilding… _________--_____--__________________ 9-11
Conference regarding findings with Supship and Litton Ship Sys-

tems_----------------------------------------------------- 11-1:00

Detailed discussions of contractors production, planning and control and proc-
essing systems is desired. Schedule for work will be developed in Pascagoula
after discussions with contractor. Detailed discussions of Supship Pascagoula:
progressing is also desired and will be scheduled after arrival of team.

EXHIBIT 6
LITTON SYSTEMS, INC.,

Pa~scagoula, Aliss., July SO, 1971.
COMMANDER, NAVAL SHIP SYSTEMS COMMAND
Departmcnt of the Navy,
WT'ashmington, D.C.
Attention: Mr. S. C. Kzirian.
Via: Supervisor of Shipbuilding, Conversion and Repair, U.S. Navy, Pascagoula,

Miss.
Subject: Navy Scheduled Production Audit.
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Reference:
(a) NavShip ltr Ser. 118-0511 of 13 May 1971.
(b) LSS Itr 030100/XL/IX0081 of 22 June 1971.
(c) Clarification of the Engagement Concept, Naval Material Command

Headquarters, dated April 1971.
(d) Meeting between LSS and Navy on July 27,1971.

GENTLEMEN: Reference (a) advised that the Navy with MarAd intended to
conduct a joint production audit and requested that details of manpower and
production planning and schedules be furnished to the Navy for the APL/Farrell,
LIHA and DDUU3 programs. Reference (b) suggested that the audit be deferred
until LHA fabrication and production was further in process and pointed out
that no Farrell data was being provided in that such data was pertinent to an
appeal now pending before the Maritime Subsidy Board.

We are concerned about the Navy's policy of 'Engagement" vs. the "Disengage-
mnent expressed in the LHA and DD963 contracts and have requested clarifica-
tion.

In the Reference (d) meeting the above items were again discussed and Litton
Ship Systems was advised that the production audit would commence on August
2, 1971, by a team of approximately 25 people. It was stated that Litton Ship
Systems is expected to make available all of its latest manpower data and pro-
duction planning and schedules and that we were expected to have those people
available to explain and answer questions concerning such data.

Litton Ship Systems questions the contractual basis for such a production
audit. We, therefore, advise that we consider this audit or such audits to be
direction by the Contracting Officer to implement a contract change. On the
basis we will assist the audit team to perform the audit w ithin the constraints
indicated within our June 22, 1971 letter. Upon completion of the audit we will
forward our proposed equitable adjustment to the contract including price and
schedule.

Very truly yours,
E. B. RoBBiNs.

Director, Contract Aderhinistration.

EXHIBIT 7

JULY 30, 1971.
From: Commander, Naval Ship Systems Command,
To: Litton Systems, Inc. (Attention Mr. E. B. Robbins.)
Via: Supervisor of Shipbuilding, Conversion and Repair, USN, Pascagoula, Miss.
Subject: Ship Delivery Schedule, Review of
References: (a) Litton letter of July 30, 1971, (Advance Copy)

(b) Meeting in Washington, D.C. on July 27, 1971, between Mr. E.
Robbins of Litton and various representatives of the Navy.

(c) Litton letter 030100/X/1XOOS1 of June 22, 1971.
(d) NAVSSHIPS letter Ser. 118-0511 of May 13, 1971.

1. Reference (a) in part confirms the suggestion proposed during reference
(b) meeting that the Navy scheduled "Production Audit" be deferred until LHA
fabrication and production was further in process. Further, reference (a) ques-
tions the contractual basis for such a production audit and considers that the
audit is directed by the Contracting Officer as a contract change.

2. You are hereby informed that this Command does not consider the proposed
Production Audit to be a directed change under any NAVSHIPS contract held
by Ingalls or its successor corporate entities. The Navy's rights to inspect the
progress or lack of progress in its shipbuilding contracts does not require a
change to the contract.

3. However, in view of the fact that your LHA production planning has not
been completed in July as was indicated in reference (c) and in consideration
of your request, we shall limit the Production Audit to the East Bank Facility, at
this time. Since the need for audit of both exists, it is requested that you advise
this Command by 6 August 1971 when the necessary LHA data will be available
for Navy audit.

N. SONENSIIEN.
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EXHIBIT 8

AUGUST 9, 1971.
COMMANDER, NAVAL SHIP SYSTEMS COMMAND,
Department of the Navy,
Washington, D.C.

Attention: RADM Nathan Sonenshein.
Via: Supervisor of Shipbuilding, Conversion and Repair, U.S. Navy, Pascagoula,

Miss.
Subject: Navy production audit.
References: (a) NAVSHIPS TWX Ser. 397-022, dated July 30, 1971.

(b) Litton letter 030100/EL/1X0081, dated June 22, 1971.
(c) Litton letter to RADM Sonenshein from R. L. Roderick sub-

ject: LHA Memorandum of Agreement, dated April 23, 1971,
Contract N00024"69-C-0283, dated July 22, 1971.

GENTLEMEN: Reference (a) advised that the subject audit would be limited to
the East Bank facility at this time and inquired when LHA data would be
available for Navy audit.

As indicated in reference (b), the contractor believes that the Navy will ob-
tain more visibility and could conduct a meaningful audit if it is performed
when full fabrication and production of LHA is underway. The contractor also
understands that this audit is desired by the Navy as a basis for evaluating our
reproposal. Reference (c) informed the Navy that the reproposal would be sub-
mitted in early 1972.

It is therefore recommended that the production audit be scheduled approxi-
mately six weeks before the contractor's reproposal submittal. The contractor
will notify the Navy at least six weeks in advance of the recommended produc-
tion audit date so ithat detailed arrangements for the audit can be properly
coordinated.

We trust that this recommendation meets with your approval. If additional
information is desired, please contact the undersigned.

Sincerely,
E. B. ROBBINS,

Director, Contract Administration.
Litton Ship Systems; Litton Systems. Irc.

ExuBIT 9

DEPARTMENT OF THE NAVY,
NAVAL SHIP SYSTEMS COMMAND.

Washington, D.C., September 16, 1971.
From: Commander, Naval Ship Systems Command.
To: Litton Ship Systems Division,

Litton Systems, Inc.,
(Attn: Dr. R. L. Roderick, President)

Via: Supervisor Shipbuilding, Conversion and Repair, USN, Pascagoula, Miss.
Subject: Ship Delivery Schedule, Review of
Reference: (a) Litton Ship Systems Division letter ICA 100/LL/lSO070 of

Aug. 9. 1971.
(b) NAVSHIPS ltr Ser 397-022 of July 30, 1971.
(c) NAVSHIPS ltr Ser 1508-PMS-377 of Aug. 18, 1971.

1. Reference (a) replied to reference (b) and recommended that the Navy
Production Audit of Litton's West Bank facility originally scheduled for August
1971 be rescheduled to approximately six weeks prior to the contractor's LHA
reproposal submittal which was scheduled for early 1972. Reference (c) advised
that the reproposal submittal date by the contractor requires Navy concurrence
and requested that a meeting be held by 15 September 1971 during which time
a new submission date may be agreed upon.

2. The Naval Ship Systems Command does not desire to tie the planned produc-
tion audit to the contractor's reproposal submission. In view of the Navy's inter-
est in the progress of its shipbuilding contracts with Litton, it is desired to
conduct this audit at the earliest practicable time. It is the understanding of this
Command that the information necessary to conduct this audit has now either
been developed by Litton or is very close to completion. It is therefore proposed
that the production audit be scheduled for the period 15 through 29 October 1971.

3. In order to permit the team to prepare for this audit it is requested that all
detail design, material and production schedules together with all manpower
planning schedules and detail manpower estimates to construct the ships be pro-
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vided to NAVSHIPS, Attn: Code 0511 by not later than 24 Sep 1971. This data
should be provided for Farrell ships, LHA, and DD-963 class to the extent
available.

4. An audit agenda and a list of the audit team personnel will be provided
after receipt of the information requested in paragraph 3 above.

5. Your early attention to this matter will be appreciated.
N. SONENSHEIN.

EXHIBIT 10

DEPARTMENT OF THE NAVY,
NAVAL SHIP SYSTEMS COMMAND,

Washington, D.C., November 16, 1971.
From: Commander, Naval Ship Systems Command.
To: Litton Ship Systems Division,

Litton Systems, Inc.
Via: Supervisor of Shipbuilding, Conversion and Repair, USN, Pascagoula, Miss.
Subject: Production Audit; Conduct of
Reference: (a) NAVSHIPS ltr $511 :MBM :gs Ser 280-$511 of Sep. 16, 1971.

1. Reference (a) advised Litton that the Naval Ship Systems Command desired
to conduct a production audit of that shipyard during the period 1S-29 October
1971.

2. Subsequent to reference (a) Naval Ship Systems Command was advised by
Mr. E. B. Robbins that the shipyard could not be ready for the production audit
at that time, nor could it provide the information requested by that time, as the
result of the labor work stoppage and the necessity of revising the shipyard's
planning. A meeting was held at Naval Ship Systems Command on 12 Oct 1971
between Mr. J. Herron and Mr. Robbins of Litton and Mr. Al. B. Miller of Naval
Ship Systems Command to discuss the rescheduling of the audit. During the
course of this meeting, the Litton representatives advised what information was
then available and the information which had yet to be developed and provided
a time schedule for the development of this information. Based on the time sched-
ule provided it was agreed that a preliminary production audit would be con-
ducted during the period 6-10 December and that the formal production audit
would be conducted during the period 10-21 January 1972. The Litton representa-
tives agreed to provide the scheduling and manning information that was then
available. To date this information has not been received by Naval Ship Systems
Command.

3. This letter is to confirm the scheduled dates for the production audit and to
again request that the information promised be provided at the earliest prac-
ticable date. Details of the agenda and the composition of the audit teams will
be provided by separate correspondence.

R. E. HENNING,
Deputy Commander for Production.

EXhIBIT 11

DEC. 1, 1971

Ship Award S,'C K L 01) MIA3 C ED

Farrell:
1- Oct. 3,1968 -Mar. 12,1970 June 26, 1971 Dec. 22, 1970 - July 15,1972
2- do -Aug. 25, 1970 Apr. 15 1972 Mar. 22, 1971 -Sept. 15, 1972
3- do -Feb. 9,1971 June 17, 1972 June 20, 1971 -Nov. 15, 1972
4- do -do - Aug. 19,1972 Sept. 3,1971 -Feb. 15,1973

LHA-- May 1,1969 Jan. 12,1971 Nov. 15, 1971 May 31, 1973 Mar. 30,1973 Apr. 1,1974 Apr. 1, 1974
LHA-2- Nov. 15,1969 Jan. 3,1972 May 15, 1972 Sept. 30, 1973 June 29,1973 July 29,1974 July 29, 1974
LHA-3 - do - do- Sept. 30, 1972 Jan. 31 1974 Oct. 1,9173 Dec. 2,1974 Dec. 2,1974
LHA-3 ---- Nov. 6,1970 Oct. 30,1972 Feb. 28, 1973 Apr. 30,1973 Dec. 31, 1973 Feb. 28, 1975 Feb. 28,1975
LHA 5- do - do - July 31, 1973 July 31,1974 Apr. 1,1974 June 2,1975 June 2,1975
OD 963 - June 23,1970 Jan. 2,1973 Feb. 5,1973 Jan. 12,1974 Oct. 31,1974 -.-.....-- Oct. 31,1974
DD 964 - do - June 25, 1973 Aug. 6,1973 July 13, 1974 Apr. 30, 1975 -Apr. 30, 1975
DO 965 - do - June 25, 1973 Aug. 6, 1973 July 13, 1974 Apr. 30, 1975 -Apr. 30,1975
DD 965 - do. Oct. 8, 1973 Nov. 19,1973 Oct. 12,1974 June 30,1975 -June 30,1975
DD 966.--- Jan. 15,1971 Jan. 7,1974 Feb. 18,1974 Dec. 14, 1974 July 31, 1975 -July 31,1975
DO 967- do - May 20,1974 Jcly 1,1974 Mar. 22, 1975 Oct. 10, 1975 -Oct. 31,1975
D0 968 - do- Sept. 23, 1974 Nov. 4,1974 July 19,1975 Feb. 27,1975 -Feb. 27,1976

DO69 - do - Dec. 9, 1974 Jan. 20,1975 Sept. 20, 1975 Apr. 30,1976 - Apr. 30, 1976
DD 970 - do - Feb. 10 1975 Mar. 24, 1975 N9v. 22, 1975 June 30, 1976 -June 30, 1976
DO 971 - do - Mar. 17,1975 Apr. 28 1975 Dec. 20, 1975 July 30, 1976 -July 30, 1976

Note: Legend: SC!-start corotricticn (start of fabrication); K- keel (start erection of I module); L-launch, OCD-
original cortrect delivery date; MAD-provisional delivery dates contained in the "Memorandum of Agreement" dateJ
Apr. 23,1971; CED-ccruent estimated delivery date.

Source: NAVSHIPS 250-574 dated Dec. 1,1971 and MARAD Report No. MAR-800-3 issue No. 275 dated Nov. 30, 1971.
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EXHIBIT 12
NAVSIIIPSYSCOMIH.
SUPSHIP Pascagoula.

Info: NAVMAT.
MARAD.

Production audit.
Ref a Navships letter 1511:MSM :GS ser 334-0511 dtd Nov. 16. 1971, ref a re-

quested production data on Navy and MIARAD ships under contract at Litton
Ship Systems and advised that a preliminary production audit is scheduled for
the period Dec. 6 through Dec. 10, 1973.

The team composition and security clearances will be fwd separately. The
plurp)ose of the preliminary production audit is to review the shipyard's pro-
duction planning and control systems, manpower estimating procedures, man-
power planning and control systems, material planning and control systems and
other management information systems related to ship production. In addition
the current status of planning for lHA and DD963 programs wvill be reviewed
with emphasis on facilities scheduling, manpower scheduling. production work
scheduling, status of material ordering and planned subcontracting of struc-
tural work. It is also desired to follow the industrial processes and paper flow
through the shipyard.

The proposed agenda which is flexible and can be modified to satisfy the con-
venience of the supship and the company follows:

Decemnher 6
Orientation meeting with SUPSHIP…------------------------ 9-10:30
Orientation meeting with Litton…----------------------------10:30-12 :00
Luneh ---------------------------------------------------- _12 :00-1:00
Presentation by Litton on above systems-------------------- 1:00-4:00
Team meeting --------------------------------------------- 4 :00-6 :00

December 7
Tour of shipyard…---------------------------…-------------- 4 :00-12 :00
L unch ----------------------------------------------------_ 12 :00-1 :00
Completion of presentation by Litton…------------------------1:00-4 :00
Assirnment of team members into groups:

Group team meeting…---------------------------------__- 4:00-6:00
Decemher 8-10

Prelimin'iry previews by individual teams on current status of
follow ing ---------------------------------------- ------ 4 :00-4 :00

(a) Manpower estimating
(b) Manpower planning
(c) Facilities planning
(d) Structural work schedules
(e) Outfit work schedules
(f) Integrated ship schedules
(g) Sub-contracting
(hI) Material Procurement
(i) Personnel planning including hiring and training plans
(j) Design Status

Team M eeting……---- ------ ----- ------ ----- ------ ----- 4 :00-6 :00
lecember 10

Discussions with Litton and SUPSHIP on plans for final audit
scheduled for January 1972_______________________________-2 :00-4:00

It is desired to review the above for LHA, DD 963, Farrel ships and total
shipyard to the extent of available information.

Additionally, it is desired to discuss with SUPSHIP plans for developing
progressing procedures for LHA. A schedule for this will be developed after
arival of team. A schedule for meetings with contractor personnel at Ingalls
nucle:tr shipbuilding for purpose of completing the report of the production audit
held in August will also be developed after arrival of team.

It is requested that the SUPSHIP make arrangements for the provision of
working spaces and secretarial assistance to the team.
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ExirBIT 13

NAVSHIPSYSCOMHQ. JANUARY, 1972.
SUPSHIP Pascaugoula.
Info: -NAM VNlAT.
MARAD (SHIP CONSTR).
Production audit.

Confirming discussions by Mr. M. B. Miller NAVSHIPS 0511 with RADM.
C. N. Payne, SUPSHIP Pascagoula and Mr. E. B. Robbins, Litton Ship Systems.
Production audit of Litton Ship Systems at Pascagoula, Miss., will resume Jan-
uary 31, 1972. and continue for 2-3 weeks.

Reviews will lie conducted as previously discussed with Litton Ship Systems
and SUPSHIP Pascagoula representatives.

Basic review teams will be Farrel, LHA, DD 963 and total yard.
Request SUPSHIP Pascagoula representatives be assigned each group except

Farrell.
EXHIBIT 14

JANUARY, 1972.
NAVSHIPSYSCOM3HQ.
SUPSHIP Pascagoula.
INFO: SUPSHIP Quincy.
SUPSHIP Newport News.
MARAD.
NAVSHIPSO.
NAVMAT.
SUPSHIP Bath.
Production audit team.

The team of the production audit scheduled at Litton Ship Systems for Jan 31-
Feb 18, 1972, will consist of the following personnel:

Mr. B. Miller, team leader; L. D. Passet, assistant team leader; G. Spitz;
V. Stepp: H. Paul; S. Gamble; J. Gallagher; T. Grossman; G. Grotos; G. Kirch-
gassner; H. Waterman; C. McCauley; H. Rust; A. Potashnick; J. Greco; J. Fee;
C. Englehardt; T. Petry; C. Cookson; R. Payne; C. Parker; G. Massey;
D. Whiting; Dr. H. Solomon; Dr. J. Bennett; and S. Hutchens.

ExHIBIT 15

FEB. 1, 1972

Ship Award S/C K L OCD M/AD CED

Farrell:
I Oct. 3,1968 -- Mar. 12,1970 June 26, 1971 Dec. 22, 1970 -- July 15,1972
2- do Aug. 25,1970 Apr. 15, 1972 Mar. 22, 1971 -- Sept. 15. 1972
3- do - - Feb. 9,1971 June 17, 1972 June 20, 1971-- Nov. 15,1972
4 do - -do - Aug. 19, 1972 Sept. 3,1971 -- Feb. 15, 1973

LHA-I ---- May 1,1969 Jan. i2, 1971 Nov. 15, 1971 May 31,1973 Mar. 30,1973 Apr. 1,1974 Apr. 1,1974
LHA-2 ---- Nov. 15,1969 Jan. 3,1972 May 15,1972 Sept. 30, 1973 Juno 23,1973 July 23,1974 July 29,1974
LHA-3 . do- do- Sept. 30,1972 Jan. 31,1974 Oct. 1,1973 De.. 2,1974 Dec. 2,1974
LHA-4,.---- Non. 6,190 Ot 30, 17 Feb. 28, 1973 Apr. 39, 1973 Dac. 31, 1973 Feb. 23, 1375 Feb. 29, 1975
LHA-5 . do - do July 31,1973 July 31, 1974 Apr. 1, 1974 June 2,1975 Jone 2,1975
DD 963...- Jou n 23, 1970 iou . 2, 1973 Feb. 5,1973 Joe. 12, 1974 Oct. 31, 1974-- ------- Oct, 31, 1974
DO 964 - do- June 25, 1973 Aug. 6,1973 July 13,1974 Apr. 3),1975 -- Apr. 33, 1975
DD 965 do - Oct. 8,1973 Nov. 19, 1973 Oct. 12, 1974 June 30,1975 -- June 33, 1975
DD 966... Jan. 15,1971 Jan. 7,1974 Feb. 18,1974 Dec. 14, 1974 July 31,1975 -- July 31, 1975
DD 967 - do - May 20, 1974 July 1,1974 Mar, 22, 1975 O-t 31,1975-- Oct. 31, 1975
00 968 ----- do-----Sept .23, 1974 Non. 4, 1974 Joly 19, 1975 Feb. 27, 1975 --------- Feb. 27, 197 6
DO 969 - do - Dec. 9,1974 Jan. 20, 1975 Sept. 20, 1975 Apr, 31,1976 -- Apr. 33, 976
DO 970 - do- eb. 10, 1975 Mar. 24, 1975 Non. 22, 1975 June 33,1976 ------ June 39,1976
DO 971 - do - Mar. 17,1975 Apr. 28, 1975 Dec. 20,1975 July 33,1976 -- July 33, 1976
DO 972... Jan. 26,1972 May 26,1975 - - - St. 39,1976 -- Set. 33,1976
DO 973 - do - June 23,1975 - - -- Ot 23, 1976-- Oct 23,1976
DD 974 - do- July 28,1975 - - - Nov. 33 1976 -- Nov. 30, 1976
DO 975 - do- Aug. 25,1975 - - - Dc. 31,1976-- D-. 31, 1976
DO 976 - do- Sept. 22, 1975 - - - Ja. 31.1977 -- Ja. 31, 1977
DO 977 - do - Oct. 27,1975 - - - Feb. 28,1977 -- Feb. 28, 1977
DD 978 - do - Nov. 24, 1975 - - - Mr. 31, 1977-- Mr. 31, 1977

Note: Legend: S/C-start construction (start of fabrication); K-keel (start erection of lst module); L-launch; OCD-
original contract delinvery date; M/AD-provisional delivery dates contained in the "Memorandum of Agreemonts dated
Apr. 23, 1971; CED-current estimated delivery date.

Source: NAVSHIPS 250-574 dated Feb. 1, 1972 and MARAD Report MAR-803-3 issue No. 277 dated Jan. 31, 1972.
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Ex1IBIT 16

MIARCH 1972.
NAVSHIPSYSCOMHQ.
SUPSEIP Pascagoula.
RESUPSHIP Culver City.
Production audit, Litton Ship Systems.

A. Discussions between Mr. M. B. Miller/NAVSHIPS and SUPSHIP PASCA
and company personnel.

B. Fonecon between Mr. Al B. Miller/NAVSHIPS and Mr. A. Hilley/Litton
ship systems.

1. CFM ref a continuation of the production audit of Litton Ship systems-
amt(1/DSD site will be conducted March 13-17. 1972. Team will consist of ap-
proximately seven members. Names and security clearances will be forwarded
September.

2. Agenda as discussed ref B follows:
A. Orientation meeting with RESUPSIIIP.
B. Orientation meeting with Litton.
C. Amtd.

1. Staffing, relationships with other elements of corporation, functions and
responsibilities relative to LIHA and lDD 903 project offices.

2. Organizational relationships and administrative aspects of amtd with
LSS/MI. Planned phaseout and transfer of functions to LSS/M.

3. Manpower required to meet LHA and 1D 9)63 schedules, current manning
and types, planning to meet required manning and contemplated farmouts of
portions of LHA and DI) 903 design work.

4. Planning and status of engineering for LIlA and DD 963-system design,
reservations on system design dravings, detail designs, scoping, GFI require-
ments, dimensional control, quality control, incorporation of welding symbols,
problem areas and advance planning organization as applies to design.

a. Material procurement for LITA and DD 963-procurement system, status
of procurements, vendor infornmation and shock tested equipments and problem
areas.

6. Interface of engineering schedules with material and manufacturing sehed-
ules. System implemented to integrate design changes in schedules-problems
encountered.

7. Internal control reports.
D. DSD.

1. Staffing, relationships with other elements of corporation functions and
responsibilities relative to LHA and D)) 96:3 project offices.

2. Organizational relationships and administrative aspects of DSD with amtd
and LSS/MI.

3. Current and projected manpower.
E. Master scheduling organization.

1. Staffing, functions, responsibilities, interface with amtd/LSSM.
3. Request RESUP1SEIIP make hotel reservations for single rooms.

EXHIBIT 17

NAVY/MIARAD PRoDucriox AUDIT TEANM

NAVSIIIPS

2r. B. Miller, 0511, team director.
L. D. Passet. 0511, assistant team director.
G. Spitz, 0511, LHA team leader.
V. Stepp, 0511, LIlA review.
C. E. McCauley, 0161, LIIA review.
H. WV. Rust. PMIS 377. LEIA review.
II. Paul, 0511, DD 963 team leader.
J. P. Gallagher. 0{511. 1)D 963 review.
A. Potashnick, PMIS 389, DD 963 review.
T. Grossman. 0.511. Farrell review.
S. E. Gamble, 0511, total yard review.
G. E. Grotos, 0511. total yard review.
G. Kirehgassner, 0511. total yard review.
H. L. Waterman. 0513, total yard review.
I. L. Emmert, staff assistant.
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NAVMAT

S. Hutchens, Jr., total yard review.

NAVSHIPSO

J. R. Greco, total yard team leader.
J. J. Fee, LHA review.
T. M. Petry, DD 963 review.
C. Engelhardt, DD 963 review.

SUPSHIP BATH
D. Whiting, DD 963 review.

SUPSHIP NEWPORT NEWS

R. Payne, Farrell review.
II. Parker, Farrell review.

SUPSHIP QUINCY

G. Massey, Farrell review.
MARAD

C. Cookson, Farrell team leader.
J. -MacInnes, Farrell review.

TEAM CONSULTANTS

Dr. H. Solomon, total yard review.
Dr. J. Bennett, total yard review.

EXH1IBIT 18

SUPSITIP PASCAGOULA PERSONNEL AND TEAM MEMBERS

Radm. C. N. Payne, Jr., SUPSHIP.
Capt. J. WV. Lisanby, Deputy SUPSHIP.
Cdr. R. G. Langrind, LHA review.
Cdr. T. C. Goslin, Jr., contract officer.
Lcdr. F. B. Lash, DD 963 review.
Lt. H. Boardman, Code 140.
G. 0. Broussard, chief engineer.
C. B. Schnadelbach, LI-IA project officer.
R. K. Cooke, LHA review/total yard review.
R. Parish, quality assurance review.
E. J. Nunennmacher, LIlA review/total yard review.
A. F. Sislak, DD 963 review/total yard review.
.T. K. Pittman, total yard review.
D. T. Lanquist, LHA review.
P. M. Foerster, LHI review.
G. Martin.
L. Rainey.
G. Howard.

EXHIBIT 19

Rrssupsiur CULVER CITY PERSONNEL

Capt. E. C. lill, RESSUPSHIP.
Cdr. L. Shafer, LHA project officer.
Lcdr. U. C. Parnell, DD project officer.
Lcdr. P. H. Shultz, LHA Assistant project officer/DSD.
Lcdr. E. G. Schweitzer, assistant DD project officer.
B. G. Patterson, contract administrator.

EXHIBIT 20

LITTON SHIP SYSTEMS, MISSISSIPPI PERSONNEL AND TEAM INTERFACES

F. W. O'Green, president.
C. A. Krause, vice president and general manager.
N. Milakovich, vice president and director of operations.
R. A. Muller, assistant to vice president of operations.
R. J. Dankanyin, vice president of program management.
C. J. Brewer, director of quality assurance.
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E. B. Robbins, director of contracts and Farrell program manager.
T. L. Byers, controller.
B. W. Borne, director of industrial relations (resigned during audit).
M. L. Mosier, director of labor-relations (appointed director of industrial rela-

tions during audit).
R. Munyan, director of master scheduling.
C. V. Hazeltine, director of operations planning and control-team interface.
A. W. Snodgrass, director of planning, team interface.
J. L. Siniard, industrial engineering.
L. Blackwell, operations scheduling and program control.
W. A. Roemer, operations administration.
C. C. Whitney, structural planning.
O. D. Wood, advance process planning.
R. J. Brandenburg, planning data management.
C. Burke, test/trials planning.
A. Murdock, pipe/machinery planning.
W. L. Buckingham, ventilation/O&F planning.
W. F. Fairley, estimating and make/buy.
E. F. Lagonegro, director LHA material program office.
D. A. Logan, director ship fabrication.
L. W. Massey, industrial relations, team interface.
J. Dresner, director DD 963 project management, team interface.
T. F. King. project manager DD 963.
F. J. Nadalich. machinery assembly, boiler erection and aluminum fabrication.
A. B. Hilley, deputy director. master scheduling, overall Litton interface.
W. W. Rody, director ship systems.
W. C. Johnson, ship completion.
R. L. Bodden, electronics and weapons systems.
J. WV. Donegan, electronics and weapons systems.
B. C. Martino, director ship manufacturing.
G. A. Meehleis, director manufacturing services, team interface.
W. A. Jacobson, production control planning.
J. Pierce, manager production control for ship fabrication.
G. A. Stoddard, production control ship completion.
E. D. Albertsen, manager production control for ship manufacturing.
E. L. Ryan, manager facilities, team interface.
S. R. Stapleton, facilities engineering.
T. G. Rakish, quality systems group.
Wv. D. Stinnett, quality engineering group.
R. V. Palmer, inspection control group.
J. R. Herron, LHA program, team interface.
H. C. Cox, Farrell program. team interface.
R. H. Horton Material, team interface.
f. Fleming, Finance, team interface.
R. GI. Dunston. Quality Control, team interface.
J. Fulcher, Design Engineering. team interface.
S. L. Kinsolving, status and control.
J. Reeves, pipe shop.
B. Ainsworth, superintendent Farrell 2.
G. L. Akins, Jr., design engineering.
F. Aldrich. Farrell control room.
H. A. Moody, Jr., planning and administration.
J. E. Baker, ship manufacturing.
P. Barrelleaum. operations scheduling.
V'. Barton, quality control.
H. Bettis, Jr.. equipment engineering.
C. Brendley, industrial engineering.
1I. W. Brumat. data management.
S. A. Calogero, operations control.
L. J. Compton. equipment engineering.
C. A. Culnepper. community services.
D. L. Crelia. LHA material.
C. P. Daly. LHA program.
S. E. Davies, resources planning and control.
D. F. Davis. LHA program.
C. D. Davis, design engineering.
B. Diamond, ship manufacturing.
D. J. Dubois, operations planning and control.
J. Drewry, project manager, LAMP.
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V. El. Dyer, planning operations, seoping.
C. E. Evens, ship manufacturing.
WV. S. Embry, design engineering.
C. East. material, piping.
J. Gest, industrial engineering.
C. George, tire chief.
W. B. Gaines, ship fabrication.
J. 0. Garvin, ship manufacturing.
M. E. Hines, quality planning and analysis.
.J. S. Henry, steel and conservation yard.
'. J. l1illey, guaranty survey.
W'. N. Hlenefelt. ship inuaiifacturing.
W. M. Hipp, manufacturing services.
J. J. H-lirtel, LHA material.
W. II. Hooper, cost accounting.
D. Howard, quality control.
J. B. Harwood, data management.
G. Irvine, LHA program.
C. D. Ivy, LHA change administration.
J. Jockson. operations scheduling.
R. R. Kraft, Jr., design engineering.
J. C. Langhain, mechanical.
J. Little, planning operations and scoping.
H. 11. MacLean, industrial laboratory.
D. B. Massengale, industrial relations, manpower.
C. C. Martin, quality audits and training.
R. If. Owens, material.
R. L. Payne, ship manufacturing.
J. L. Pressley, ship manufacturing.
C. C. Price, LAIA program.
W. R. Fortas, design engineering.
E. L'olgar, design engineering.
R. 0. Peiper, data management.
W. G. Randolph, operations planning and control.
J. 1eniny, design engineering.
J. Roe, planning operations, scopling.
M. Robertson, hull material.
W. Stennis, quality control.
R. Schwab, material office.
R. P. Schneider, operations planning and control.
S. T. Speaks, ship manufacturing.
L. F. Spagnola, Farrell control room.
E. Snyder, electrical supervisor Farrell 1.
D. Schwerdtfeger, ship manufacturing.
M. 0. Scheunemann, safety, medical and fire.
B. Turner, DD 963 material ordering.
J. E. Veland, material program office.
G. Vountain, planning operations, scoping.
M. Widock, planning operations, scoping.
J. J. Walkuw, operations scheduling.
H. Yawn, electrical shop.
R. E. Zitner, LHA FAMSCO, assistant director project engineering.
J. Pakis, manpower control center.
H. O'Dell, manpower control center.
E. Pease, manpower control center.

And others.
EXHIBIT 21

MISCELLANEOUS PERSONS CONTACTED AT LITTON SHIP SYSTEMS, MISSISSIPPI

INGALLS NUCLEAR SHIPBUILDING

Z. Hayman, LHA farmout.
R. Wikstrand, MARAD representative.

FARRELL LINES INC.

R. Anderson, Farrell Lines representative.

MARITIME ADMINISTRATION
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LOCAL TRADE UNION

E. Lowe, president, Metal Trades Council.

EXHIBIT 22

LITTON SHIP SYSTEMS CULVER CITY, CALIF., PERSONNEL AND TEAM INTERFACES
C. A. Krause, vice president and general manager.
R. J. Dankanyin, vice president, program management.
J. J. Williams, vice president, program manager DD 963.
W. J. Hynes, vice president, program manager LHA.
W. Parry, vice president material.
R. Wennerholm, vice president engineering.
R. A. Munyan, director master scheduling.
P. Madden, manager LHA subsystems, overall Litton interface.
J. Dresner, director DD 963 project management, DD interface.
A. G. Grushkin, director project engineering, engineering interface.
R. E. Kesler, controller LSSC and finance interface.
R. F. Melville, deputy director master scheduling LSSC, master schedulinginterface.
E. F. Lagonegro, director LHA material program office.
J. Vasta, Naval architecture technical staff.
F. Hunt, advance material planning.
R. Schwab, material office LSSMI.
R. Curtin, configuration control board chairman LSSC.
A. McCulloch, manager configuration and data management LHA.
K. M. Beyer, director integrated logistics engineering.
J. Templeton, manager logistics engineering, ILS interface.
J. Frey, quality assurance LHA.
K. Benson, DD change control.
J. E. Veland. material program office, material interface.
C. Evans, manager program finance.
T. F. King, project manager DD 963. LSSM.
R. Poole, task management engineering, LHA.
D. Logan. manager naval architecture, hull.
M. Farnum, director program planning and control DD 963.
J. Nielsen, manager DD 963 MIS.
A. B. Hilley, deputy director master scheduling LSSM.
G. Al. Stauffer, director DD material program office.
R. Owens, DD material office.
D. Galvin, DD material office.
P. Laxner, manager technical publications, ILS.
T. Gurley, weight control.
M1r. Biederman, weight control.
L. Hertzberg, farmout.
T. Brydon, hull structure design.
M. Burnett, advance planning.
B. Turner, DD advance planning.
V. H. Dyer, LHA advance planning.

And others.
EXHIBIT 23

LITTON INDnSTPIEs, DATA SYSTEMS DIvIsIoN

PERSONNEL

N. A. Begovich, president DSD.
D. L. Dudas, vice president ship electronic systems.
B. Levine, director LHA program.
J. L. Owsley, vendor management, program controls and administration.
L. Broccoli.
J. Powell.
S. Dressin, LHA DSD IDWA.
R. D. Fleck, director DD program.
F. O'Neill, DSD DD 963 project manager.
WV. C. Knight, test and evaluation.
N. E. Tamm, DD 963 scheduling.
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EXHIBIT 29
JANUARY 31, 1972.

Key procurement procedures
Procedure

Title number
Requirements change control---------------------------------------- 1101-6
Nonprocurable parts------------------------------------------------ 1101_9
Delivery adjustment notice (DAN)---------------------------------- 1101-10
Buyers' routine and buyers' check sheets------------------------------ 1102-1
Procurement case file documentation--------------------------------- 1102-2
Preaward supplier surveys- -__________---------------------------- 1102-4
Deferred delivery and payment provisions- - ___________________ 1102-5
Case file memoranda----------------------------------------------- 1102-8
Subcontract status work book--------------------------------------- 1102-9
Buyer directed delay in delivery schedule ("Build & Hold")…-----------1102-10
Accountability for supplier special tooling and special test_____________-1103-4
Bidders list-------------------------------------------------------- 1106-1
Procurement review committee --------------------------------- 1106-4
Formal solicitation of competitive bids… __________________________ 1108-1
Manufacturing releases…-------------------------___________________ 1109-1
Outside receiving report processing…----------------------------------1110-4
Subcontractor nonconforming material- - ________________________ 1112-2
Obtaining contracting officer consent to procurements…------------------1113-9
Cost/price analysis- - ________________________________________ 1114-1
Bid control- -__ 1115-2
Progress payments------------------------------------------------- 1120-1
Preaward subcontract management requirements- -_________________ 1129-1
Postaward subcontract management requirements-------------------- 1129-2
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EXHIBIT 32

Current Jan. 1, 1972-Jan. 1, 1973 Jan. 1,1973-Jan. 1, 1975 Remarks

Hnuning: Single units, 820 fur
sale.

Multiple unitsfapartments, 220
for rent.

Multiple units/mobile home
spaces, 125 for rent.

Schoonls: 1 junior college, 4 high
schools, 7 junior high schools,
22 elementary schools.

Hospitals: 367 beds

Public transportation: None ---

Recreation: Limited.------

1,948 permits issued; 1,200 7,000 units programed, St. Adequate single units hous-
July completion; 748 Andrews, Vancleave, ing.
September completion; Westgate Estates.
1,150 new permits (pend-
ing).

1,622 permits issued; 1,000 2,700 236-funds requesting Developers and financial
July completion; 642 1,000 apartments in plan- agencies are encouraged
September completion; ning stage. 2,500 low to to provide middle income
542 new permits (pend- middle income required. 2, 3 and 4 apartments.
ing).

782 permits issued; 584July 2,500 in planning stage--- Zoning and financing major
completion; 198 Septem- problem. Old "Fort Village
ber completion. Pilot Project."

Facilities for 1,500 addi- Understudymajorproblem. A crash program is under-
tional students. way, final report under-

way.
40 beds, Pascagoula, June 150 additional beds re- $4,000,000 in funds re-

completion; 36 beds, quired. quested.
Ocean Springs, October
completion.

Employees and small oper-
ators plan, limited serv-
ice.

Several projects in planning
stage.

Mississippi coast transpor-
tation authority to imple-
ment coastal transporta-
tion system.

YMCA recreation areas;
bowling, golf and tennis
facilities required.

Grant from urban mass
transportation requested
for coastal system.

LSS to sponsor recreations
projects.

EXHIBIT 33

POPULATION STATISTICS

County

Jackson Harrison Stone George Mobile

Population 1960 -55,522 119,489 7,013 11,098 314,301
Land area -736 585 448 481 1,240
Population per square mile -76 204 16 23 254
Percent population change, 1950-60 76.8 42.1 12.0 10.8 36.0
Percent net migration -46.2 12.5 -6.1 -10. 8 10.2
Percent Nat. increases -30.7 27.6 18.0 21.6 25.8
Percent urban -61.3 77.4 0 86.1
Percent 65 years and over -5.3 5.9 9.4 7.1 5.7
Median school years -10.3 11.5 9.9 9.3 10.3
Employment -17, 735 30, 070 2,088 3,192 106, 211
Percent manufacturing employment 41.4 11.4 28.0 26.9 17.2
Median fmaily income -$5,120 $4,272 $3,058 $3,401 $5,132

Note: Median income, United States-$5,660.
Source: 1967 County and City Data Book, U.S. Department of Commerce.

EXHIBIT 34

MAJOR LHA OUTFITTING AND FURNISHINGS (O/F) SURCONTRACTS

NOMENCLATURE
1. Commissary.'
2. Furniture.'
3. Module 6 furniture.
4. Storerooms/stowages/lockers.'
5. Metal joiner bulkheads and door. Expanded metal bulkheads and doors.
6. Honeycomb nonstructural.
7. Well deck sheathing and planking.
8. Work benches.
9. Reefer spaces.' 2

10. Hull insulations
11. Deck covering.2
12. Machine, pipe, and vent insulation.2

13. Protective coating (paint).'
See footnotes on p. 1911.
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14. Windows and wipers.
15. Accommodation ladders.
16. Labels and nameplates.
17. Cathodic protection.-
18. Ballistic-non ballistic doors, hatches, scuttles, and manhole covers.
' Awarded.
2 Subcontractor Installation.

Chairman PRoxMrTRE. I would like your evaluations as an expert
in this area, M\r. Rule. You said you were not familiar with that re-
port but I have read you some of the criticisms. Will you tell us the
-to place this in perspective, how it would compare with other ship
producing operations, and so forth?

Mr. RULE. I am sure the short answer is that that is all the fault
of total package procurement. [Laughter.]

Senator, let us be fair. I do not know when that study was made.
Chairman PROXMIRE. May 10 it was issued, May 10 of this year.
Mr. RULE. Of this year.
Chairman PROXMIRE. Yes.
AMr. RULE. W1rhein was the study made?
Chairman PROXMI3E. Fall of 1971 through April 1972.
Mr. RULE. In all fairness, this is a new yard, it is a new concept.

They are going to try to manufacture ships. I am told that, from
people who have been down there, that it is a well laid out yard.

Chairman PROX-mIRE. I like the concept, I like it very much. I
think we have not been applying new techniques to ship manufac-
turing, the same problem you have to some extent in housing, and
there is nothing -wrong with innovation. But this report constitutes
an indictment which goes far beyond difficulty with new techniques,
it seems to me, with respect to the training program, with respect to
the management organization, and so forth.

Mr. RULE. Well, I grant that, but certainly part of their prob-
lem was getting going on a new concept. I think a great deal of
their problem was that they did not have experienced shipbuilders.
They were trying to run it with the aerospace philosophy and tech-
niques, and MIr. Packard has criticized that, and rightly so. They
have had a lot of problems.

As I said earlier, I do hope that they get this mechanized yard
working because for commercial work, Marad ships, I think it will
be good but not for warships.

It is the worst indictment I have ever heard of any shipyard, but
I think they will work out of it insofar as commercial work is con-
cerned.

Chairman PROXMIRE. So you say it is bad, it is the worse indict-
ment you have heard of a shipyard. At the same time, we have to
put it in the perspective of a new technological operation which is
bound to have a lot of bugs and a lot of difficulties, to begin with.
But it seems to me, having said that, you still have a very serious
indictment of inefficiency?

Mr. RULE. I think so, too, and I think the company did not take
the proper action that they should have taken in a timely manner to
overcome a lot of those things.

There was a report, I do not know whether you have it, from a
Maritime Commission examiner who issued his report on, the issue
was, how far Litton was behind schedule on building some Maritime
Commission ships, those Farrell Line ships that you mentioned.



1912

They finally ended up having to pay these companies, I think, $51/2
million. But on issue after issue this Maritime examiner just said
about the same things you read, how inefficient, how they underesti-
mated what the problem was, how they just did not hack it.

Chairman PROXM3IRE. My time is long up and I want to thank Mr.
Conable for permitting me to proceed. Go ahead, Mr. Conable.

Representative CONABLE. Thank you, Mr. Chairman.
You said the short answer is, this is the fault of total package

procurement. Is that an accurate answer?
Mr. RJLE. Please forgive me, I was trying to be facetious.
Representative COXNABLE. You believe in total package procure-

ment, is that what you are saying?
Mr. RULE. No, I have already said, I think it was before you came

in
Representative CONABLE. Yes.
Mr. RULE [continuing]. That the LHA contract is not a total pack-

age procurement. The RFP that went out for the shipyards to
bid on specifically said, "This is not total package procurement so
for them to try to say it is, is not accurate.

Representative CONABLE. I see. Well, was there what columnist
Jack Anderson calls a "golden handshake" on this shipbuilding con-
tract at some point?

Mr. RULE. On the LHA contracts?
Representative CONABLE. Yes.
Mr. RULE. Let us see, what did he say that "golden handshake"

was, that they would get bailed out?
Representative CONABLE. If I can summarize, he said that they

were encouraged to put in low bids which were announced as sav-
ings, that at some point in the process a "golden handshake" took
place whereby the manufacturer was assured that if there were
problems that developed they would be taken care of by cost over-
runs somewhere later in the process.

LIIA CONTRACT AWARDED COMPETITIVELY

Mr. RULE. I am as sure as I sit here, Mr. Conable, that there was
no such "golden handshake." They got that contract, the LHA con-
tract, in competition. We made a mistake when we gave them the
contract, and we learned that lesson and we have never made it
since. They got this contract coming out of what is called contract
definition. They were evaluated with other contractors and in May
of, I think it was, 1968, it was announced that Litton had won this
LHA contract. But the mistake we made was, we did not have a
signed contract. Now, whenever we come out of source selection with
two or three competitors, we have signed contracts by all of the
companies competing, so that when the announcement is made the
contract is signed and they cannot raise their prices.

PRICE RAISED AFTER CONTRACT AWARDED

Now in the Litton case on LHA we announced that they had won
the contract. It took about 9 months to actually get the contract
signed because they increased their price 26 percent. They kept put-
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ting in proposals, and that is why we learned a lesson that when you
announce a winner, you have a signed contract.

Representative CONABLE. It sounds like the Vietnam negotiations,
does it not? [Laughter.]

PROGRESS PAYMENTS

I would like to explore your statement that Litton would owe the
government money if they were to be paid on a progress report basis
rather than a cost incurred basis. Was there some sort of a "golden
handshake" in connection with this or was that an option that was
provided in the contract, that they could be paid either on a cost-in-
curred or progress report payment basis?

Mr. RULE. No, sir. When a contract, when we make a contract, of
that magnitude, it was I think a billion, two. This is a great finan-
cial drain on a company right at the outset of that contract.

Representative CONABLE. Sure.
Mr. RULE. So we made, and I think quite properly so, the ar-

rangement with Litton that rather than start right off on a percent-
age of completion basis because there would not be any percentage
complete for some months, in order to be fair to the contractor, we
put in on this cost incurred basis where he would get all his costs,
but we said, "We will do this only for a certain length of time", I
think 20 months, it was until September last year-this year, it was
until September this year; then we said, "Your initial financial
problems should be such that you can now switch over to the tradi-
tional payment system of physical percentage of completion."

Representative CONABLE. And has the 20-month period been ex-
tended; is that what you are saying?

Mr. RULE. It had been extended 6 months to 28 March-28 Febru-
ary, 1973.

Representative CONABLE. It cannot be that there is no detectable
progress still, can it? That was the original justification for the
cost-incurred type of payment?

Mr. RULE. That is right.
Representative CONABLE. But is the progress so slight that the ex-

tension of the option is necessary?
Mr. RULE. Well, the company maintained that if we switched

them over in September to physical completion versus costs incurred
that they could not stand the financial impact.

Representative CONABLE. So, whatever the progress is, it is not ad-
equate to absorb the difference between costs incurred and normal
progress payments; is that correct?

Mr. RULE. That is correct.

POSSIBILITY OF FRAUD IN CLAIMS

Representative CONABLE. I would like to go back now to refer to
the statement that this might almost amount to fraud, with respect
to some of the contracts you were talking about. You were referring
to the filing of claims that were far above what the government felt
was due. What is the process of filing a claim? Certainly, if you are
certifying to something that is incorrect, swearing that a certain

95-328 0 - 73 - pt. 6 - 20
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milestone in the contract has been achieved, it would be fraudulent if
that had not happened.

I am wondering, however, in all these contested contracts to what
extent these claims are simply bargaining positions and to what ex-
tent the government also assumes a bargaining position realizing
that there is going to have to be some compromise, some give and
take on both sides.

As a man who used to practice law, I am aware of the fact that
frequently the truth is not halfway between two incorrectly stated
versions. But I am wondering to what extent this business does get
into a bargaining position quite apart from questions of fraud be-
cause of the litigious nature of the relationship between the govern-
ment and the contractor. Do you get what I am saying? Is there
ground for give and take here of a negotiating nature in these con-
tracts or are they set up in such a way that it ought to be all cut
and dried?

Mr. RuLE. This is an interesting question. You ought to bear one
thing in mind and that is that the only time we get into these has-
sles with contractors, I should say most of the time, is as a result of
competition. Sole source contractors do not get into this position.
They do not have to cutthroat compete like companies that we make
compete. This is one reason why I think one of the-I think compe-
tition is really hurting us more than helping us in some areas.

But on the question of a company that has bid to get a contract
and they know they have had to bid low to get it, they are going to
start right at the outset, the day they sign that contract, to find
ways and means of getting more money, we know that.

Now, when a contractor comes in with a claim that he unilaterally
has prepared, this is going to your question of negotiation, there are
different schools of thought on this, but I happen to believe that if
you file a unilateral claim against me I ought to sit down with you
and see if it has any merit, and I ought to talk to you and see what
facts you have got to justify your claim. But rather than, after hav-
ing gone through this fact finding exercise, rather than, then start-
ing to negotiate with you I ought to tell you, "OK, you have said I
owe you a $100. Now, all the facts in this case tell me that I owe
you $15," and that ought to be it. This is, I might say, the philoso-
phy that Admiral Rickover believes in, that is what he did in that
submarine contract with Litton. He determined how much we owed
them and he said, "I will pay you that," and no negotiation. That is
the way I think claims should be handled. That is not the way they
are being handled. We then sit down and negotiate.

Representative CON ABLE. So people are taking bargaining posi-
tions on both sides?

Mr. RuLE. Sure, that is right.
Representative CONABLE. And, of course, on both sides there is a

constituency that has to be dealt with. If it is hoped to get $50 mil-
lion out of the contract the company is very likely to say, "We are
owed a $100 million," the Government is very likely to say "We
owe vou $25 million," and then when they settle at $50 million each
one can point to the result with some satisfaction in dealing with
the Joint Economic Committee, in dealing with the stockholders,
and in dealing with the taxpayers. Every constituency is happy.
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Mr. RULE. And dealing with the politicians.
Representative CONABLE. Well, in talking about the Joint Eco-

nomic Committee I intended to include a few politicians.
[Laughter.]

Chairman PROX.MIRE. Never.
Representative CONABLE. Speak for yourself, Senator. [Laughter.]
Well, I am just wondering how much these things then get into

the realm of the negotiated settlement. I must say I admire the
Rickover approach because we know a lot more where we stand with
such an approach. But when you are talking about fraud, it is im-
portant to know what you are talking about. If people are falsifying
sworn statements that is one thing. If, on the other hand, they are
simply inflating their view of the amount that is owed them for the
purpose of ultimately satisfying a constituency in the negotiating
process, that is a different matter.

Mr. RULE. But I think I have to point out these are not sworn
statements.

Representative CONABLE. That is what I am asking you.
Mr. RULE. These claims are not sworn statements. It might be

helpful if they were, it just might be helpful for some of these ac-
counting firms and some of these lawyers who prepare these things,
and corporation executives, it might just be well if they would have
to certify the accuracy, but they do not.

Representative CONABLE. Well, thank you very much. That helps
clear up some things in my mind.

Chairman PROXMIRE. Request for progress payments have to be
certified, do they not, when they have excess progress payments?

Mr. RULE. Yes, sir.
Chairman PROXMIRE. Mr. Rule. in a minute, I want to ask Mr.

Girardot to join you and read his statement, and then I want to
question both of you gentlemen. Before I do that I want to ask you
one question. I read this Miller report which I said was a brutal
finding in my view, of the weaknesses of this yard, including mis-
management, disorganization, lack of training, lack of engineering,
low productivity, no control of ship schedules, poor workmanship,
repetitive defects, planned allocation of manpower on all ships was
inadequate, no adequate fire protection, and I think you indicated
that this was as bad or worse in terms of inefficiency as any ship-
yard you are familiar with.

APPOINTMENT OF ROY ASH

Now, as you know, Mr. Roy Ash, the former president of Litton,
and he was the chief executive officer of this company at the time
that this situation had developed, he is the man who has been desig-
nated by the President of the United States as the new head of the
Office of Management and Budget. Do you have any views on that
appointment? [Laughter.]

Mr. RULE. I sure do.
Chairman PROXMIRE. We would sure like to hear them.
Mr. RULE. Well, I think, first, that old General Eisenhower must

be twitching in his grave. He was the one who first called attention
to the so-called military-industrial complex, and I frankly think we
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have added a new dimension to the military-industrial complex. I
think it is a military, this may not be the proper order, but I think
it is almost a military-industrial-executive department complex. I
think it is a mistake for the President to nominate Mr. Ash, whom I
have never met. I think it is a worse mistake for him to accept the
job. I just-that is the way I feel about it.

Chairman PROXMIRE. Why is it a mistake? Why is it a mistake,
first, for him to be nominated?

Mir. RuLE. I am saying this strictly from his background and his
efforts on behalf of Litton during the negotiations that have been
going on.

Chairman PROXMIRE. It is a mistake, on the basis of his record as
a business manager, to bring a man with this kind of a record in as
head of the Budget Bureau.

Mr. RuLE. Insofar as the LHA is concerned, yes; and, of course,
Senator, his job is probably-

ROLE OF ROY ASH IN LHA NEGOTIATIONS

Chairman PROXMIRE. Let me ask you what Ash did in the negotia-
tions on the LHA contract?

Mr. RULE. Well, let me just finish what I was going to say.
Chairman PROXMIRE. Yes, sir.
Mr. RuLE. And I forgot it, you interrupted me.
Well, there was an article in the paper the other day by Orr Kelly

which quoted, he was quoting from, some minutes of a meeting, and
these minutes, according to the article, said that Mr. Ash had talked
to Mr. Connally about a program of the magnitude of $1-$2 billion
dollars to help companies like his and other shipyards, and the state-
ment was made by Mr. Connally apparently, "Well, if you are going
to present that to Congress make it bigger than the Congress." Now
he has that background.

All I say is that from where I sit now I have to think it is a mis-
take. But I think my thoughts on whether it is a mistake could eas-
ily be or could be overcome if he was subject to confirmation and
going before a committee to be confirmed where he could be ques-
tioned about, I do not know, any number of things. But he has
probably the most important job in this Government, next to the
President, but he is not subject to confirmation, he is not subject to
questioning, and he enjoys the same executive privilege, I guess, that
MIr. Kissinger does. He does not have to go up to any committee and
be questioned throughout the year, and I just think this is wrong.

Chairman PROXMIIRE. Well, he does come before committees, cer-
tainly previous budget directors have, in their capacity, but I agree
he certainly does not need any confirmation.

Will you give me your interpretation, I read that column by Mr.
Kelly, too, and I was a little puzzled by that reference in the con-
versation with Mr. Ash and Mr. Connally, in which he said "Make
it bigger than the Congress." What was your interpretation of that?
You would go to the President for-

Mr. RuLE. Well, he wrote two columns. In one column he said
that Mr. Ash had told, in this meeting that he was quoting the min-
utes, that he was quoting from, he had told the people in that meet-
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ing that he was going next to see Mr. Warner, Mr. Sanders and then
to the White House with his problem. Now, that was in one column.

Then in the second column he talked about this program of $1 bil-
lion to $2 billion to be presented to Congress and, so far as I am
concerned, sitting here right now, I think you will see that program
presented to Congress. I think you will see it presented to Congress
with the aid of the Grummans and the Lockheeds and others, I
think you will see it.

Chairman PROXMNIRE. You mean a program simply to wipe out all
of the claims by paying them in full?

Mr. RuLE. I do not know how ingenious the program will be, I do
not know what it will try to do, but it will try to get $1 billion or
$2 billion to help out some companies in trouble.

Chairman PROXMIRE. Help out Litton, Lockheed, Grumman, and
so forth.

In view of the fact that we have discussed these articles by Mr.
Kelly in the Star, without objection, they will be printed in full in
the record.

[The articles referred to follow:]

[From The Washington Star-News, Dec. 15, 19721

PRESSURE FROM ASH ON NAVY PACT CITED

(By Orr Kelly)

Roy L. Ash, at the time president of Litton Industries and a close adviser to
President Nixon, last summer warned senior Navy officials that he would carry
his firm's half-billion dollar contract dispute over their heads to the White
House, according to minutes of a meeting obtained by The Star-News.

Ash, who left as Litton's top executive this month after Nixon named him to
head the powerful Office of Management and Budget, denies he purposely gave the
impression that he intended to take Litton's case to the White House to try to
sway the decision.

"I did not, in fact, exert any such influence," he said last night.
But high Navy officials who took part in a June 6 meeting over a severely

delayed snip construction program clearly thought Ash was cautioning them not
to lean too hard on Litton. Ash told them the company was in a serious financial
crunch at the time, aggravated by disputes over costs on Navy Contracts.

The minutes of the June meeting-an unclassified report by one of the ad-
mirals present-were made available by Navy sources troubled by the continuing
dispute now that Ash will be a top official in the Executive Branch.

As it turned out, Litton in late summer was given a six-month reprieve-
until February-from enforcement of a contract clause that would have seriously
jeopardized payments to Litton and which could have put the 11th-ranking de-
fense contractor in debt to the Navy for uncompleted work already paid for.

The extension was announced by Navy Secretary John W. Warner, who had
participated in a series of unpublicized "summit" meetings between Navy officials
and Litton representatives.

Ash's comments about going to the White House came at the June meeting,
according to the minutes.

"Mr. Ashe (his name is mispelled in the minutes) indicated that it appears
that some in the Navy have a built-in sense of self-righteousness concerning
Litton's performance and that the Navy would have to relax this view if Litton
is expected to proceed with the contract," the report said.

"Mr. Ashe indicated that he intended to meet with Secretaries Sanders (Under-
secretary Frank Sanders) and Warner and then on to the White House to ex-
plain the problem," continued the admiral's report of the June meeting.

A Litton spokesman said the firm's chief negotiator with the Navy has been
Fred Wl. O'Green, who succeeded Ash as company president, but Navy sources
said Ash did the talking for Litton in the numerous meetings he attended.
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And despite objections from some lower-echelon Navy officials who argue that
such "summit" meetings can lead to bad decisions, Warner-first as undersecre-
tary and later as secretary-dealt personally with Ash and other high company
officials over the expensive disagreement.

As of now, the half-billion-dollar dispute is at various stages of negotiation
and adjudication.

OVERSEES NAVY FUNDS

Ash, a confidant of Nixon since he headed a major governmental reorganiza-
tion study in 1968, will be in a position as head of the OMB to review and influ-
ence the Navy budget, although most decisions on 1974 spending will have been
made by the time he takes office. His appointment at OMB does not require
Senate confirmation.

The half-billion dollar dispute goes back at least a year and a half. Trouble
came up in construction of a fleet of LHA-landing, helicopter assault ships-
being built at Litton's new automated shipyard in Pascagoula, Miss.

Litton has had severe problems at the new shipyard, built with the aid of a
$130 million Mississippi bond issue. The original contracts for the LHA's has
been cut from nine ships to five and construction now is running more than two
years behind schedule.

RAISES OTHER QUESTIONS

This has raised questions both about the assault ships and the cost of 30 de-
stroyers to be built at the same shipyard. In addition, Litton also has contracts
for construction of three nuclear submarines and an ammunition ship.

Litton claims the Navy owes it $547.1 million-$379.7 million in connection
with the $1.2 billion LHA contract and $168 million in connection with other
programs.

Basically, Litton says costs grew because the Navy failed to deliver necessary
equipment on time and made expensive design changes.

The Navy says Litton's claims are grossly overstated. It also says the landing
ship program is so badly behind schedule that a case could be made to cancel it
for default by Litton.

With those issues at hand, the first meeting was held. Minutes of the third
session-in November 1971 at Litton's Beverly Hills headquarters-said two
earlier meetings had already been held.

CRITICAL TIME

By the time of the June 1972 meeting, it was a critical time for the huge firm.
That meeting was held just below "summit" level.

Present, in addition to Ash, were Adm. Isaac C. Kidd Jr., chief of Naval
Materiel; Charles L. Ill, assistant Navy secretary for installations and logistics,
and Rear Adm. Kenneth L. Wloodfin, director for contracts of the Naval Ship
Systems Command.

The session came a little more than three weeks before the end of the com-
pany's fiscal year. Ash warned the Navy officials, the minutes show, that the
firm's cash flow position was so tenuous that Litton might not be able to continue
working on the LHAs unless the Navy changed the contract.

Particularly troublesome to Litton was a contract clause that would require a
shift in the method of paying for the ships. effective Sept. 1.

Until that date, Litton was to be paid on the basis of costs incurred by the
shipyard. But on Sept. 2, the Navy was supposed to begin paying Litton only
for work actually completed.

SHIFT POSTPONED

With the ship construction lagging so badly, this would have put Litton into
debt for work already paid for by the government but not finished.

But on Aug. 31, the day before the payment shift was due, Warner announced
the old system would continue until Feb. 28, 1973, assuring continued payments
to Litton for the time.

Navy sources said Ash had been assured at least two months before Warner's
announcement that the extension would be granted-even though the public
announcement was not made until Aug. 31.

Litton's annual report for the year ending June 30 makes no mention of the
critical cash flow problem Ash predicted if the change wasn't made.
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Navy officials also fear future problems that could run prices up on other
)utstanding contracts, hinging on Ash's actions as head of OMB.

Litton was one of a number of companies that signed "total package procure-
ment contracts" with the government in the late 1960s and early 1970s. These
contracts placed far greater responsibility on contractors, sometimes spanning
design, construction, and even maintenance.

The total package contracts were thought at the time to be the answer to
many of the big procurement headaches at the Pentagon. But instead the con-
tracts created new problems.

For example, earlier this week the Navy ordered a new batch of 48 fighter
planes from Gruman Aerospace Corp. under such a contract.

REFUSED TO BUILD

The firm promptly refused to build the planes. It said it would suffer unaccepta-
ble losses if it did. Gruman said the contract would have to be renegotiated at an
increased cost.

The signing of new total-package contracts now has been halted by the Penta-
gon, but some Navy officials are worried about growing pressure from industry
to make that ruling retroactive. That could reopen contracts, such as those held
by Litton and Gruman, to renegotiation at higher costs to the government.

Litton's half-billion-dollar dispute continues unresolved, with various aspects
of it being handled at different levels of government. The basic figure has
changed-upward-over the months, with Litton asking for an additional sum,
bringing the total to the $547 million figure.

Ash said yesterday he does not intend to divorce himself from budget decisions
affecting the Navy. The apprehension of some Navy officials, he said, "is not
warranted."

WILL SELL SHARES

Ash said he has arranged to sell not only his 200,000 shares in Litton, which
he helped build into one of the top conglomerates, but all other stock holdings
as well.

He moved into an office in the Old Executive Building on Monday, and will
take over OME from Casper Weinberger as soon as Weinberger is confirmed as
the new Secretary of Health, Education and Welfare.

"I can and will be very objective and will serve the best interests of the coun-
try," he said.

[From the Washington Star-News, Dec. 17, 1972]

PROPOSAL BY AsH FOR $2 BILLION AID PUSHED BY LITTON

(By Orr Kelly)

Litton Industries is now pushing a big-money solution to its shipbuilding
problems first proposed to the Navy last June by White House adviser Roy L.
Ash when he was president of the corporation.

The key to the solution is for Congress to provide a large amount of money-
up to $2 billion, according to Ash-to settle claims against the Navy by Litton
and a number of other shipbuilders.

Ash, who resigned as Lotton's top official and moved into an office in the Old
Executive Office Building last week, will take over as head of the Office of Man-
agement and Budget next month. He made his proposal in a meeting with top
Navy officials on June 6, according to minutes of that meeting made available to
the Star-News by Navy sources.

The minutes said Ash described the company's serious cash flow problems as
resulting from a $1.2 billion contract to build five landing helicopter assault
(LHA) ships.

'GRAND PROGRAM SCALE'

"Mr. Ashe (the minutes mispelled his name) also recommended that the Navy
consider presenting this type contract problem along with other similar ship-
yard problems to Congress," the minutes said.

"This presentation would be in the form of a procurement policy change and
would perhaps require $1 billion to $2 billion. Mr. Ashe indicated that he had dis-
cussed such an approach with Mr. Connally. Mr. Connally was quoted as saying
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such a program should be positively presented, on a grand program scale-make
it bigger than Congress."

Ash, in a telephone interview, identified the "Mr. Connally" as former Treas-
ury Secretary John B. Connally, who served as a member of a task force on
governmental reorganization headed by Ash in 1969 and 1970.

In a five-page statement handed to newsmen late last week, Litton bitterly
condemned the Navy for its problems on the LHA contract.

NO PLAN IN MIND

"The proper approach is to admit to rising costs, to ask Congress for the money
that will be needed, and then to administer the contract properly," the company
statement said.

"Instead it is worked after the fact, with the contractor not only taking the
brunt of the criticism but ending up wasting additional money to prepare the
claims and to fight the legal battles and waiting years to recover costs. It amounts
to private industry financing the government."

Ash said he had no program or plan in mind in his new role as the government's
top budget expert to propose to Congress to settle the shipbuilding claims problem.
Ile described the problem as essentially "Navy business," but he did not rule
out the possibility that he might propose some solution to the problem later.

"I did say, to the Navy and to Mr. Connally, that it seems in the government
interest if we can resolve, in one way or another, these $1 billion to $2 billion
in claims the Navy has. It is just prudent and in the government interest to
resolve these claims . . . It is not prudent business to run with a big backlog
of unresolved issues....

"I have no program of what can be done . . . This is as much in the interest
of the government as it is in the interest of Litton."

DISPUTED FUNDS EXTRA

A Navy spokesman said the total amount of shipbuilding claims pending
against the Navy as of Nov. 1 was $659 million. Another $225 million in such
claims are pending before the Armed Services Board of Contract Appeals.

This total of $914 million does not include several hundred millions of dollars
in disputed funds which have not yet reached the stage of becoming formal
claims by the shipyards against the Navy.

Most of the nation's major shipbuilders have large claims against the Navy.
Many of them stem from changes in the construction of submarines ordered

after the loss of the US5S Thresher in the North Atlantic.
Another large batch of the claims is related to a program to build 48 destroyer-

escort ships. The Navy has acknowledged that poor planning on its part caused
problems for the yards but the amount of liability is in dispute.

HALF-BILLION OWED

In Litton's case, the company says the Navy owes it $547.7 million. Of that,
$379.7 million is related to the LHA program and the remainder to a variety of
other programs.

The minutes of the June 6 meeting also showed that Ash warned senior Navy
officials that he would carry his firm's contract dispute over their heads to the
White House. Litton has denied he purposely gave the impression that he in-
tended to take Litton's case to the White House to try to sway the decision.

Litton in late summer was given a six-month reprieve-until February-from
enforcement of a contract clause that would have seriously jeopardized pay-
ments to Litton and which could have put the 11th ranking defense contractor
in debt to the Navy for uncompleted work already paid for.

Chairman PROXNnIRE. Mr. Girardot, xvill you come up here and
you may proceed as soon as he finishes his answer to the question.

Mfr. RULE. I have one thing further I would like to say.
Chairman PROXMIRE. We wvill have more questions for you, Mr.

Rule. We do not want you to leave.
Mr. RULE. No, but I want to make this affirmative-
Chairman PROXMIIRE. Very good.
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GET-THM-CONTRACT SYNDROME

Mr. RULE. As I see sitting where I sit in Navy procurement
today, and I read you what somebody else said my function was, I
think we have to do somthing to get away from this get-the-contract
syndrome. There are these companies that take the attitude, and
thankfully most companies in industry, the defense industry, do not
take this attitude, but there are some, and they are pretty obvious
who they are, that take this attitude that it is a way of life, "get the
contract and Uncle Sugar somehow will bail us out."

BAILOUT LAW

Now, I want to make two, I want to put forward two thoughts on
that. You may not remember, but Congress passed a law entitled
Public Law 85-804, which provides a means for the Government,
for want of a better term, bailing out or assisting defense contrac-
tors who get into trouble financially. It is an outgrowth of the old
War Powers Act. If a contractor, and he is certified to be necessary
to the national defense-take Grumman, for example, if Grumman
is certified essential to the national defense for those F-14 planes-
and it certainly is-if they need money to continue operation, to
give the Government its contracted for hardware, 85-804 has the
mechanism which Congress has provided where they come in and
they ask for an amendment without consideration, and this is han-
dled by the Navy Contract Adjustments Board, and we do this
rather frequently, mostly for small companies, but that is a mecha-
nism that Congress itself has provided. These companies don't like
to go that route because they have got to lay open every bit of their
financial records. They have to show they can't get the money any-
where else, but if they have a case, and we need their hardware, we
will give them relief under that act.

Now that is-
Chairman PROXu11IRE. We referred to that act yesterday, it has to

be a finding that it is in the national defense interest, and as you
say, the guts of it is that the company has to lay open their financial
records and make a full justification.

Mr. RULE. That is right.
Chairman PROXMIRE. I can't see how we can possibly justify es-

caping that if we are going to provide this enormous amount of tax-
payers' largesse under these circumstances. We certainly have to
have full justification.

Mr. RULE. I think you will find that the C-5A contract, when it
was reformed, was handled under that procedure. It had to be, and
I just want to point it out again because you don't hear these com-
panies going that route, they don't want to, but I think they should
be required to.

Chairman PROXM1IRE. All right, sir.
Mr. RULE. Now the second point I want to make is rather than

permit the Government to continue to be soft on favorite contrac-
tors, I suggest we admit failure of our free enterprise system and
proceed to nationalize or socialize certain industry segments. Certain
contractors, in my opinion, are in effect asking for this. We ought to
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make up our mind, do we want free enterprise with its success and
its failures, and by "failures," I mean bankruptcies. Do we want
that kind of system or do we want something else.

Do we want a special privileged group of defense contractors who
by their size and/or influence can get bailed out, which is most un-
fair to the majority of contractors in this country. As I see it, we
have already moved to a quasi-welfare industry, certainly without
having guts enough to tell the taxpayer free enterprise is out, and
socialism is in. And I think we ought to give consideration to taking
that route with some of those contractors.

Chairman PROXMIRE. I congratulate you warmly-in that state-
ment you put it exactly right. If we want free enterprise and if we
want to have it we are going to have to pay the price with some
bankruptcies.

Mr. RULE. That is right. In the commercial market, if a company
can't hack it, they go bankrupt.

Chairman PROXMIiRE. That is right.
Mr. RULE. Now, I say we ought not to favor certain contractors or

if they need to be bailed out, 85-804 is the mechanism that Con-
gress has provided for doing it. If they are essential to the national
defense, and we need the hardware that only they can supply, the
mechanism is there, and if they don't take advantage of it, well, I
think we are going to have to take some drastic steps.

Chairman PROX3fIRE. I want you to stay there, and Air. Conable
has some more questions to ask you and then we want to go to Mr.
Girardot and we want you to stay.

Representative CONABLE. I am not sure we have time to go into
further exploration of your views about how to convert the military-
industrial complex into the military complex here but it does seem
to me

Mr. RULE. I sure do mean to infer that.
Representative CONABLE. Well, you are suggesting the Government

takeover apparently any company that can't hack it; is that right?

NEED FOR PLANNING MOBILIZATION BASE

Mr. RULE. What I am suggesting more specifically is that we start
planning, we have not planned this wvay. I think in these essential
segments of our industry, we ought to start with getting together a
very good mobilization base, a base that is required for our national
defense, and then having decided the mobilization base rather than
having these companies compete, buying in and then have all these
consequent problems, allocate our work, allocate our work to the con-
tractors who give us what we want, namely quality, ontime delivery,
and reasonable costs.

Representative CONABLE. I was somewhat bemused by your posi-
tion, sir, because earlier you said that you are one of the few wit-
nesses who has appeared before this subcommitee who has said that
in some circumstances sole source procurment is justified, and it
seems to me that one of the protections we have had against the de-
velopment of a military-industrial complex has been competition for
bids. Is there any inconsistency there?

Mr. RULE. It is very ironical, it certainly is, no doubt about it.
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Representative CONABLE. I don't want to extend this unnecessarily,
Mr. Chairman, but it does seem to me that we have a lot of para-
doxes in this field.

Chairman PROX-MIRE. I just want to break in here to say when I
approved of that statement, and I do very warmly, I thought you
were implying that we ought to preserve the free enterprise system,
including the free enterprise system with respect to defense contract-
ing with all its weaknesses and shortcomings, and Heaven knows
there have been plenty of them, and nevertheless, I think it is still a
better system than having the Government get into this. We would
have far more problems than we do. But if we are going to have the
free enterprise system, then we have to recognize when you have an
inefficient, incompetent operation that can't hack it, can't cut it,
can't meet a contract, theyshave got to pay the price. If bankruptcy
is the price that is it. If the price is to come in under the regulation
that you referred to and lay bare all their financial problems and
get relief and the Government decides it is necessary for the na-
tional defense to keep them alive, then they should be required to do
that. That was, I thought was, your position.

Mr. RULE. That is right.
Chairman PROX31IRE. Not that we ought to move to a socialized

system of procurement, which I would oppose.
Representative CONABLE. Mr. Chairman, I don't quarrel with that

point of view. I do think we ought to avoid the sweeping generaliza-
tion about defense contracting generally. You are still going to have
to look at individual situations and decide what the equities require.
There is a great tendency in these hearings and otherwise to talk
about the Pentagon as though it existed in a vacuum, and there were
no accountability, for instance, to the administration controlling the
Pentagon at any given point.

Now these single source procurement contracts, the total package
concept, all these things were creatures of an earlier era. We are
having a lot of crash landings now as a result of takeoffs that were
apparently conceptually faulty, and we have a lot of hard decisions
to make. We are going to have to do them pretty much on an indi-
vidual basis in each case-hard decisions, because we still need the
hardware.

It isn't enough just to say it is an outrage that we have these cost
overruns. We have got to decide what the realistic answer is, faced
with the circumstances we find ourselves in.

I am not quarreling with your general statement, sir, I am not
quarreling even with what you may be saying about the specific con-
tracts you are talking about here today, but I do think we have to
avoid making the kind of inflexible rules in this area as in other
areas of government that can get us into bad trouble and change the
whole concept of our free enterprise system in the process.

Mr. RULE. AMr. Conable, I think the record will show that when I
made those comments I said certain segments of our defense indus-
try. I also said that it was very unfair to the majority of the de-
fense industry to carve out and treat a few of the large corporations
differently, and free enterpise to me means just what I said, either
succeed or hack it, and if you don't hack it you go bankrupt.
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Representative CONABLE. No quarrel with that.
Mr. RULE. That is not what happens because the Government

won't let these big companies go bankrupt. They will let small busi-
ness go bankrupt by the dozens everyday, but they won't let that, so
the system isn't working the way it should.

Chairman PROXMIRE. I want to thank you again, Mr. Rule.
Mr. Girardot, my apologies for keeping you waiting so long. I

want you to go ahead with your statement. It is a fine, short state-
ment. We are happy to hear it and then we will proceed with ques-
tions.

STATEMENT OF DEAN L. GIRARDOT, COORDINATOR FOR METAL
TRADES DEPARTMENT, AFICIO, PASCAGOULA, MISS., ACCOM-
PANIED BY PATRICK C. O'DONOGRUE, GENERAL COUNSEL

Mr. GIRARDOT. Before I proceed I would like to introduce Mr. Pat-
rick O'Donoghue, who is the general counsel of the Metal Trades
Department here in Washington.

My name is Dean Girardot. From early 1970 I have been coordi-
nator for the Metal Trades Department, AFL-CIO in Pascagoula,
Miss. The Metal Trades Department is made up of about 20 interna-
tional unions which have come together to bargain on a unified basis
with industries, such as shipyards and the like. The department,
along with several of its affiliated internationals, has had the bar-
gaining rights for years in the Pascagoula shipyards.

As spokesman for the unions, I would like to make it very clear
that we have no interest in seeing the contracts on the LHA and
DD963 moved from Pascagoula, Miss. We do, however, have an in-
terest in setting the record straight on the history of Litton labor
relations in Pascagoula.

Certainly, Litton management has had a great many problems in
the past but we are confident they have now turned the corner and
production has vastly improved. It would be hard to deny that the
starting up of this great shipyard was poorly handled in many re-
spects. Evidently management read too many of their own press re-
leases about the "Shipyard of the Future."

LITTON PROMISES JOB SECURITY

Our experience with Litton and the new shipyard began as early
as 1967. At that time, we were the bargaining agent at Ingalls Ship-
building-owned by Litton. At a series of widely publicized meet-
ings, the unions were told that Litton had the shipyard of the future
on the drawing boards. If it were built in Florida, as was threatened,
Litton foresaw a steady drop in employment in Pascagoula. However,
if the new yard were built in Pascagoula, Litton promised job secu-
rity and financial prosperity for all. But the cost of insuring the
new yard would be built in Pascagoula was high indeed for the
journeyman shipbuilder. As the price of admission, so to speak,
Litton demanded a 5-year instead of a 3-year union contract at
practically no wage increase to the workers. If the unions accepted,
as they had to, Litton promised the new yard and the old would be
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"one big happy family." This promise was incorporated into the
5-year contract by the following language:

In the event the company constructs a shipbuilding facility on the West
Bank of the Pascagoula River as contemplated by the parties during negotia-
tions of the basic agreement, such facility shall be covered by the basic agree-
ment.

LABOR-MANAGEMENT PROBLEMS

As soon as the new shipyard neared construction completion, Lit-
ton gave signs of reneging on its promise. In 1969, management on
the West Bank of the river (the new yard) began to grumble that,
while they would recognize the bargaining authority of the unions,
they could not agree that all the provisions of the basic agreement
applied. When I arrived on the scene in early 1970, I was told by
the first in a series of directors of labor relations that the Shipyard
of the Future did not need any of the skilled workers of the old
yard. He said the West Bank could and would build ships with 80
percent trainees. Litton then unilaterally declared that no employee
of the East Bank (old yard) could move to the West Bank unless
transferred by Litton and that cross-river seniority couldn't be re-
tained. We all wondered what had happened to the promise of job
security and prosperity. Now if an East Bank employee wanted to
work on the West Bank, he could do so only by quitting his East
Bank job, losing all his vested rights, wait for 30 days, and hope the
new yard would hire him as a new employee. The unions met several
times with management to try to reach a solution to these and other
problems but it came to such a point of futility that we could not
even meet with the two yards together. In order to talk out a prob-
lem, we were required to make an appointment with the West Bank,
then call and make an appointment with the East Bank on the other
side of the river.

Finally, in desperation we decided to arbitrate under the basic
agreement a case dealing with seniority. The arbitrator ruled in our
favor and held the contract applied to both sides of the river. Litton
was so upset that a director of labor relations told me the company
had allocated $1 million to fight us on the question of cross-river
bumping, and fight they did!

The next year was spent in so much litigation it boggled our
minds. Unfair labor practice charges were filed and withdrawn; a
State court suit was filed to set aside the arbitrator's award. A main
piece of litigation was a petition filed with the National Labor Rela-
tions Board to declare the Pascagoula facilities two separate ship-
yards. The second prong of the attack was a lawsuit in the Federal
courts to declare that most portions of the basic agreement were not
applicable to the new yard. According to Litton, nonapplicable pro-
visions were wages, job classifications, seniority, work jurisdiction,
and so forth, while the no-strike clause remained in effect.

MORALE DECLINES

During all of this litigation, morale at the West Bank was hitting
an alltime low. The frustration and uncertainty finally led to a 4-
day work stoppage. Litton retaliated with a 20-day lockout. The
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company refused to reopen the new shipyard until the unions agreed
to do away with the historical and traditional craft lines of work
jurisdiction, as was guaranteed in the basic agreement.

We felt at that time, and still do, that Litton's work jurisdiction
demands were just an excuse to shut down the yard for a time. Per-
haps an incident might illustrate my point. A mediation session was
called by .J. Curtis Counts of the Federal Mediation and Concilia-
tion Service. Litton stated their conditions for reopening the ship-
yard. They demanded we agree to do away with traditional craft
lines at the new shipyard. The unions felt strongly that the new
yard could neither operate nor build ships efficiently with a "jack-
of-all-trades" mechanic and that, if Litton had such contract lan-
guage, practically speaking, we were confident that such a concept
could not work, either with or without the unions' cooperation. We
knew that, in order to build ships, Litton would have to use crafts-
men. Therefore, hoping to get the gates reopened, the unions agreed
to give Litton the language it wanted over work jurisdiction.

Litton refused; it took our proposal and said "no dice." So, al-
though we gave Litton what it requested, California management
still saw fit to keep the shipyard closed.

20-DAY LOOKOUT

Only late in September, after a 20-day lockout, were we finally
successful in reaching an agreement with Litton to reopen the ship-
yard. We agreed to have two separate contracts and that there
would be two separate shipyards, but we kept the right to dovetail
seniority so, if a person was laid off in either shipyard, he could ex-
ercise his seniority rights at either the East Bank or West Bank.
The unions have all along maintained that complete separation of
East Bank and West Bank is not efficient and Litton cannot produce
ships with a dual system. But Litton wanted to try-and try they
did.

From the time the unions signed the contract recognizing two sep-
arate yards, production on the West Bank went from bad to worse.
Finally, business agents of most of the local unions in Pascagoula
asked me to contact company officials and let them know of the de-
plorable conditions in the new shipyard. I did this.

REORGANIZATION OF SHIPYARD

I met with Mr. Fred O'Green, who is now President of Litton in
Pascagoula, Mississippi, and told him I felt the company must do
something very soon or the shipyard would be completely destroyed
by mismanagement. M~r. O'Green seemed to agree. About two weeks
after our meeting, Litton decided to no longer have two shipyards;
they put Mr. Ned Marindino in charge of both the East Bank and
West Bank yards. The unions have applauded this decision. We feel
the "Shipyard of the Future" cannot possibly work without having
experienced ship builders-not only running the yard but working
in it to produce ships.
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Mr. Marindino is the past president of the old shipyard and his
record was outstanding. He took over the shipyard when it was los-
ing money; he put it in the black and delivered ships on time. In
doing so, he has earned the confidence and respect of most of the
union leadership in Pascagoula, Mississippi. He is truthful and,
when he tells you he intends to do something, you know it will hap-
pen. I am not saying all of our problems are solved in Pascagoula
-we will surely have many problems down the road-but I do say
to this Committee I feel under the leadership of Mr. Marindino the
new shipyard has turned the corner and will be able to produce the
DDs on schedule. I firmly believe from the conversations I have had
with the workers in the yard and with union representatives in Pas-
cagoula that the new yard will produce the LHA on the revised
timetable they have with the Navy.

The new yard has some of the finest facilities I have ever seen
and, with their decision to let people with shipbuilding experience
"do their thing," they will surely be able to produce on time all of
these ships.

With the proper management at the Pascagoula shipyards, Pasca-
goula can truly be the "Shipbuilding Capital of This Country."

Thank you.

MANAGEMENT INSISTED ON TWO SEPARATE YARDS

Chairman PROXNEIRE. Thank you very much, Mr. Girardot. You
might, if you want to, refer to the chart you placed up there which,
I understand, you might want to use in responding to questions.

I get the feeling listening to your testimony there was a great deal
of practical knowledge which the shipworkers had and which they
wanted very much to impart to the management but which the man-
agement was very reluctant to accept or to consider. When finally
they did, as you tell us, on one very important decision, that is to
merge the two shipyards, the East and the West yards, it has
turned out to be a good decision, one that the workers have been
urging, the union has been urging for some time.

Wlhy, in your view, was the management so reluctant to listen to
the advice of the union and why did they resist this, what appears
to be now an obvious and good move?

Mr. GIRARDOT. Well, Senator, in the very beginning, of course, you
understand, that the company talked the unions into a 5-year con-
tract with practically no money by saying that if we didn't sign this
contract then they would not build this yard in Pascagoula, that this
yard would have been built somewhere in Florida-I think it was
Tampa they indicated.

Chairman PROXM3IRE. Let me just get back to, you say a 5-year
contract, practically no increase. Can you tell us how much of an in-
crease was it arithmetically?

Mr. GIRARDOT. Right off the bat I canlt.
Chairman PRoxINEIR. Was it three, four percent a year? Less than

that?
Mr. O'DoNOGH-UE. It was less than that; I think it was eleven, ten,

eight-seven and eight cents.
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Chairman PROXMIRE. An hour, is that it?
Mr. O'DoNoGHoE. It was in that area.
Chairman PROXMIRE. It would amount to a one or two percent in-

crease.
Mr. GIRARDOT. We have a copy of those contracts here and if you

want them, we will be glad to submit them to put them into the rec-
ord.

But getting back to the problem of not wanting East Bank peo-
ple, when they first started up the shipyard we had conversation
with management which, by the way, was totally new management
-you understand, they completely separated these shipyards, they
no longer decided it would be feasible to do as they told the unions
in the beginning; that is, to keep it as one big happy family. There-
fore, they had people who were not familiar with our organization,
and I guess they didn't want to be familiar with our organization
nor the people on the East Bank, because their comments to us were,
well, they needed people who did not have the old ideas entrenched
in their minds. In other words, they were not brainwashed with the
old system of building ships. They needed new people so they could
train them in this new theorv of module construction.

Chairman PROXMIRE. I see.
Do you believe the existence of the two separate yards did result

in higher costs and delays?
Mr. GIRARDOT. Oh, there is no question about it. Had they used the

skills they have on the East Side of the river they certainly would
have had some problems. There is no question about it, because it is
new concept, and a concept that we like; they just simply didn't have
the people who had the skill and knowledge of how to build a ship.

ORDERS TO CUT SHIP IN HALF

Chairman PROXMIRE. Aside from the independence of the two
yards and the obvious lack of competence on the part of the people
in the new West Bank, what were some of the other management,
poor management examples?

Mr. GIRARDOT. Well, I think to illustrate one, it is sort of sad, pa-
thetic, but yet rather funny, as you can see on this drawing-by the
way, this is a picture of a LHA, the last one down here. Let me
point to it. This is what they called the integration area in this ship-
yard. This is the module assembly area where they supposedly put
these things together in pieces.

During all of the litigation we had with the company, they had
started to build their first ship which was a containerized ship for
the Farrell Line and they had a number of problems with this ship,
and the fellow who was over the whole yard was a chap by the
name of Barney LeBlanc, who was the works manager or the pro-
duction manager of this shipyard. He was in charge of this whole
thing, and he was so upset and, by the way, he is an old ship-
builder; he came from National Steel and-I think at San Diego,
California, and-knew his business but he was so upset with this
whole new system because he just couldn't seem to get the bugs out
of it and get it to work, that he decided to build one ship in one



1929

piece just like the one we called Farrell II. I think it is called 1181,
Hull 1181, which is a Farrell containerized ship. So instead of start-
ing it up here and start building it, moving it down on these rails,
he put it together here all in one piece, and we found out during tes-
timony during one of these unfair labor hearings the company did
not know what he was doing. Therefore, when they found out about
it. that is, when the California management found out about it, they
came down and actually made him cut the ship in two so they would
have the module construction, and-

Chairman PROXMIRE. Wait, you say that he constructed the ship
in one piece.

Mr. GIRARDOT. Yes, they started
Chairman PROxMIrE. And then in order to say it was modular

construction they actually sawed it in half ?
Mr. GIRARDOT. Yes, sir, they started, it had all the inner bottom,

the keel, and the inner bottom is, I suppose, as high as this room,
but where they cut it in two it was not this high, it was probably as
high as the seal up there, and they actually took the torch and cut it
in two and moved it from about this table up there.

Chairman PROXmIRE. Then they had to put it back together again.
Mr. GIRARDOT. Yes, but it was module construction at that point.

[Laughter.]
Chairman PRoxmiRE. One thing about this, I am sure it would fit

back together again.
Mr. GIRARDOT. No question about that.

PROBLEMS WITH MODULAR CONSTRUCTION

Chairman PROXMIRE. I understand you had some trouble with
some of the others where they wouldn't.

Mr. GIRARDOT. They had some difficulties, yes.
Chairman PRoxmiRE. Well, I think that illustrates the problems

that have been experienced with the modular construction concept.
But the idea seems to work in other countries, as Mr. Rule indicated,
and it works here in other industries, and it has been, it seems like,
a good new idea. It has a great deal of appeal for all of us.

Mr. RULE. May I comment on that, Senator?
Chairman PROXMIRE. I will come to you in just a minute. I just

want to ask Mr. Girardot, what is there about the new procedure
that makes it hard to implement so far as the west bank is con-
cerned? But did you want to correct my reference-I thought you
did say this had worked in Japan and other countries.

Mr. RULE. Yes, but I did not say, Senator, why it is pretty well
agreed that this modular type construction will not work in war-
ships.

Chairman PROXMIRE. Warships?
Mr. RULE. Warships.
Chairman PROXMLRE. I see. Does it work in other countries in

warships or does it work on-
Mr. RULE. No, sir.
Chairman PROXMIRE [continuing]. Primarily containerized ships.
Mr. RULE. Commercial vessels.

95-328-73-21
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Chairman PROXzniRE. Commercial vessels.
Mr. RULE. Where the specification is almost 100 percent frozen. In

warships we are constantly making changes in what goes into that
ship.

Chairman PRoxlirRE. And they are immensely complex, are they
not?

Mr. RuLE. Sir.
Chairman PRoXMinx.. They are far more complex, by and large?
Mr. RIME. Yes.
Chairman PROXMIRE. Wiring systems and so forth.
Mr. RurLE. Yes, sir, because we are making changes. You see, you

have to remember one thing in a warship. Unless you are going to
prototype a complete whole ship and see how the whole thillns
works, unless you do that, there is always concurrent engineering de-
-elopment and production in building ships, warships.

Chairman PROXNiiRE. Is this because it takes a number of years
and the technology is improving all the time?

Mr. RULE. And it is, and we want to grind these changes in as we
go along, and there is nothing that will screw up a modular con-
struction type of operation more than changes, which we bore them
in. That is the difference between modular construction of commer-
cial ships where the specification is frozen.

Chairman PROXMjIRE. Do you concur in that, Mr. Girardot?
Mr. GIRAiRDOT. No, I don't, Senator. I think the basic concept of the

yard is an excellent concept. I think the problem that Litton ran
into is they tried to produce much too soon. They should have taken
their time and worked the problems out. You have to understand
this is very complex. For example

Chairman PROXMIRE. Mr. Rule raises the fundamental point that
because of the changes, because the technology is changing all the
time, and the whole concept of a modular ship is that you get the
component parts and that is it, you can't very well change the parts;
you can't send them back to the factory and exchange them, and
then you put them together.

On the other hand, if you are building a ship in one piece, it
would be possible to make the changes, to adapt to the new technol-
ogy as it develops.

Mr. GIRARDOT. Well, of course, you see I have no idea what the
Navy has in plans or has planned for the 30 destroyers, but I would
assume they would be just about the same ship. They wouldn't be
changing the concept of this ship from one destroyer to the other.

When you start talking about 30 ships all the same, without these
changes, and that is, the same ship rolling down at all times, there is
no reason why that yard can't produce and produce efficiently for
the Navy and this country.

Chairman PRoxmiaRi. Then I don't see any difference. If you are
talking about 30 ships all the same. Mr. Rule is not talking about-
he was talking about ships that change constantly.

Mr. GIRARDOT. Well, I agree you couldn't-
Chairman PROXMIIRE. You could use both of these, the east and

west banks, they both have their function. The east bank I take it
for the warships and the west bank perhaps for commercial ships
and possibly some ships that the Government might want if they are
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sufficiently standard and not subject to constant technological im-
provement as we go along.

Mr. GIRARDOT. Well, I think the original concept would be the east
bank, which is the old shipyard, would be a nuclear yard. It would
build nuclear submarines or whatever else nuclear, and the west
bank would be nonnuclear.

Now, the way it was explained to me, the new yard must build at
least five of one type ship or more before it can be efficient. I guess
the reason for this is, you have five as the learning curve, and then
you go, once it gets beyond that number. Then supposedly they have
all these bugs worked out and are supposed to move it right on
through even if it is a Navy destroyer or a containerized ship or
whatever.

Chairman PRox.rIrE. So when you get five or below, which is the
number we are concerned with here, it is a problem.

Mr. RuLiE. These changes that I speak of, Senator, they don't re-
sult in the 963 case, they won't result in 30 different ships. If we de-
cide on a change we retrofit the ships that are already gone so we
try to standardize these things. But there are changes.

We had a contract with National Steel to build 17 LHT's, I think,
and they came up with this modular construction idea. They thought
it was a relatively simple ship and they had the Navy out there and
the Navy went out and was just overjoyed at this new concept, and
National Steel, and I am sure Litton, the same way, if you could
ever do this you could cut costs.

National Steel proposed and got this contract hoping to save the
Government money and hoping to make money.

Well, the fact was that when they started down this line we put in
over 200 changes, and it just wrecked the whole modular construc-
tion concept. They had to scrap it and go back to what they call
plate type.

Chairman PROXmrRE. Two hundred changes is not a great many, is
it? I mean it is typical that you have that many changes, sometimes
more; is that right?

Mr. RuLE. I cannot tell you the number of changes that are stand-
ard.

Chairman PROXMIRE. At any rate they are a sufficient number so
you think it would be ill-advised to proceed with modular construc-
tion on warships. You still stand by your original generalization; is
that correct?

Mr. RuLE. That is right. And in submarines, for example, it is set
right out in a book. They extend whatever the contract price is, that
price will be 16 percent more for changes, they recognize this histor-
ically. They know there are going to be changes that will amount to
X number of dollars over and above the contract price.

Chairman PROXMirRE. My time is up.

SHIPBUILDING LABOR COSTS

Representative CONABLE. I have only one question. I don't know
much about shipbuilding, Mr. Girardot, but what percentage of the
cost of a ship is labor generally? If you look at the operation of a
school, for instance, 75 percent of the cost of that is personnel cost.
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Obviously it is going to be a lower percentage in shipbuilding be-

cause there you are not providing a service, you are creating some-
thing in which the materials are very significant in cost.

Does your union have any figures about how much of the cost of

shipbuilding is labor?
MIr. GIRARiDOT. Percentagewise, no, sir; I just wouldn't be compe-

tent to say on that. I can say, of course, one of the problems down

there is the low rates, and the average, taking all into considera-
tion, of course, there are some higher and lower, but the average

rate for a shipyard worker in that area is in the neighborhood of
$3.70 an hour.

Representative CONABLE. And that is lower than it is in other

parts of the country.
Mr. GIRARDOT. Yes, sir.
Representative CONABLE. So that was presumably something that

was counted on in the bid they gave. Well, your labor costs have

stayed pretty constant, haven't they? You mentioned some modest
increases.

Mr. GIRARDOT. Well, we, when we finally separated the two ship-

yards, we were finally successful in breaking the 5-year agreement. I

say "breaking," the company agreed to do away, after we had all of

the trouble on the West Bank, and at that point, we negotiated in-

creases, fairly decent increases, for the workers but it still left them

a long way behind. As an example, they say a. journeyman machinist
prior to our negotiations was making $3.62 an hour, which is a little

ridiculous for a journeyman machinist. We have been able to bring
that person now up to $4-as of this date $4.30 an hour-but that is
still a great deal behind.

You have to understand in a shipyard you are competing with

construction type people. It can't be classed necessarily as industry.
This is construction, craft type folks. So in a ship construction, you

have to compete with a pipefitter, for example, who can be making
$6.50 to $7 an hour on the outside and on the inside he would be mak-
ing $4.30 an hour.

Representative CONATILE. That is all, Mr. Chairman.
Mr. RuLE. I think, Congressman, one interesting comparison of

figures I have been given between commercial ships and warships, in

the erection of the hull, the steel of a warship amounts to 20 percent

of the total cost, and 80 percent is inside, what goes inside that hull.
Now, the commercial vessels are exactly the opposite. Eighty per-

cent of the cost of a tanker or something like that is in the steel in

the hull, and only 20 percent inside. It is just the reverse.
Representative CONABLE. I suspect that is true for airplanes, too,

isn't it, to a substantial extent nowadays? Certainly the F-111 has

the most remarkable electronics system and so forth.
Mr. RuLE. Not the F-l11B.
Representative CONABLE. You know more about that than I do,

sir.
Chairman PROxMIRE. I understand that wage rates for workers at

Litton's shipyards are lower than the rates that prevail in nearby

yards and in other yards around the country. Give us some examples

of wage rates and comparisons with other yards, and tell us whether
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the low rates at Litton have contributed to more turnover and ulti-
mately higher costs in spite of savings on wages.

Mr. GIRARDOT. Yes. Of course, one of your problems down there
are your rates and again you have to go back to the 1967 negotia-
tions.

Chairman PROX-IIRE. Let me say what I am getting at. As I un-
derstand it, what happens is the Government comes in with the
training programs, like many other yards, the Government has
training programs, they train these fellows, the rates are low, and
once they get trained, they go somewhere else. 'Why should they
work for a lot less at Pascagoula when they can go to some other
place and get more, and there are many shipyards in this area. They
don't have to go that far.

LABOR TUR-NOVER

Mr. GIRARDOT. WVell, it doesn't even have to be a shipyard. Once
you get the skills necessary to build a ship, you can go anywhere, be-
cause some of your best craftsmen in the world work in shipyards,
they have to. You take welders. A nuclear welder, he has certifica-
tions as long as this table and he can get a job anywhere. So it is
not just the other shipyards in the area they have to compete with,
which they do. And, for example, in Mobile, Ala., there is Alabama
Dry Dock, but it is basically a repair yard. In New Orleans, which
is not far from there, is Avondale shipyard which is a rather large
shipyard, and they always manage to pay a few cents an hour more
than what Litton does. But it is so deep, the problem of turnover
there-for example, the transportation. Pascagoula is a little sleepy
seaport town that suddenly grew like from 20,000 to probably 40,000
already because there are an additional 12,000 new employees alone.
That is just employees in the new shipyard, so you have one main
highway down there and it takes 45 minutes to get out of the ship-
yard at times.

Housing is a tremendous problem that causes a turnover. Doctors,
if you move into Pascagoula and you get sick you had better not try
to find yourself a doctor because they are so full they are not about
to take you. You either have to go to the hospital as an emergency
patient or go to Mobile or Gulfport, one of the two.

Of course, in the training programs we have always tried to insist
with Litton they should have an indentured apprentice program
down there. We even have set up in the Pascagoula area

Chairman PROXMIRE. That would greatly reduce turnover, would
it not?

Mr. GIRARDOT. It certainly should reduce turnover because you
would have a constant program. But Litton has always said no to
this program. We have tried on many occasions to help them in
their recruiting. As a matter of fact, -we have set up what we call
IIRDI, Human Resource and Development Institute in Pascagoula,
and also a joint apprenticeship council in Pascagoula to try to help
recruit people for these programs that would stay in the area.

If I may give you somewhat of an indication, the company in the
beginning was going to be like California, Washington, and various
places trying to recruit shipyard workers to come to Pascagoula at



1934

the ridiculous rates they were paying there compared to the West
Coast rates, which were some 50 cents an hour below at that point
and they would spend, for example, on one weekend with the Los
Angeles Times $10,000, just one weekend, for help wanted ads,
which to me was a little ridiculous. They could take that money and
spend it in the yards and up their rates and they wouldn't have to
be trying to recruit in California, where they couldn't get anybody
anyhow.

STRIKES AT LITTON

Chairman PROXMTRE. You mentioned in your statement a 4-day
work stoppage followed by a 20-day lockout. We heard something
about it being responsible for the big delay in the shipbuilding. I
think the delays are almost 2 or 3 years now, at least the estimates
of the Navy, Litton claims there won't be that delay, but all you
talk about here is a 4-day work stoppage and a 20-day lockout.
What are the facts? In the first place was that the strike that has
been talked about?

Mir. GIRARDOT. Yes, it was the 4 days.
Chairman PROXMIRE. Have there been other strikes that have been

longer than that or slowdowns?
Mr. GII-XRDOT. There have not been any slowdowns. There was a

wildcat strike, that was mentioned in the Maritime report a year or
so before this lockout that we are talking about, by the operating en-
gineers.

Chairman PROXMIRE. How long did the wildcat strike last?
Mr. GIRARDOT. It was less than a week and it was on the East

Bank shipyard and it did impact the new yard, too; it was down for
a period of time.

Chairman PROXMIRE. What are the facts surrounding the 4-day
work stoppage, and why do you believe that Litton sought an excuse
to shut the yard down at that time?

Mr. GIRARDOT. This was at a time when Litton was hiring every-
body they could get and just filling the yard with numbers, don't
ask me why, but they had people standing around there. It was un-
believable, and the relationship with the unions at this point-

Chairman PROXMIRE. You mean standing around idle with noth-
ing to do?

Mr. GIRARDOT. Oh, yes, that was no real secret. In fact, the report
that was read earlier is part of that.

Chairman PROXMIRE. W1hat possible benefit could they get from
that?

Mr. GIRARDOT. Well, their claim to us was that they needed people,
and they were hiring them, no matter whether they had a job for
them to do or not, but they needed people. But I suspect most of it
was because of material control and the coordination of that yard.
They had just started up and they just really didn't have their coor-
dination together. And to go on and answer your question further,
this is at a time when we were having all this litigation, when the
company was trying to renege on the contract that they had with us,
and our attorneys had indicated to us that we stood a very good
chance of losing the shipyard, we would stand a chance of losing
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representing the employees, because of the contract the company
signed with us. At the time the company signed this contract they
said it was an accretion, and then when they decided to separate the
yards they said no, it wasn't an accretion. So the people were very,
very confused in the new shipyard as to whether they had a contract
or whether they didn't.

Now you have to understand during all this litigation just prior
to this work stoppage, the company, the official record of the NLRB
was telling us that they only had a partial contract, and that partial
contract amounted to a no-strike clause and a checkoff and few other
meaningless items, but they did not have a contract which had sen-
iority provisions nor had work jurisdiction provisions, and this sort
of thing. And even though the company had been living up to that
contract, up to this point, on most cases, even on the matter of work
assignments where we could file grievances and win them, they sud-
denly took a very hard position that they no longer were going to
live up to any of that contract.

Chairman PROXMIRE. Why did they do that?
Mr. GIRARDOT. Well, I can only give you my opinion, and my

opinion is they wanted the yard closed for a length of time, a period
of time, so they could get themselves straightened out, they could
get production control straightened out, they could get some of the
people out of the yard and start back up, like starting new again.

Chairman PROXMIRE. I see.
Mr. GiRARDOT. And try to get their production straightened out.

LABOR-MANAGEMENT PROBLEMS

Chairman PROXMtIRE. Have labor-mangement relations improved?
are they better now?

MLr. GIRAROT. Well, I say on the everyday handling of problems
in the yard with Mr. Marindino things have improved somewhat.
But the handling of labor relations as such with the current labor
relations director has not improved. As a matter of fact, these yards,
the merger of these yards happened in July, as I recall, and to this
date, although the union has been pressing the company to sit down
and get an agreement signed, taking care of the mergers, and get-
ting the apprentice programs taken care of, to this date we still do
not have any signed agreement, and that was six months ago that
these yards were merged. So in that respect I have to say they have
not changed.

Chairman PROXMIRE. Do you think a signed agreement would not
only benefit the workers and the union but would be of benefit in
providing a lower turnover, more stability, better workmanship and
would be therefore in the interests of both the company and the
government, is that right?

Mr. GIRARDoT. I certainly do. I think it would let everybody again
know where they are because now you start hearing rumbling again,
"Well, are we going to be in the same position as we were prior to
the separation of these yards? Is the company pretty soon going to
take their pick." You see we have two separate contracts, now the
yard is all one, same management, where people transfer back and
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forth. so the concern of the workers now is the company going to
take the pick of what they like out of the contract and say, "This is
what we are going to have to live by." So it certainly would be to
the advantage of everybody to get it in black and white, sit down
and understand what we

LACK OF PROGRESS ON LIIA CONTRACT

Chairman PROXMIRE. Mr. Rule, there has been talk about whether
Litton is in default of its contract. What I am concerned about in
Litton's argument is that the Navy has made a lot of changes in the
program that justifies their position.

Mr. RULE. Well, I have read that, I think, Mr. O'Green or some-
body was quoted as saying we made a hundred changes. As I say,
changes are normal in any shipbuilding contract. Whether they
should have been defaulted, of course, basic to that question is how
badly does the Navy need the ships. This is also basic in the Grum-
man contract. This is the basic point vwe have to think about, how
badly do we need the planes. I guess we need them badly enough
that we are going to help Grumman. But I sincerely hope if we do
it is under 85-804 and not just a bail out.

Chairman PROXMIRE. If they are going to help Grumman, and you
just congratulated the Navy, which I did, too, because I thought
their decision on Grumman was very courageous and a difficult deci-
sion to make and imperative if we are going to hold down costs in
the future and avoid a precedent which is going to cost millions, but
now you are telling me they are apparently going to help them.
What does that mean?

Mr. RULE. I am saying if we need some more F-14's after lot 5,
it does appear we are going to have to do something. They are essen-
tial to the national defense, but I should hope that we would go
down the road that Congress has provided for us, 85-804, and lay
everything out on the table.

Chairman PROXMIRE. I see.
Mr. RULE. Now, with respect specifically to your question on Lit-

ton and default, I personally think they should have been defaulted
a long time ago; that is my personal opinion. But that wouldn't
have gotten us the LHA's, you see.

Chairman PROXMIRE. You think they should have been defaulted
anyway and the LHA simply was not worth it, is that correct?

Mr. RULE. Well, there is a great deal of pressure by the Marine
Corps to get the LHA. They want some LHA's.

Chairman PROXMIRE. You said thev should have been defaulted
and that wouldn't get us the LHA and you are saving now then the
decision should have been made to sacrifice the LHA at least for the
time being, if necessary.

Mr. RULE. I am saying the position that Litton was in so far in
default on progress on that contract, I think they could have been
and should have been defaulted. But that would not have gotten the
Marines their LHA's, you see.

Chairman PROXMIRE. I see.
Mr. RULE. And it is not the sort of thing that you can take to an-

other yard and get finished.
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Chairman PRoxMRE. I understand that the DD 963 and F-14
contracts are the only two large contracts not to have been sent to
your office for clearance in a long time.

Mr. RULE. Say that again.

DD 963 AND F-14 NOT SENT TO RULE FOR CLEARANCE

Chairman PROXMIRE. That the DD 963 and the F-14 contracts
are the only two large contracts not to have been sent to your office
for clearance in a long time. Would these contracts, would they have
received clearance if they were sent to you, and if not, why not?

Mr. RFLE. Well, I would hope we would have been smart enough
had they been sent to my office for clearance, as they should have
been, I would have hoped that we would have been smart enough in
the case of the F-14 to recognize this buyin at $500 million, and
put such a clause in the contract that "if you get in financial trouble
the first $500 million is on you." I think we would have insisted
upon that.

With respect to the 963, I don't know what we would have done.
We were very much opposed to putting 30 ships in one yard, very
much opposed to it. Where we would have refused to approve that
contract on that ground I can only speculate, Senator.

Chairman PRoxMiRE. Can you give me a general picture now of
the status of shipbuilding claims now pending against the Navy?
You have testified about this matter before, but that was some time
ago. Can you bring us up to date on the status of some of the larger
claims, such as the Avondale and Lockheed claims, and the efforts in
the Navy to improve its procedures?

Mr. RJLE. I cannot give you an up to date picture on Navy ship-
building claims because again the secrecy that surrounds the han-
dling of those claims now certainly does not penetrate to where I sit.

LARGE CLAIMS STILL UNSETTLED

I would like to say that I am very unhappy with the fact that the
Lockheed claim that was negotiated for $62.5 million and the Avon-
dale claim which was negotiated for $73.5 million, I think, it is
pretty silly that the Navy hasn't made up its mind what to do with
those claims yet. The Avondale claim, as you know, was rejected by
the group that I headed in July 1971, and we are still sending teams
down to Avondale to try to get more information. We have allowed
the contractor to go back and resubmit a claim on a totally new
theory.

Now I just think there comes a time when we ought to make up
our mind whether the claim as presented by the contractor, and
amended many times, I just think there comes a time when the con-
tracting officer ought to say precisely what Admiral Rickover would
say. If he was handling the Lockheed claim and the Avondale claim,
he would have disposed of those a long time ago. He would have
made a decision, how much those claims were worth, paid the con-
tractors and let them go to the Armed Services Board of Contract
Appeals or to the court, he would have done it.



1938

Now for some reason or other, the Navy is not doing it. The Navy
sent teams back out to Lockheed to try to get more information.

Now, I just think that we are subject to criticism. I think we have
two wavs of settling claims, the Rickover way. He settles them if
thev have anything to do with nuclear, and then there is the other
way, the way they are being handled now and I do not think it is
right.

Chairman PRoxINIRE. Do you think the claims board is getting ad-
equate legal advice as to how to proceed on these claims?

Mr. RULE. Well, the Deputy General Counsel of the Navy Depart-
ment, Mr. Albert Stein, died a week ago, and 'Mr. Stein was counsel
for the group that I headed and he. was then counsel to the new
group that has been set up, and Mr. Stein, God bless his soul, and I
want to pay public tribute to him, he has been fighting with this
claims group now because they have been trying to railroad some of
these claims through, not asking his legal opinion, telling him not to
write his legal opinion and, finally, 'Mr. Stein wrote his legal opin-
ion in one of these cases and criticized the handling of these cases by
the present board. And I think the present board ought to be
changed. I think the present handling of claims by the Navy ought
to be changed.

Chairman PROX-MIRE. Is that legal opinion bv MNr. Stein available.
I wonder if we can get a copy of it to put into thle record.

Mr. RULE. He has written three of them, as a natter of fact.
Chairman PROXMIRE. Let's get that.
Mr. RULE. They are unclassified documents.
Chairman PROXMIRE. All right.

S-3A PROGRAM

Are you familiar with the S-3A contract. I understand the
S-3A is an aircraft, carrier based antisubmarine, being produced by
Lockheed, and it has been severely criticized by the House Appro-
priations Committee. Mr. Mahon expressed concern that Lockheed
may seek a bail out on that contract. Are you familiar with it?

Mr. RULE. I did not know that Mr. Malahon's committee had criti-
cized that program. That was a contract for, as you say, the S-3A,
and I distinctly remember, Senator Proxmire, that the GAO made a
thorough study of that contract and they issued a report in which
they said that the contract price and the terms of the contract, that
it was a tight price, but that they thought it was a good contract.

Now, Litton or rather Lockheed, I know, for a fact, is trying to
fall in line behind Grumman and they were waiting to see what we
would do on lot 5, and I am sure that they want some of these op-
tion maximum prices, I think they want those changed, not because
they are losing money but because they just want them changed on
the theory that it is total package procurement or something like
that.

Chairman PROXMIRE. As I understand it, Chairman Mahon, his
defense appropriations subcommittee, stated earlier this year that
they had already experienced a loss of confidence, is the way they put
it, in the S-3A program. They noted the cost of the S-3A pro-
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gram jumped $225 million in its projected cost during the past year
and it is already being funded at ceiling despite the fact that devel-
opment is not complete.

He noted that Lockheed has already requested an increase in
S-3A progress payments from the 80 percent rate provided in the
contract to a rate of 90 percent.

I wonder how serious the Lockheed cash flow problem is under
this program and whether the Navy has made any changes in the
progress payment situation to alleviate its cash flow problem.

Mr. RULE. I didn't know that, but I don't see anything particu-
larly wrong with the requesting progress payments being increased
from 80 to 90 if that would help a contractor's cash flow.

Chairman ProxiuIRE. Mr. Mahon also expressed the belief that the
Navy was hiding the real extent of cost increases on this program
by understating the projected cost of spares and support items that
will be required. Do you know whether this is true?

Mr. RULE. I have not heard that and I have no knowledge
whether it is true or not. I thought the S-3A program was in good
shape.

Chairman PROXMIRE1. At any rate, if we bail out Grumman and
Litton on the F-14 and LHA. do you see any way that we could re-
fuse such a bailout to Lockheed on the S-3A?

Mr. RuLE. No; I sure don't.

TOTAL PACKAGE PROCUREMENT

Chairman PROXMIRE. I would like to ask you something more spe-
cific about the total package procurement contract and how manv
such contracts we still have outstanding at this point, because it
seems to me that this is something that can come to haunt us in a
big way unless we nail it down as to just what it amounts to. You
are an expert on procurement problems, exactly what is a total pack-
age procurement contract? How many such contracts do we still
have outstanding at this point, and apart from the F-14 and
LHA?

Mr. RrLE. That was the only question I hoped to hell you wouldn't
ask me.

You know the Navy has always contended, and I can show you
testimony by admirals

Chairman PROXMIIRE. Let me just ask on this before you go
ahead-

Mr. RuLE. They testified the Navy has never had a total package
procurement really. Now I know that the FDL contract was killed
by Congress, that was to be total package procurement.

Chairman PRoxMLRE. FDL is what?
Mr. RuLE. That was the program for the ships that would be sta-

tioned all over the world.
Chairman PROXMMRE. It stands for fast deployment logistics.
Mr. RuLE. That is right. It was that contract that was supposed

to go to Litton too, but you remember Senator Russell killed it in
the Senate. But that was total package procurement.

Chairman PROXMImE. Let me say what I understand and then
maybe you can tell me whether you have anything that will fit this
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definition. I always though the basic concept was a contract which
set an overall ceiling price for both the development and production
phases of a program.

Mr. RULE. And maintenance.
Chairman PROXMIRE. Maintenance.
Mr. RULE. Maintenance and maintainability throughout the life.
Chairman PROXMIRE. That would apply to the F-14 and LHA

program, would it not?
Mr. RuLE. No; I don't think so.
Chairman PROXMIRE. Why not?
Mr. RuLE. No, sir. I do not believe that we have asked Grumman

to give us a price that maintains these F-14's, all maintenance in-
cluding training for the life of those planes. I do not believe that
that is total package procurement.

Chairman PROXMIRE. Well then, you are saying that you have to
have the maintenance and the spares as part of the ceiling price.

Mr. RULE. Yes, sir.
Chairman PROXMIRE. In order to make it a total package pro-

curement program.
Mr. RuLE. That is exactly right. What they don't like about the

F-14 contract is these out year priced options as distinguished from
total package procurement. DOD Directive 5000.1 says that you
don't get priced options in a contract where you are developing
something.

Representative CONABLE. Excuse me, may I interrupt here. Aren't
you unnecessarily limiting the nature of total package procurement
when you say that the concept has been generally, I thought, that you
made a contract for research, development and production.

Mr. RILE. That is right, plus.
Representative CONABLE. There are other things necessary?
Mir. RuLE. Plus.
Representative CONABLE. But haven't we used that concept to one

degree or another in the past in the interests of trying to shorten the
time span, and the big problem was that we really didn't know what
bugs we were going to run into in the course of the research before
we went into the development. We didn't know about the problems
we would run into in development before we went into construction
and, therefore, we found difficulties developing in the course of the
contract. Now isn't that concept one that was used to one degree or
another in a wide number of ways, and wouldn't you be unnecessar-
ily limiting the idea of its applicability if you said it was not a
total package concept unless it included maintenance as well?

Mr. RuILE. I was thinking in terms, Mr. Conable of a pure total
package, what you describe as development and production that is
certainly a form of total package.

Representative CONABLE. Yes.
Mr. RuLE. And I personally am not too opposed to it.
Representative CONABLE. Are we still doing that to any degree?
Mr. RULE. Well, no, 5000.1 says don't do that. 5000.1 says you

don't now make a contract with a man to develop something and at
that same time make his contract price or a contract price include
production options. It seems to me that when you have two or three
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of these companies in this country in a competitive situation bidding
for the development, that that is-I don't see anything wrong with
asking them at that time to give us maximum prices for 1 or 2 or 3
years of production.

Now, I am opposed to the seven or eight options running out 7 or
8 years, because I just don't think it is fair to the contractors. We
can make it fairer by giving them escalation in those out years, but
while they are in competition, to have them give us maximum price
options for 1 or 2 or 3 years of production, I personally see nothing
wrong with it.

Chairman PROXMIRE. You see what concerns me is that you may
not call it total package procurement, and it is not, it is not, but we
do have fixed ceiling targets and prices on production and perhaps
maintenance but not on parts or on production, at least.

When we have that we have that on the S-3A, I guess, do we not?
Mr. RJLE. Yes, and we just-
Chairman PROXIIRE. And that is under the Packard program,

that is a new procurement, is it not? You see what I am driving
at-

Mr. RuILE. No, sir, that predated the Packard.
Chairman PROXMIRE. Did it predate Packard?

BAILOUTS MAY ESTABLISH PRECEDENT

Mr. RuTLE. Yes, sir. We just settled in our office the price of option
No. 3 on the S-3A, and the price that was negotiated was less than
the maximum price that they proposed when they got the contract.

Chairman PROXMIRE. Well, what I am getting at is this: If we
blithely rewrite the F-14 and the Litton contracts, LHA and F-14,
aren't we setting a bad precedent in spite of the fact that there are
no more total package procurements. It is one thing to say the total
package procurement is a thing of the past and, therefore, we are
not establishing a precedent if we settle these things, we still do
have fixed ceilings and targets and, for that reason, if they bail out
Grumman and Litton, the precedents will be unavoidable.

Mr. RuLE. Well, the gut issue there, Senator, is that these compa-
nies and their lawyers are-have embarked on a real program, in my
opinion, of trying to make the provisions of 5000.1 retroactive. That
is the gut issue. Packard has said you won't do it any more, so these
companies who entered into these contracts with their eyes wide open,
they now want this prohibition retroactive.

Chairman PROXAIRE. Well, you say that Grumman's problems
with the F-14 is the tight ceilings on the outer lots.

Mr. RULE. I didn't say that, Senator.
Chairman PROXMIRE. You didn't?
Mr. RuLE. I said their problem was the $500 million buyin.
Chairman PROXMIRE. Let me ask this, isn't it true when Grumman

reduced its bid by $474 million, $500 million, it voluntarily reduced
its ceiling on the outer lots from 125 to 120 percent of target?

Mr. RuLE. No, sir, I think as part of the 500 million reduction
they reduced their ceiling from 130 to 123 percent. I think that is the
fact, their ceiling on the entire contract.
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Chairman PROXMIRE. Then the figures are different by the princi-
ple

Mir. RULE. From 130 to 123 total ceiling reduction. That was
part of the $500 million.

Chairman PROXMIRE. Well, isn't that part of the problem then
that they did reduce the ceiling at the same time they cut the price
by $500 million?

Mr. RULE. Well, they didn't pick $500 million out of the air, the
$500 million, and there is a letter to this effect they sent in; it is
made up, as I understand it, I have not seen this letter, it is made
up of this reduction in ceiling, about $150 million reduction of their
subcontract prices. And the balance was in expected savings and ef-
ficiency and overhead.

Chairman PROXMIRE. I want to thank both of you gentlemen very,
much. I think we. have gotten a great deal of very helpful informa-
tion so far as this Senator is concerned and the subcommittee. We
have a record that is going to be helpful to us in the future. And,
Mr. Girardot, you made a fine statement, most helpful. I think too
many of us ignore labor and are likely to consider it nothing but a
cost and a help to get reelected when elections come around, and not
because they have helpful and stimulating ideas that help keep costs
down and serve the Government.

Mr. Rule, you are the most unusual and frank public servant who
comes before this subcommittee, in my experience. We disagree on
some things, which is of course inevitable, but I have the greatest
admiration and respect for your courage and your capacity to stay
in your job although you speak your mind. I don't know how you
do it. Ernie Fitzgerald, who was here a few minutes ago, I think
could learn a lot from you.

Mr. RUILE. I have one request to make, Senator. I doubt if I am
going to be asked to come up and testify again.

Chairman PROXMIRE. You will be asked, I don't know if they will
allow you.

Mr. RULE. That is right. But if you ever invite me again please
don't write the letter "Dear Gordon" and sign it "Bill." [Laughter.]

Chairman PROXMIRE. From now on, listen, "Mr. Rule", and signed
"Chairman Proxmire."

Mr. RULE. I mean, I have never-
Chairman PROXMIRE. I understand.
Mr. RULE. I have never talked to you outside the hearing room.
Chairman PROXMIRE. That is correct.
Mr. RuLE. But, gee, you would think we were, you know what,

buddies. [Laughter.]
Chairman PROXMIRE. Well, I would be proud to have you as a

bosom buddy, I must say, although we have never, that is right, we
have never had any kind of association outside of the public hear-
ing.

Mr. RULE. So don't give me that kind of help.
Representative CONABLE. The point is you may want to have him

..as a bosom buddy but he may not want it the. other way.
[Laughter.]

Chairman PROXMIRE. I am sure this is so.
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Thank you, gentlemen. Mr. Conable said you wouldn't want me as
a bosom buddy only from the standpoint of job security.

Tomorrow we will meet in this room at 10 p.m. to hear testimony
from Commissioner Phillip A. Loomis, Jr., a member of the SEC.
Perhaps he is the new chairman, Casey is the chairman now.

We also invited Assistant Secretary Charles Ill of the Navy, but
he apparently will not appear, although I am not yet sure why Mr.
Ill has declined to appear.

Mr. E. Clinton Towl of Grumman, as I announced yesterday, has
also declined to appear.

We hope to schedule Mr. Ill and Mr. Towl for a later time.
[Whereupon, at 12:15 p.m., the subcommittee recessed, to recon-

vene at 10 a.m., Wednesday, December 20,1972.]
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The subcommittee met., pursuant to recess, at 10: 05 a.m. in room

4221, Dirksen Senate Office Building, Hon. William Proxmire
(chairman of the subcommittee) presiding.

Present: Senator Proxmire.
Also present: Loughlin F. McHugh, senior economist; Ross F.

Hamachek and Richard F. Kaufman, economists; Michael J. Runde,
administrative assistant; George D. IKrumbhaar, Jr., minority coun-
sel; and Walter B. Laessig, minority counsel.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The subcommittee will come to order.
The subcommittee had originally planned to devote this morning

to an examination of the current status of the Navy's F-14 pro-
gram. Toward that end, invitations to testify were sent to Admiral
Zumwalt, Chief of Naval Operations, to Admiral Snead, the F-14
Program Manager, and to Mr. E. Clinton Towl, chairman of the
board of Grumman Aerospace Corporation.

None of these invited witnesses are with us here today. Mr. Towl
replied that in his opinion "Grumman witnesses would have nothing
to add to the information which will presumably be provided * * *
by the Navy." And the Navy, for its part, indicated that it had no
original information to provide, citing the "vital contractual nego-
tiations" now underway on the F-14 program and expressing the
belief that "public testimony could have a serious effect on these
very sensitive negotiations at this time."

I am deeply touched by the abseirce of Grumman and Navy wit-
nesses on these grounds this morning. Grumman's willingness to
allow the Navy to present the company's case is indeed ironic in
light of the long-standing dispute between the two parties regarding
virtually all aspects of the F-14 contract. If the Navy and Grum-
man do see eye to eye on the F-14 at this point, why is the com-
pany investing its scarce dollars in full-page newspaper ads de-
nouncing the Navy's recent exercise of the Lot VF-14 option. And
why, if the company is convinced of the merits of the arguments
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presented in those ads, does it refuse to discuss them free of charge
in an open public forum?

LDo they fear cross examination on their charges? As for the
Navy, its statement that "vital contractual negotiations" are now un-
derway on the F-14 program casts grave doubt on the sincerity of
its professed intention to hold Grumman to the terms of its present
contract.

The Navy has indicated a willingness to testify on the F-14 pro-
gram at some later point in time. But the important question, of
course, is when. It will do no good if that Navy testimony comes so
late that its only purpose will be to afford the American taxpayer a
ground level view of the truck which has just run him over.

Accordingly, I am writing today to Navy Secretary John Warner
to seek a clarification of the Navy's position regarding testimony to
this Subcommittee on the F-14 program. In my letter, I propose to
ask Mr. Warner these questions:

First, does the Navy's statement that "vital contractual negotia-
tions" are now underway on the F-14 program constitute an aban-
donment of its position that it intends to hold Grumman to its pres-
ent contract?

Second, even if such negotiations are, in fact, taking place, in
what specific way could public testimony on the problems confront-
ing the F-14 program seriously affect the options open to the Navy
in those negotiations? I intend to assure Mr. Warner that I would
be perfectly willing to treat as "off limits" any specific subject area
the public discussions of which could be demonstrated to restrict the
Navy's options.

And third, is the Navy willing to commit itself now to appear be-
fore this Subcommittee to discuss the F-14 program before, rather
than after, any action is taken which would relieve Grumman from
its obligations under its present contract for production of the
F-14?

I believe that Secretary Warner's answers to these questions will
provide ample evidence of the Navy's commitment to the "taxpayer's
right to know" of which Mr. Gordon Rule spoke so eloquently at
yesterday's hearing of the Subcommittee.

I am also disturbed by the absence of Assistant Secretary Charles
Ill from this morning's hearing. When the Navy informed us that
the admirals we invited to testify on the F-14 and LHA programs
would not appear to discuss those programs in public because of the
"vital contractual negotiations" taking place, we invited Mr. Rule
and Mr. Ill to testify instead on the general question, I stress the
general question, of Navy procurement practices and policies. We
did not ask these two witnesses to comment specifically on the F-14
or the LHA.

Mr. Rule, of course, appeared yesterday in his capacity as Direc-
tor, Procurement Control and Clearance Section, Navy Material
Command. But now I have received a letter from the Navy stating
that Mr. Ill will not appear because in view of the "contractual ne-
gotiations" that are taking place, "it is deemed inappropriate for
any Navy witness" to testify at the present time.
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This is a most puzzling and inconsistent policy. We ask Mr. Rule,
a Navy official, to testify on general procurement matters, and he is
given permission to appear. We ask Mr. Ill, a Navy official, to tes-
tify, not on any specific programs, but also on general procurement
matters, and the reply is that he cannot because of the "contractual
negotiations."

Further, according to the letter I received yesterday, it is deemed
inappropriate for any Navy witness to testify at this time.

Yet, the Navy permitted Mlr. Rule to testify. We were not in-
formed that it was deemed inappropriate for him to testify. If it
was not inappropriate for Mr. Rule to testify, why would it be inap-
propriate for Mr. Ill to testify; and I repeat, Mr. Ill was not in-
vited to talk about the F-14, the LHA, or any specific program.

But this dark cloud does have a silver lining. The refusal of other
witnesses who have appeared means that we can concentrate on a
critical and badly neglected element of our defense contracting prob-
lem: the plight of stockholders of defense firms present and future.

There are hundreds of thousands of these stockholders and in
some cases they have invested all of their savings in firms for which
defense contracts are critical to future earnings, and the future price
of the stock of these corporations.

Disclosure of the consequences of these contractors' experiences
with the Defense Department has been critically inadequate.
Through stockholder ignorance, serious losses have been suffered. Al-
most 40 years ago Congress created the Security and Exchange
Commission with one primary purpose and that was to require dis-
closure of the activities of corporations that would be sufficiently
complete to enable stockholders to make prudent and informed in-
vestments.

In the case of defense contractors it does not seem, in the judg-
ment of this Senator, that the SEC has done its job.

The purpose of our requesting testimony by the SEC this morning
is to determine what we can do to achieve this more comprehensive
disclosure so vital to the protection of investors and those firms that
have defense contracts.

I want to thank Mr. Loomis for appearing, you are a brave soul
or a foolish soul but, at any rate, you are appearing, and I think
you are a fine Commissioner. As you know, I have great respect and
admiration for your ability. You have appeared before the Senate
Banking Committee, of which I have been a member for 15 years,
many times as a staff member as well as Commissioner and I was
delighted to see your appointment because I think it represents the
kind of appointment we should have, men with great experience in
the field and in the agency rising to the top.

We have asked you, Mr. Loomis, to discuss the matter of full dis-
closure by defense contractors in annual reports and other submis-
sions of the SEC. Will you come forward? You have a good pre-
pared statement. We would appreciate it if you could keep it to 10
or 15 minutes and then we will have questions.

Mr. LooMIs. Thank you.
Chairman PROXMIRE. Go right ahead, Mr. Loomis.
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STATEMENT OF HON. PHILIP A. LOOMIS, JR., COMMISSIONER,
SECURITIES AND EXCHANGE COMMISSION, ACCOMPANIED BY
JOHN C. BURTON, CHIEF ACCOUNTANT, AND ANDREW STEFFAN,
CHIT FINANCIAL ANAYST

Mr. LooMIs. Mr. Chairman-
Chairman PROXIAIRE. Identify the distinguished gentlemen who

are with you.
Mr. LooMIs. Yes, Mr. Chairman, I am pleased to be here. I am ac-

companied on my right by Mr. John C. Burton, the Chief Account-
ant of the Commission; and on my left by Mr. Andrew Steffan, the
Chief Financial Analyst of the Commission.

I intend, particularly in responding to your questions, to reply on
them to a considerable extent because many of these problems are
problems of accounting or of improvement of disclosure based often
on engineering considerations and financial analysis considerations,
and I am either an accountant nor financial analyst. My back-
ground is legal, and I was appointed to the Commission after many
of the developments with which you are concerned had occurred.

I have a prepared statement which I shall summarize briefly. It
covers about three primary subjects. First, the nature of the report-
ing requirements and disclosure requirements which the Commission
has, that is, the types of things with respect to which disclosure is
called for.

Secondly, I want to discuss briefly the role of the Commission in
connection with the disclosures that come before it. I will discuss a
number of changes in the reporting system that the commission is
proposing or which it is considering which might have an impact on
defense contacting.

The Commission's disclosure requirements apply, of course, across
the whole segment of American industry, many thousands of compa-
nies, and they are not tailored to the peculiar problems of defense
contracting, maybe they are not tailored at all to these problems,
which until in relatively recent years did not seem to bulk so large
from the disclosure viewpoint. So long as the Government relied to
a large degree on cost plus fixed fee contracts, the disclosure prob-
lems were not insuperable and the accounting profession addressed
itself to them. The new concepts of contracting have led to uncer-
tainties which have changed that picture.

Since 1969 the Commission has required segmented disclosure by
lines of business. This is of increasing importance in view of the di-
versification of American enterprise. It has also an impact on defense
contracting, particularly where the company involved is engaged in
several different defense programs or is a diversified company doing
defense contracting as well as other lines of business, and getting
segmented reporting prevents disclosures concerning defense con-
tracting from getting buried in disclosure concerning some other
business.

Another thing which the Commission has done in this same pe-
riod, somewhat more recently, is to revamp entirely the system of
periodic and annual reporting by companies under the Securities
Exchange Act of 1934.



1949

Until very recently those reports frankly, were not very meaning-
ful. I found that out when I attempted to use them, and I joined
with Commissioner Wheat in proposing changes, which have been
made, which now provide that the annual report to the Commission
contains much of the same information concerning the business of
the company that would be found in a registration statement under
the Securities Act. That has never been true before.

The staff has also set about attempting to obtain better disclosure
concerning defense contracting. This resulted largely from the em-
ployment of the total package procurement program and the attend-
ant problems and uncertainties. This, of course, was brought to our
attention in connection with the difficulties Lockheed Aircraft had
encountered with the C-5A program which, in turn, led to an in-
vestigation in depth of Lockheed's reporting and, subsequently, a
general public investigation of disclosure by companies engaged in
defense contracting.

As a result of these studies we did not find that it was necessary
to make fundamental changes in our disclosure pattern to accommo-
date this particular industry and indeed, we did not find much use
in putting in rules saying what was already said in our rules that
full disclosure should be made, so the main emphasis and changing
result of this has been increased staff examination of the problems
of reporting in connection with defense contracts.

My prepared statement describes some of the history and content
of our registration forms. I will not attempt to summarize that here.

We did put out a guideline. Guide 31, which is in a public release,
is designed to assist people in responding to the items of reporting
and that guide discusses matters pertinent to Government contract-
ing, including such subjects as backlogs, unfilled orders, and the
treatment of orders which are not firm or not yet funded, contracts
awarded but not yet signed. This raises some of the problems which
have been referred to as problems of claims against the Government.

In addition to the express requirement of the forms there is a gen-
eral rule which provides that all the statements must not contain
false statements or omit material facts required to be stated or neces-
sary to make the statements not misleading.

There has been some discussion of annual reports to stockholders.
Generally speaking, these are subject to whatever requirements exist
under State law and under the rules of the exchanges where the
company has stock listed. There are two qualifications. In the first
place, it has been held that the annual report of stockholders is sub-
ject to the general fraud provisions of Rule lOb-5, incorporating
the principles I mentioned above.

In addition, the Commission's proxy rules permit the company to
use its annual report to satisfy the requirement that a financial re-
port be sent to stockholders in connection with the solicitation of
proxies for an annual meeting if it contains certain specified finan-
cial statements.

The Commission has not dealt more directly with the content of
the annual report to stockholders, both because there is a question,
and a serious question, as to its legal authority to prescribe the form
and content of those reports, and also there has been a traditional
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view that the Commission should not unduly interfere with the free-
dom of management to report to shareholders on its stewardship in
any way which is not false or misleading.

The next topic discussed in the statement is the question of ac-
counting, and here I just want to make a few points.

First, it was the decision of the Congress, expressly made in the
1934 act, to rely primarily on the accounting profession to audit and
examine the financial statements of companies reporting to the Com-
mission and reports filed with the Commission rather than relying
on Government auditors and, consequently, the Commission over the
years has placed great reliance on the accounting profession, and has
sought to encourage and in recent years to prod and push the ac-
counting profession to resolve some of the problems that do exist in
connection with accounting.

I might mention that the defense contracting business, as it is now
conducted, creates a problem of accounting. The whole structure
of accounting was originally developed, and accounting principles
were originally developed in the context of enterprises which en-
gaged in a rather large number of small transactions which were fin-
ished quite rapidly and as to which there was little uncertainty as to
what had happened.

In the case of defense contracting situations we have a small num-
ber of huge transactions taking place over a long period of time
accompanied by great uncertainty. The traditional accounting model
does not fit very well in this situation.

The main problem is the uncertainties as to what is going to
happen in the future, a problem with which the accounting pro-
fession does not happily involve itself.

While the staff of the Commission examines registration statements
and reports which are filed with it, the purpose of this review should
not be misunderstood and its significance should not be overestimated.
It is not provided for by statute at all. It is simply an administrative
procedure which has grown up in order to improve the accuracy of the
documents.

The responsibility for the accuracy and adequacy, of the material
filed with the Commission is that of the issuer and as to its audited
financial statements, certifying accountants, and other persons such
as the management who are involved. It is not the responsibility of
the Commission. The statute emphasizes this by imposing civil lia-
bilities on issuers, accountants, and others for defective disclosure,
particularly under the Securities Act of 1933.

The Commission has authority to make investigations and to con-
duct administrative proceedings in connection with these documents
but it has been necessary to use that authority sparingly. When you
consider that we receive each year something over 3,000 registration
statements under the Securities Act, over 8,000 annual reports under
the Exchange Act, and some 24,000 other periodical reports under
the Exchange Act, it becomes clear that our limited resources would
not permit investigation of more than a small fraction of them.
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In addition, if the Commission were to investigate the accuracy of
all Securities Act registration statements, the financing of American
industry would probably grind to a halt. The Commission must in
each case consider whether the apparent need for an investigation
justifies the commitment of resources, the disruption of corporate
financing and the disruption of the trading markets which would re-
sult.

Consequently, the staff's review is primarily designed to determine
whether the information presented appears to be inaccurate or mis-
leading on its face or on the basis of any other information in the
possession of the staff. The staff may submit the material to inter-
ested Government agencies for their comment where Government ac-
tivities are involved.

In general, the Commission believes that the present system of re-
view is about the only one that is practical since its staff could
hardly be expanded to the extent necessary to permit more intensive
review, and any effort to do this would tend both to dilute the pri-
mary responsibility placed by the statute oln the issuer, its account-
ants and its management, and it might also convey the unfortunate
impression, which Congress in so many words attempted to prohibit,
that the Government had in some way vouched for the adequacy of
the disclosure or even for the merits of the securities involved.

While adhering to this general philosophy of review, the Commis-
sion has been continuing and emphasizing its effort to study disclo-
sure in the hope of improving the quality of the information. It is
for that purpose, I interpolate, that we fairly recently employed Mr.
Steffan whose mission is to make these disclosure documents more
useful to the people who use them.

A number of changes are under consideration. I will not attempt
to summarize them all. One of the more significant is an announce-
ment on this Monday, December 18, of several proposals designed-
to make general information more meaningful to financial investors.
Wte will revise our accounting regulations to require more disclosure
of accounting policies, alternative accounting policies, and their im-
pact oil reported results. They would require analytical discussion of
accounting and other matters in connection with the presentation of
earnings, including the assumptions underlying the accounting re-
sults and the impact of those assumptions and of any changes
therein.

Our Chairman in his statement of December 18, stated that the
Commission and its staff believed this to be one of the most impor-
tant steps that the SEC has taken. If you wish, Mr. Chairman, I
would be happy to include the Chairman's statement and the accom-
panying releases in the record.

Chairman PROXMIRE. Fine. we will include that in the record in
full.

[The documents referred to follow:]
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[For Release: 2 P.M., EST, Monday, December 18, 1972]

SECURITIES AND EXCHANGE COMMISSION,
Washington, D.C.

STATEMENT BY WILLIAM J. CASEY, CHAIRMAN, SECURITIES AND EXCHANGE
COMMISSION, ON DISCLOSURE CONCERNING QUALITY OF EARNINGS

The Commission is today releasing for comment new rules and disclosure
requirements on accounting policies, changes in accounting and in assumptions
used in determining income 'and expense and differences in calculating income
for tax and financial reporting purposes. We believe these significant new require-
ments will dissolve much of the serious concern which has developed about the
ability of some corporations to exaggerate earnings or obscure declines in earn-
ings by selecting from among acceptable accounting principles, shifting from one
accounting method to another, changing assumptions used in determining income
and expense, using available tax elections which enhance net income in a cur-
rent year and depress net income in future years, and accelerating or deferring
optional expense items like research and advertising and other steps of this kind.

It would seem necessary to full and fair disclosure of income and other financial
data that management spell out how the choices It makes in the accounting and
tax areas affect the financial results it reports to the public. I believe these
requirements will go a long way to strengthen the confidence of investors, the
credibility of corporations and the independence of accountants.

The Commission and its staff believe this to be one of the most important
steps the SEC has ever taken. In my first public statement as Chairman I said:
"The value of current reporting to investors and their advisors depends on its
reliability and consistency. Also, the comparability of reporting by different
companies has a great deal to do with the ability of investors to put their
capital where it will be most effectively used. During the merger-conglomerate
bubble of the mid-sixties, many of us were confused and dismayed by the extent
to which pooling of interest and complex securities were used to inflate and
pyramid earnings. . . . I hope that the accounting profession will move toward
disclosure of all optional practices selected for the determination of operating
results and financial position and at least a broad indication of the differences
which would have been reported if an alternate practice had been followed...."

Speaking about the same period, I subsequently stated: "The accountants were
slow in tightening their rules, the SEC was slow in not requiring disclosures to
correct misleading impressions and the analysts were slow in not putting the
Information which was available in proper perspective. It seems to me that cor-
porate officers have a primary obligation to rise above accounting conventions
and lay economic reality on the line."

The accounting profession has undertaken a renewed effort to develop uni-
form accounting standards. The Commission, believing that accounting standards
should be set in the private sector, intends to fully support the profession in
achieving it. As this effort succeeds, the need and importance of this kind of
supplementary disclosure will recede. In the meantime, investors will have infor-
mntion on the significance of the accounting choices which corporations make and
this will enhance investor confidence and corporate credibility.

I turn now to the textual substance of the requirements. One proposal, in the
form of a disclosure guideline, would require an analytical textual supplement
to the summary of earnings setting forth data about non-operating earnings, the
Impact of ehanges in accounting principles, estimates and assumptions, and
material changes in the relative or absolute amount of such discretionary ex-
penditures as research and advertising. This same guideline would also be appli-
eable to reports and registration statements filed pursuant to the Securities

Exchange Act of 1934.
The proposals also include amendments to Regulation S-X, which governs the

form and content of financial statements contained In registration statements
and reports filed with the Commission. These proposed amendments would require
disclosure in such financial statements of accounting policies and of the dollar
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impact of changes in such policies or of the use of alternative acceptable
accounting principles or of principles not in prevailing use in a particular indus-
try. In addition, disclosure would be required of the reasons for any variation
between the statutory tax rate and the effective tax rate as well as the source of
tax deferrals

I believe that these proposals are a major step forward for everyone interested
in using and analyzing the content of financial statements. Investors will be
better able to understand the reported results of operations, to separate these
results from the impact of accounting and other non-operating matters, and to
compare these results with those of similar companies. At the same time, com-
pany managements and public accountants will have an opportunity to enhance
their credibility and overcome criticism that accounting principles are selected
to "manage" reported results. While I recognize that implementation of these
proposals may impose some additional costs on certain companies, I feel con-
fident that overall benefits far outweigh these costs. After all, companies already
have the numbers and these proposals would merely ask that the net effect of
alternative methods be calculated or estimated and then presented. I would also
point out that the Commission's staff and an industry advisory committee are
studying ways to achieve reductions in reporting requirements to offset the addi-
tional disclosure burden that has become necessary. Their report will shortly
be available for comment.

We look forward to constructive criticism from all concerned parties on these
new reporting requirements and on how to minimize the burden of meeting them.
These will assist us in the achievement of these desirable goals.

[For release, Dec. 1S, 1972]

SECURITIES AND EXCHANGE COMMISSION,
Washington, D.C.

Securities Act of 1933.
Release No. 5342.

Securities Exchange Act of 1934.
Release No. 9913.

Notice of proposed amendment to the guides for preparation and
filing of registration statements under the Securities Act of 1933 and
proposed adoption of guides for preparation and filing of reports and
registration statements under the Securities Exchange Act of 1934
(File No. S7-463).

Notice is hereby given that the Securities and Exchange Commission is pro-
posing to amend Guide 22, "Summary of Earnings," of the Guides for Prepara-
tion and Filing of Registration Statements (Release No. 4936) under the Securi-
ties Act of 1933 ("Securities Act"). In addition, the Commission is considering
the adoption of the substance of amended Guide 22 as Guide 1, "Summary of
Operations," of proposed Guides for Preparation and Filing of Reports and
Registration Statements under the Securities Exchange Act of 1934 ("Exchange
Act"). Guide 22 relates to summaries of financial information as called for by
Item 6 of Form S-1 ("Summary of Earnings") and Item 6 of Form S-7 ("State-
ment of Income") under the Securities Act. Proposed Guide 1 would relate to
similar summaries required by Item 2 of Forms 10 and 10-K ("Summary of
Operations") under the Exchange Act. These proposals are designed to make
more meaningful and understandable disclosure of financial information pre-
sented in registration statements filed pursuant to the Securities Act and in re-
ports and registration statements filed to the Exchange Act.

Item 6 of Forms S-1 and S-7 provides in part that, in addition to the columnar
presentation of summary financial data, registrants must supply information of
material significance to investors in appraising the results shown. Guide 22 is
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proposed to be amended to clarify the type of supplementary information and
data to be included in order to enable investors to appraise the quality of the
earnings reported in the summary. Whenever there are non-operating sources of
revenue, expense or income, or changes in accounting principles or methods or
their application, or in the underlying estimates or assumptions, any of which
has, or all of which in the aggregate have, a material impact on net income, the
matter and its impact must be described. The Guide would set forth a non-
exclusive list of examples of matters that registrants should consider in making
disclosure. Although these matters may be disclosed in other sections of the regis-
tration statement, the impact, when material, should also be highlighted in a
textual paragraph immediately following the summary of earnings.

Item 2 of Forms 10 and 10-K also provides in part that registrants must supply
information of material significance to investors in appraising the reported results
of operations. In order to make clear that the disclosures required by Guide 22 as
proposed to be amended, would apply to filings under the Exchange Act as well as
to those under the Securities Act, the Commission proposes to create a new Guide
for Preparation and Filing of Reports and Registration Statements under the
Securities Exchange Act of 1934 and proposes to adopt the substance of Guide 22,
as amended, as Guide 1 of such guides.

The Commission is also proposing today amendments to Regulation S-X which
would improve disclosure of certain matters and would aid the investor in eval-
uating financial data. Securities Act Release No. 5343 would amend Rule 3-O8 of
Regulation S-X to require disclosure of accounting policies and the impact of their
application on net income, if significant. Securities Act Release No. 5344 would
amend Rule 3-16(o) of Regulation S-X to require more detailed disclosure of
the components of tax expense and improved disclosure of the difference between
the federal statutory and reported income tax rates.

The text of the proposed amendment to Guide 22 and the text of proposed
Guide 1 follow:

* * * S * * *

(Guide No. 22 would be amended by adding the underlined text.)
Guide 22. Summary of Earnings

The content of the summary of earnings is specified in general in the instruc-
tions to the pertinent items of the form. The necessity of disclosing items in ad-
dition to those specified in such instructions will depend upon the circumstances.
These instructions cannot, of course, cover all situations which may arise nor is
it practicable to set forth a statement of policy dealing specifically with all possi-
ble situations. The existence of any unusual conditions affecting the propriety of
the presentation and the necessity for the inclusion of an additional previous
period should be considered.

Whenever the summary includes non-operating sources of revenue, expense or
net income or whenever there are changes in accounting principles or methods or
their application, or in the underlying estimates or assumptions, any of which
has, or all of which in the aggregate have, a material impact on net income as
reported, so state and give a brief description thereof in a textual paragraph
immediately following the summary of earnings and disclose the separate and
aggregate dollar amount effect on the reported results for the applicable periods.
This paragraph is intended to enable investors to appraise the quality of earn-
ings presented in the summary. While it is not feasible to specify all matters the
impact of which should be disclosed, the following are examples which registrants
should consider in making disclosure:

1. The sale or disposition of property by a company not engaged in the busi-
ness of selling such property;

2. Changes in the accounting treatment, or in the absolute or relative amounts,
of such items as research, development, product introduction, start-up or adver-
tising costs;

3. Extraordinary and unusual charges or gains, including charges associated
with discontinuation of operations;
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4. Changes in the assumptions underlying deferred costs and the plan for
amortization of such costs; and

5. Changes in assumed investment return and in actuarial assumptions used
to calculate contributions to pension funds.

Disclosure is required with respect to all matters which have a material
impact on reported results in the summary of earnings even though such matters
offset one another. Also, where appropriate, reference should be made to dis-
closure called for by Rule 3-08 of Regulation S-X (Significant Accounting
Policies).

When the text of the prospectus contains a discussion of factors indicating an
adverse change in operating results subsequent to the latest period included in
the summary of earnings, the summary should call attention to the change, in
a headnote or in a footnote, and refer to the place in the prospectus where it is
discussed.

* * * * e

Guide 1. Summary of Operations
The content of the summary of operations is specified in general in the instruc-

tions to the pertinent items of the form. The necessity of disclosing items in
addition to those specified in such instructions will depend upon the circum-
stances. These instructions cannot, of course, cover all situations which may arise
nor is it practicable to set forth a statement of policy dealing specifically with all
possible situations. The existence of any unusual conditions affecting the pro-
priety of the presentation and the necessity for the inclusion of an additonal pre-
vious period should be considered.

Whenever the summary includes non-operating sources of revenue, expense
or net income or whenever there are changes in accounting principles or methods
or their application, or in the underlying estimates or assumptions, any of which
has, or all of which in the aggregate have, a material impact on net income as
reported, to state and give a brief description thereof in a textual paragraph im-
mediately following the summary of operations and disclose the separate and
aggregate dollar amount effect on the reported results for the applicable periods.
This paragraph is intended to enable investors to appraise the quality of earnings
presented in the summary. While it is not feasible to specify all matters the im-
pact of which should be disclosed, the following are examples which registrants
should consider in making disclosure:

1. The sale or disposition of property by a company not engaged in the busi-
ness of selling such property;

2. Changes in the accounting treatment, or in the relative or absolute amounts,
of such items as research, development, product introduction, start-up or ad-
vertising costs;

3. Extraordinary and unusual charges or gains, including charges associated
with discontinuation of operations;

4. Changes in the assumptions underlying deferred costs and the plan for
amortization of such costs; and

5. Changes in assumed investment return and in actuarial assumptions used to
calculate contributions to pension funds.

Disclosure is required with respect to all matters which have a material im-
pact on reported results in the summary of operations even though such matters
offset one another. Also, where appropriate, refrence should be made to dis-
closure called for by Rule 3-08 of Regulation S-X (Significant Accounting
Policies).

* * * * *

All interested persons are invited to submit their views and comments on the
foregoing proposals to amend Guide 22 an to adopt Guide 1 in writing to Andrew
P. Steffan, Chief Financial Analyst, Division of Corporation Finance, Secur-
ities and Exchange Commission. Washington, D.C. 20549, on or before Febru-
ary 15, 1973. Such communications should refer to File No. S7-463. All such com-
munications will be available for public inspection.

By the Commission.
RONArD F. HTUNT. Secretary.
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[For release Dec. 18, 1972]

SECURITIES AND EXCHANGE COMMISSION,
Washtington, D.CJ.

Securities act of 1933.
Release No. 5443.
Securities Exchange Act of 1934.
Release No. 9914.
Public Utility Holding Company Act of 1935.
Release No. 17817.
Investment Company Act of 1940.
Release No. 7567.

Notice of proposed amendment to regulation S-X to provide for dis-
closure of significant accounting policies (File No. S7-464).

The Commission today issued for public comment a proposed amendment of
Rule 3-08 of Regulation S-X calling for-increased disclosure of accounting poli-
cies and the impact of those policies on financial statements.

The proposed rule requires a Summary of Significant Accounting Policies to be
included in the financial statement either separately or as the first note. The
disclosure required includes a description of accounting principles followed and,
under certain circumstances and where significant, an estimate of the dollar
impact on net income of use of the principle followed as compared to alterna-
tive acceptable principles.

Such dollar estimate is required:
1. When the company uses more than one accounting principle in reporting

similar kinds of transactions; or
2. When the company has changed its accounting principles in the past two

years; or
3. When the principle used is not the prevailing principle used by companies

in the same industry.
Examples of such situations include, but are not limited to, the following:
1. A company using FIFO cost for a portion of its inventory and LIFO cost

for the balance would be required to show the impact on net income of using
each method for all of its inventory.

2. A company using straight-line depreciation for some fixed assets and ac-
celerated depreciation for the balance would be required to show the impact
on net income of using each method for all of its fixed assets.

3. A company in the petroleum industry using full cost accounting for its
producing properties would be required to show what its income would be under
individual property unit costing which is the prevailing principle used in the
industry.

The proposed rule would require this disclosure only for each significant ac-
counting variation in the two most recent fiscal years and any subsequent interim
period reflected and the comparable interim period in the most recent fiscal year
and would define significant for this purpose as any accounting variation which
has an impact of at least five percent on net income or which has an impact of
more than 25 percent on the change in net income or net loss compared to the
prior period. Any impact which would convert an increase in net income to a
decrease (or vice versa) or which would convert a net income to a net loss (or
vice versa) would also be deemed to be significant under this definition.

The text of the proposed amendment to Rule 3-08 follows:

Rule 3-08. Summary of Significant Accounting Policies.
(a) A summary of accounting policies shall be set forth either separately

preceding the notes to financial statements or as the first such note. This sum-
mary shall include the following:

(1) A description of the accounting principles followed by the company and
methods of applying those principles that materially affect the company's finan-
cial statements.
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(2) If a company has used more than one accounting principle in reporting
similar kinds of transactions during the two most recently completed fiscal years
or in any interim period reported and the impact on net income of using differ-
ent principles is significant, state the reasons for such use and disclose an esti-
mate in dollars of the effect of reporting all transactions according to each of
the principles used.

(3) If a company has changed its accounting principles during the two most
recently completed fiscal years or in any interim period reported and the impact
on net income is significant, state the reasons for the change and disclose an esti-
mate in dollars of the effect of applying the prior principle on results reported
after the change.

(4) If an accounting principle used by the company is different from that in
prevailing use among other companies in the same industry during the two most
recently completed fiscal years or in any interim period reported and the impact
on net income is significant, state the reason for using such principle and dis-
close an estimate in dollars of the effect of using the prevailing principle.

(b) For purposes of this rule, the term "significant" shall mean having an im-
pact of at least five percent on net income (or net loss) or having an impact of
more than 25 percent on the amount of the change in net income (or net loss)
between one period and the next. In addition, any impact which would convert
an increase in net income from one period to the next to a decrease (or vice
versa) or which would convert a net income to a net loss (or vice versa) will
be deemed to be significant. Individual items shall be identified whether each
item is significant or the total impact of all items is significant.

(c) In cases where information required to be included in the summary is the
same as that required by other rules of this regulation, the information should
not be duplicated. Specific reference should be made in the financial statements
to the portion of the summary where the information appears.

All interested persons are invited to submit their views and comments on the
foregoing proposal to amend Rule 3-O8 of Regulation S-X in writing to John C.
Burton, Chief Accountant, Securities and Exchange Commission, Washington,
D.C. 20549, on or before February 15, 1973. Such communications should refer to
File No. S7-464. All such communications will be available for public inspection.

By the Commission.
RONALD F. HUNT, Secretary.

[For release Dec. 18, 1972]

SECURITIES AND EXCHANGE COMMISSION,
Washington. D.C.

Securities Act of 1933.
Release No. 5344.
Securities Exchange Act of 1934.
Release No. 9915.
Public Utility Holding Company Act of 1935.
Release No. 17818.
Investment Company Act of 1940.
Release No. 7568.

Notice of proposed amendment to Regulation S-X, to provide for
improved disclosure of tax expense (File No. S7-465).

The Commission today issued for public comment a proposed amendment to
Rule 3-16(o) of Regulation S-X calling for more detailed disclosure of the
components of income tax expense and for improved disclosure of the reasons
why total income tax expense differs from the amount calculated by multiplying
the statutory United States Federal corporate income tax rate by the income
before tax.

The proposed amendments would require companies to disclose the various
Items which cause the timing differences between book income and taxable in-
come that result in deferred tax expense. The disclosure should describe the
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source of the timing difference (revenue recognition, depreciation, research and
development costs, etc.) and the extent to which new deferrals in each category
are offset by the reversal of prior deferrals. This is designed to enable users of
financial statements to ascertain the current and prospective cash drain which is
associated with payment of income taxes.

When total income tax expenses differs by five percent or more from the
amount calculated by multiplying the current statutory United States Federal
corporate income tax rate by the income before tax, registrants would be re-
quired to state the reasons for this difference and the dollar amount attributable
to each underlying cause. Such difference might arise from income which is non-
taxable or taxed at capital gains rates, investment credits, favorable domestic or
foreign tax rates, percentage depletion or other causes. This disclosure is de-
signed to enable users of financial statements to distinguish between one-time
and continuing tax advantages enjoyed by a company and to appraise the signifi-
cance of changing effective tax rates. Similar disclosure will also be required
when the difference, although less than five percent, has an impact of more than
twenty-five percent on the amount of the change in net income (or net loss)
between one fiscal year and the next or when the difference causes net income
to increase when income before tax decreases (or vice versa) from one fiscal
year to the next.

The proposed text of amended Rule 3-16(o), with the proposed changes in text
indicated by italics, follows:

* * * * * * *

Rule 3-16-General Notes to Financial Statements
(o) Income Tax Expense

Disclosure shall be made, in the income statement or a note thereto, of the
components of income tax expense, including: (1) taxes currently payable: (2)
the net tax effects, as applicable, of (i) timing differences (indicating the major
separate dollar items which make up these differences and the extent to which
new deferrals are offset by the reversal of prior deferrals) and (ii) operating
losses; and (3) the net deferred investment tax credits. Amounts applicable to
United States Federal income taxes, to foreign income taxes and to other income
taxes shall be stated separately for each component, unless the amounts appli-
cable to foreign or other income taxes do not exceed five percent of the total for
the component and a statement to that effect is made.

If the total income tax expense differs by five percent or more from an amount
calculated by multiplying the current United States Federal statutory corporate
incomte tax rate by the income before tax, state the reasons for this difference
and the dollar amounts attributable to each of the underlying causes. If such
difference is less than five percent but (i) has an impact of more than twenty-
five percent on the amount of the change in net income (or net loss) between
one fiscal year and the next or (ii) when the difference causes net income to
increase when income before tax decreases (or vice versa) from one fiscal year
to the next, the reasons for such difference and the impact in dollars of each
underlying cause should also be set forth.

* * * * * * *

All interested persons are invited to submit their views and comments on the
foregoing proposals to amend Rule 3-16(o) of Regulation S-X in writing to
John C. Burton, Chief Accountant, Securities and Exchange Commission, Wash-
ington, D.C. 20549, on or before February 15, 1973. Such communications should
refer to File No. S7-465. All such communications will be available for public
inspection.

By the Commission.
RONALD F. HUNT, Secretary.
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'Mr. LooMIs. The staff has concluded a public hearing on the use
of projections, estimates and forecasts in filed documents and the
Commission will have to decide what to do about that proposal. It is
relevant to the problem under consideration because even to report
annually in a normal way for a defense contractor involves a great
many assumptions and projections as to what may happen in the fu-
ture and that is where things have to some degree gone wrong.

In conclusion, the difficulty which the Commission has encoun-
tered in obtaining satisfactory disclosure in certain complex, long-
term contracts stems primarily from the immense uncertainties
which have existed in these programs as to the costs which will be
incurred by the contractor, the amount which he will be entitled to
recover from the Government, and the time and effort which will be
involved in solving problems on the frontier of technology.

The difficulty is compounded by an apparent tendency on the part
of contractor personnel to be, in good faith, overoptimistic as to
what they can accomplish, together with the fact that underlying
many of these problems are questions of engineering analysis and
judgment which neither the Commission nor the accounting profes-
sion are well-qualified to review and evaluate.

It appears that even the skilled engineering and scientific staffs of
the Department of Defense occasionally encounter problems in this
area.

I think the problem for the Commission first became acute as we
observed developments under the concept of total package procure-
ment. It may be that we did not adequately appreciate the uncer-
tainties which this concept introduced into the financial reporting of
defense contractors, although we have become increasingly aware of
it. 'We understand that the Defense Department no longer utilizes
this concept, and it may well be that this will ameliorate our prob-
lems.

As mentioned above, we have been making efforts on the wide
front to improve the quality of disclosure, and the area of defense
contracting has had in recent years our attention, in my view, per-
haps not enough, and it will continue to have our attention.

Thank you.
[The prepared statement of 'Mr. Loomis and attached SEC re-

lease, dated June 22, 1972, follow]:

PREPARED STATEMENT OF HoN. PHILIP A. LooMIs, JR.

My testimony will deal mainly with the subject of reporting by public com-
panies to investors and to the SEC as it relates to defense contractors. I first
plan to outline the nature of the current reporting requirements, the responsi-
bility of independent auditors, and the role of the Securities and Exchange
Commission. Then I will describe a number of changes in the reporting system
the Commission is proposing or has under consideration which might have
some impact on defense contractors.

Reporting for defense contractors has changed during the past few years be-
cause of both evolvement of disclosure requirements and more intense surveil-
lance of individual companies undertaking long term contracts.

Since 1969, the Commission has required segmented reporting, or disclosure
of the contribution to revenue and earnings by "line of business." In addition,
the requirements for reporting annually to the Commission have been greatly
expanded so as to call for much of the disclosure required when a company
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registers securities for distribution under the Securities Act of 1933. These
changes, affecting all companies, have been helpful to the staff's review of de-
fense contractor reporting. Segmented reporting has provided more information
about the results of defense contracting, particularly for diversified companies.
Expansion of the periodic disclosure requirements has provided information
which would otherwise have been unavailable if a company did not register
under the 1933 Act in order to distribute securities.

In addition to generally expanded disclosure, the SEC staff has secured in-
creased disclosure by various defense contractors. This staff effort resulted
largely from employment of the "total package procurement" process and its
attendant problems. Lockheed's difficulties with the C-5A program accentuated
staff concern and resulted in, first, an examination in depth of Lockheed's re-
porting and, subsequently, a general investigation of disclosure by companies en-
gaged in defense contracting. As a result of these studies, and of the continu-
ing problems of certain contractors, the staff is undertaking special
surveillance of companies engaged in all types of long term contracting.

CURBENT REPORTING REQUIREMENTS

A brief description follows of the current reporting requirements of the
SEC. There are few items which pertain specifically to defense contractors or
to any other industry, for that matter. Most requirements are general in na-
ture and the staff determines whether specific registrants have interpreted the
general requirements properly.

Under the Securities Act of 1933 companies are required to register securi-
ties to be distributed to the public. This registration is made according to
Form S-1 in most cases, although companies meeting certain qualifications are
permitted to file on abbreviated forms. Form 5-1 requires generally a descrip-
tion of the offering, recently audited financial reports, a brief history of the
company, an outline of material pending legal proceedings, and a discussion of
the company's business, capital structure and management. This information is
contained in Part I and made available to investors in a prospectus. To com-
plete the registration, the company provides in Part II supporting information
and documents, such as copies of materials contracts. Part II is available to
the public; additional information may be provided to the Commission on a
confidential basis.

The financial reports, which I will deal with later, and the description of
business provide most of the pertinent information for your purposes. The de-
scription of the company's business, in most cases must include the contribu-
tion to sales and pretax income by "lines of business", and the contribution to
sales of each class of similar products or services, which contributed 10 per-
cent or more of the total for either of the last two fiscal years. In addition, a
company must discuss its competition and customers.

Guide 31 of the "Guides for Preparation and Filing of Registration State-
ments" under the 1933 Act, which amplify the requirements of Form S-1 and
other forms, calls for certain information which defense contractors might find
particularly pertinent:

"Where material in the business of the registrant, information for a current
period compared with a similar period 12 months earlier, and if significant,
prior years, should be given with respect to backlog and levels of plant opera-
tion. In giving information as to backlog, the dollar amount of unfilled orders
should represent only firm orders. However, there may be included as firm or-
ders, government orders that are firm but not yet funded and contracts
awarded but not yet signed, provided an appropriate footnote is added explain-
ing the nature of such orders and the amount thereof. The portion of orders
already included in sales or operating revenues on the basis of completion ac-
counting should be excluded from the amount of backlog. There should be dis-
closed any seasonal aspects of the backlog and the total amount of any orders
forming a part of such backlog not expected to be filled within the current
fiscal year or, if sales for an interim period are shown, within the balance of
such fiscal year following the end of such interim period."

Disclosure of other material matters necessary to make the required state-
ments not misleading is required by Rule 408 under the Securities Act of 1933.
Therefore, all material risks of defense contractors stemming from their con-
tractual and other business relationships with the Government must be dis-
closed regardless of the form under which the issuer is filing.
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The annual report required by the Securities Exchange Act of 1934 on Form
10-K has been amended in the past few years to call for disclosure similar to
Form S-1 under the 1933 Act. Initial registration under the 1934 Act is re-
quired on Form 10 and is generally accomplished by "wrap-around" or
incorporation of Form S-i. However, if a company becomes public by means
other than a registered offering, a Form 10 must be filed containing generally
the information required by Form S-1.

All disclosure requirements are subject to the rules which provide for non-
disclosure of documents and Information which, pursuant to Executive Order,
have been classified by an appropriate department or agency of the United
States for protection in the interests of national defense or foreign policy.

The form and content of the reports which companies annually send to their
shareholders are, generally speaking, subject only to such requirements as may
be imposed by state law or by the rules of the exchanges, if any, on which the
companies' shares are listed. There are, however, two qualifications to this
principle. In the first place, it has been held that the annual report to share-
holders is subject to Rule 10b-5 under the Securities Exchange Act which
generally prohibits false statements of material facts or material omissions in
connection with the purchase of sale of a security; and secondly, companies
normally use this annual report to comply with the requirement of the Com-
mission's proxy rules concerning reports to be sent to shareholders in connec-
tion with the solicitation of proxies for the annual meeting. If this is done,
the annual report must contain certain specified financial statements, which
usually must be certified by independent accountants.

The Commission has not dealt more directly with the content of the annual
report to shareholders both because of questions as to its legal authority to
prescribe the form and content of such reports, and also because it has not
been thought desirable to interfere with the freedom of management to report
to stockholders on Its stewardship in any way which is not false or misleading.

Financial Reporting: The Role of the Independent Auditor

The Commission describes in Regulation S-X the form and content of finan-
cial statements to be included in registration statements and report. These reg-
ulations contain some requirements that specifically affect defense contractors,
but for the most part they are general in nature. The Commission relies on in-
dependent accountants to interpret the requirements, to examine the annual fin-
ancial statements filed and to report on their conformity with generally ac-
cepted accounting principles.

When the securities acts were written, Congress assigned to independent
public accountants the responsibility for audit of registrants' financial state-
ments. This decision was made after considering the alternative of a corps of
government auditors. We believe that this decision was a wise one and has
worked in the best interests of investors and we would not not recommend a
change.

Since the cumulative audit fees paid by registrants to their independent ac-
countants probably approach ten times the total budget of the Commission, it
is apparent that substantially greater reliance must be placed on the account-
ing profession than on cursory reviews by the Commission staff to assure the
reliability of financial information filed with the Commission. Accordingly, the
Commission devotes significant effort to communicating with the accounting
profession and making accountants and auditors aware of its requirements.

In the defense industry, certain accounting and auditing situations arise
that make the presentation and audit of financial statements particularly diffi-
cult. The accounting difficulties result, in part, from the inapplicability of the
basic accounting model to the industry. Accounting was originally develped to
describe the simple trading enterprise with many small cash transactions, each
occurring in a short period of time with no significant uncertainties associated
with each transaction. The defense Industry is characterized by a small num-
ber of huge transactions taking place over a long period of time and clothed in
great uncertainty. The model therefore does not fit and accounting statements
under the circumstances are at best poor approximations of the business real-
ity. It is possible that a project oriented probabalistic set of financial state-
ments could be developed for the industry, but such would not be in accord
with "generally accepted accounting principles" or with the expectations or
needs of investors.

95-328-73 23



19,62

Auditing problems also arise from the characteristics of the industry. In
order to present statements for a calendar year, it is necessary to make a
large number of engineering and other estimates of future events. There must
for each contract be an estimate of the cost to complete, the time to complete
and the reaction of the customer to changes in the project which may involve
intensive negotiation. Since auditors do not purport to be engineers or clair-
voyants, it is extremely difficult for them to audit the accounting for a con-
tract beyond satisfying themselves as to the legitimacy of costs incurred to
date. They do, of course, review estimates, interview engineers and draw on
their past experience with the company and the industry in appraising the re-
liability of the assumptions made. They also have the attribute of independ-
ence which enables them to examine a situation without the filter of self inter-
est which inevitably affects management.

Disclosure of uncertainties and of the exposure to loss that may exist can
assist the investor. Improving disclosure has been the thrust of Commission ef-
forts in this area. The accounting profession has also made some attempts at
improving accounting for government contracts. The principal authoritative
statement devoted to the subject is Accounting Research Bulletin No. 43 which
includes accounting and disclosure standards with respect to defense supply
contracts. Major accounting problems discussed are:

(a) When should fees under such contracts be included in the contrac-
tor's income statement?

(b) What amounts are to be included in sales or revenue accounts?
(c) What is the proper balance sheet classification of unbilled costs and

fees?
(d) What Is the proper balance sheet treatment of various items, debit

and credit, identified with such contracts?
In addition, Bulletin 43 deals with certain aspects of accounting for govern-

ment contracts and subcontracts which are subject to renegotiation and with
problems involved in contracts terminated for the convenience of the govern-
ment.

In recent years, fixed price and cost-plus- incentive fee contracts have been
used more frequently than cost-plus-fixed-fee contracts. However, neither the
American Institute of Certified Public Accountants nor the Commission has
made any specific pronouncements with regard to accounting for revenues, ex-
penses and resulting gains or losses on defense contracts, and the principles set
forth in Bulletin 43 are still looked upon as the authoritative statement with
respect to accounting in regard to defense contracts. Accounting Research Bul-
letin No. 45 also has application to defense contractors since it applies to any-
one engaged in long term types of manufacturing processes. Otherwise guid-
ance for financial accounting with respect to such contracts is drawn from the
body of generally accepted principles of accounting.

While the staff of the Commission emamines registration statements filed
under the Securities Act of 1933 and, to a lesser degree owing to manpower
limitations, reports filed under the Securities Exchange Act of 1934, the pur-
pose of this review should not be misunderstood, and its significance should
not be over-estimated. The responsibility for the accuracy and adequacy of the
material filed with the Commission is primarily that of the issuer and, as to
audited financial statements, of the certifying accountants. It is not the re-
sponsibility of the Commission. The statute emphasizes this by the civil liabil-
ity which it places on issuer, accountants, and others for defective disclosure,
particularly under the Securities Act of 1933.

While the Commission has authority to make investigations and to conduct
administrative proceedings if it believes that these documents are inaccurate,
it was early determined that this authority would have to be used sparingly.
When you consider that we now recieve each year something over 3,000 regis-
trations under the Securities Act, and over 8,000 annual reports and some
24,000 other reports under the Securities Exchange Act, it becomes clear that
the limited resources of the Commission would not possibly permit investiga-
tion of more than a small fraction of these documents. In addition, if the
Commission were to investigate the accuracy of all Securities Act registration
statements, the financing of American industry would probably grind to a halt.
The Commission must, in each case, consider whether the apparent need for an
Investigation justifies the commitment of resources and the disruption of cor-
porate financing and of the trading markets that such investigation would en-
tail.
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The staff, accordingly, reviews registration statements and reports primarily
to determine whether they appear to contain the information called for by the
form and whether they appear to be inaccurate or misleading, either upon the
basic of any other information in the possession of the staff. The staff may
submit the material to interest government agencies for comment and, in many
cases, has more or less lengthy discussions with members of management and
with the company's lawyers and accountants. Following this consideration, the
staff frequently issues a letter of comment which is nothing more than that. It
contains the comments which the staff may have as a result of its review of
the material.

In general, the Commission believes that the present system of review is
about the only one which is practical since its staff could hardly be expanded
to the size necessary to provide more intensive review in each case, and also
because any effort by the Commission to do this would tend to dilute the pri-
mary responsibility placed by the statute on the issuer, its accountants and
other persons participating in the filing, such as underwriters and members of
management. It would also convey the unfortunate impression, which Congress
expressly and in so many words attempted to prohibit, that the government
had in some way vouched for the adequacy of the disclosure, or even the
merits, of the securities involved. While adhering to this general philosophy of
review, the Commission has been continuing and intensifying its effort to study
disclosure in hope of improving the quality of the information provided to the
Investing public by all publicly held companies.

Changes Proposed and Under Consideration
The Commission has proposed a number of changes In the disclosure system

during the past year which are not reflected in the current requirements I dis-
cussed earlier. These proposals, in many cases, are the work of the expanded
senior accounting and analytical staff. More attention has been focused on the
usefulness of financial reports and the effectiveness of disclosure requirements
In providing analyticly meaningful information. Some of the proposals which
relate directly or indirectly to defense contractors are discussed below.

Partly as a result of public hearings in the matter of "Hot Issues", the
Commission proposed in July, 1972, that disclosure of customer relationships
and research and development activity be expanded and that the requirements
relating to these subjects and to backlog be comparable in both registration
statements and annual reports under the 1934 Act. At the same time, compa-
nies were urged to avoid describing such matters as competition and material
litigation in "boilerplate" language or stock phrases which do not provide
meaningful disclosure.

'More recently the Commission proposed amendments to require Increased
disclosure regarding special charges and to require timely review of the
charges by the company's independent accountants. In connection with this
proposal, companies were urged "to make special efforts to recognize incipient
problems which might lead to these types of changes and to identify them
clearly at the earliest possible time in financial statements and other forms of
public disclosure".

On Monday, December 18, 1972, the Commission released several proposals
designed to make financial Information more meaningful to investors. Regula-
tion S-X would be amended to require disclosure of accounting policies and
their impact on reported results in certain cases, as well as certain informa-
tion about taxes. One of the guides to Securities Act filings would be amended
to require an analytical discussion of accounting and other matters in connec-
tion with the presentation of earnings. This guide would also become the first
of the guides to filings under the Securities Exchange Act.

A number of proposals of this nature are also under consideration. One of
the most significant in terms of departure from past policies would be the cre-
ation of guidelines for annual reports to shareholders. Without reducing flexi-
bility in most areas, the Commission might choose to specify certain informa-
tion which must be included.

The staff concluded last week its public hearings Into use of projections,
estimates and forecasts. A recommendation is expected by year-end as to
whether the Commission should change its past practice of not permitting this
type of information in filings with the SEC. This subject may be of particular
Interest to defense contractors because of need to base present reports on esti-
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mates of future costs and technical prformance. If these estimates could be
discussed, the current reports might be more useful.

The staff concluded in June, 1972, from its investigation of disclosure by
defense contractors, that the Commission's present rules and disclosure forms
are generally adequate with respect to requiring information about defense
contracting. Accordingly, no specific proposals relating to this subject are now
under consideration. However, the staff also concluded that actual disclosure
by some defense contractors could be improved and the Commission issued a
release June 22, 1972, pointing out the need for prompt and accurate disclosure
and citing certain problems and factors which should be considered. A copy of
the release is attached to this testimony. The staff is undertaking special sur-
veillance on a continuing basis of all companies engaged in long term con-
tracts, to determine whether the requirements are being met.

CONCLUSION

The difficulty which the Commission has encountered in obtaining satisfac-
tory disclosure concerning certain complex, long-term defense contracts stems
primarily from the immense uncertainties which have existed in these pro-
grams as to the costs which will be incurred by the contractor, the amount
which he will be entitled to recover from the government, and the time
involved in satisfactorily resolving technological problems which are both new
and very difficult. I do not see any easy answer to this from our viewpoint.
The contractor cannot tell us something that he does not know himself. This
difficulty is complicated by an apparent tendency on the part of contractor per-
sonnel to be, in good faith, over-optimistic as to what they can accomplish,
together with the fact that underlying many of these problems are questions
of engineering analysis and judgment, which neither the Commission nor the
accounting profession are well qualified to review and evaluate.

I think the problem for the Commission first became acute as we observed
developments under the concept referred to as "total package procurement." It
may well be that we did not at first adequately appreciate the uncertainties
which this concept introduced into the financial reporting of defense contrac-
tors, although we became increasingly aware of this in the middle sixties. We
understand that the Defense Department no longer utilizes this concept, and it
may well be that this will ameliorate our problems. As mentioned above, we
have been making efforts on a wide front to improve the quality of disclosure,
and this area has had, and will continue to have, our attention.

ATTACHMENr

SECURITIES AND EXCHANGE COMMISSION,
Was8ington, D.C., June 22, 1972.

Securities Act of 1933, Release No. 5263
Securities Exchange Act of 1934, Release No. 9650

NOTICE TO REGISTRANTS ENGAGED IN DEFENSE AND OTHER LONG TERM CONTRACTS
AND PROGRAMS OF THE NEED FOR PROMPT AND ACCURATE DIsCLOSURE OF
MATERIAL INFORMATION CONCERNING SuCh ACTIvrrIEs

'The Securities and Exchange Commission today emphasized the need for
publicly held companies to make prompt and accurate disclosure to securities
holders and the investing public of material information, both favorable and
unfavorable, with respect to progress and problems encountered in the course of
performing under long-term contracts and programs involving significant tech-
nical or engineering problems and significant dollar amounts, including certain
defense procurement contracts.

There are a number of factors arising from defense and other forms of
'long-term contracting on which clear and meaningful disclosure is necessary if
the public is to be adequately apprised of the investment merits and risks of
the securities of companies significantly involved in this type of business.
:Many defense contracts, for example, are extremely complex in their terms,
-calling for multi-faceted weapons systems involving significant technological
advances; such contracts may be performed over extended periods of time and
ilnay.be.subject to numerous changes in specifications or in delivery schedules.
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In addition, significant additional costs may be incurred which were not antici-
pated at the time a bid was submitted for the contract. A contractor also may
incur substantial costs before reaching agreement with the Government on the
price for any contract changes. Thus, at any given time in the performance of
such a contract an estimate of its profitability is often subject not only to
additional costs to be incurred but also to the outcome of future negotiations
or possible claims relating to costs already incurred. While long-term defense
contractors have presented significant examples of these factors, there can be
comparable risks and disclosure problems in other long-term contracts or pro-
grams. particularly those involving advanced technology.

Government contracts are subject to renegotiation of profit and to termina-
tion for the convenience of the Government, which in some cases may have a
material financial impact upon the company. Extended periods of time may be
required to settle claims and during such periods the possibility exists, particu-
larly in major contracts, that the working capital of the company may be
materially affected.

Contracts also vary as to type, such as, for example, cost-plus, fixed fee, fixed
price, fixed price incentive, and so on. The ability to estimate progress at any
given time may vary from contract to contract depending in part on the type
of contract and its terms.

Because of the above factors, costs to be incurred In the performance of
such contracts and ultimate profit to be realized often cannot be known in the
early stages of the contract. Accordingly, such matters are necessarily the sub-
ject of estimates which are difficult to make with any certainty. Notwithstand-
ing such difficulties, registrants have an obligation to make every effort to
assure that progress on material contracts-such as earnings, losses, antici-
pated losses or material cost overruns-is properly reflected in the registrant's
financial statements and. where necessary to a full understanding, discussed in
appropriate textual disclosure.

The Commission in emphasizing Its concern about adequate disclosure in
these areas has taken into account the report of the staff, released today, on
disclosure practices of companies engaged In defense contracting, and the
problems encountered by certain defense contractors as illustrated by the brief
case studies contained in that report.

The defense contracting investigation was instituted following the public
release of an investigative staff report on the Lockheed Aircraft Corporation.2
The severe problems encountered by Lockheed in connection with its C5A con-
tract, viewed in the light of the investigative record in that matter, raised
questions as to whether the various disclosures made by Lockheed concerning
its problems had in retrospect been adequate. With respect to certain aspects
of the C5A contract the staff in its Lockheed report concluded:

"Where there was a very general disclosure . . . touching upon some of these
points . . . the statements made did not fully and adequately disclose all perti-
nent factors and it requires much reading between the lines, with knowledge
of the underlying circumstances, to catch the issues and the real risks facing
this Company." 3

In view of the situation disclosed In the Lockheed report the Commission
was concerned as to whether the Lockheed C5A contract involved problems
typical of the defense industry. The Commission directed the staff to conduct
an inquiry for the primary purpose of gathering information concerning disclo-
sure of defense contracting and determining whether the Commission's rules
and forms were adequate or whether they could or should be revised to pro-
vide a basis for improved disclosures in the future by such companies.

The defense contracting report has concluded that the Commission's present
rules and disclosure forms are generally adequate and no amendments appear
necessary. The staff noted, however, that the application of the present
requirements by some defense contractors could be improved. Among other
things, It was noted that disclosures vary in quantity and quality from com-
pany to company and to some extent according to the nature of the document
in which they are contained-for example between the Form 10-K and

I See. "In the Matter of Disclosures by Registrants Engaged in Defense Contracting,"
Administrative Proceeding File No. 3-2485 (June 22, 1972).

2WSee, "Report of Investigation in Re Lockheed Aircraft Corporation, lO-423 (May 25,
1970I.

$Ibid. page 58.
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Annual Report to Stockholders. In view of the fact that of these two docu-
ments, only the Annual Report to Stockholders receives wide public dissemina-
tion, the Commission urges issuers to make every effort to assure that disclo-
sures contained therein are as complete and accurate as those contained in
documents filed with the Commission. In this connection, the Commission has
published for comment and is presently considering adoption of an amendment
to Form 10-K which would require specification by all reporting companies of
items of information supplied in Form 10-K but omitted from the Annual
Report to Stockholders.4

The Commission has considered the issuance of a release containing specific
guidelines for disclosure by registrants engaged in defense contracting or other
long-term, material dollar amount operations involving similar risks. The Com-
mission recognizes, however, that the nature of such undertakings, particularly
in the area of long-term contracts involving procurement of sophisticated
weapons systems, involves such varied and complex considerations-including
severe definitional problems-as to make the imposition of inflexible guidelines
Impracticable. Rather, the Commission regards it as incumbent on issuers to
assess the special problems in each material contract or program with a view
to making adequate and understandable public disclosure. Further, in consider-
ing whether to issue formal guidelines, the Commission noted that the staff's
report covers a period of time when procurement was often conducted under
the concept of "Total Package Procurement", the method which played such a
major part in the difficulties surrounding the Lockheed C5A contract. The
Department of Defense has since recognized that development of major weap-
ons systems by its nature is dealing with the unknown, and does not contem-
plate continued use of the Total Package Procurement method, providing
Instead that contracts and subcontracts calling for the development of a weap-
ons system, wherever appropriate, will be on a cost contracting basis rather
than a fixed price method.

Corporate managers are urged to review their policies with respect to corpo-
rate disclosure on defense and other long-term contracting and ensure that
adequate disclosure policies are followed with respect to reports filed with the
Commission or distributed to investors. The Commission further emphasizes
that the responsibility for prompt and adequate disclosure rests with regis-
trants and their professional advisors. The Commission also wishes to reiterate
the statements made in our 1970 release regarding "Timely Disclosure of Mate-
rial Corporate Developments." 5

By the Commission.
RONALD F. HUNT, Secretary.

Chairman PROXMIxE. Thank you very much, Mr. Loomis.
I do appreciate your coming before us this morning and the sin-

cerity of your statement. As you may detect from my opening
statement, I am deeply disappointed in the failure of the SEC to do
more and I think it could do more. I think there are all kinds of
reasons for not doing something but I think in this case there are
many things we could do.

WORK OF COMMITTEE MOVED SEC TO INVESTIGATE LOCKHEED

First, I want to, I think we ought to, set the record straight. This
committee uncovered the Lockheed C-5 mess in 1968 and 1969. The
SEC had done nothing. It seemed to have no understanding of
the gravity of the Lockheed difficulties in defense contracting and
its effect on its securities no knowledge of it, these required no dis-
closure concerning these grave difficulties. We asked the SEC, re-
member I wrote a letter to the Commission and asked the SEC, to
look into several aspects of this problem, and only after we made
that request did you conduct your investigation. That lasted a year,

' Securities Exchange Act of 1934, Release No. 9576 (April 20, 1972).
"Securities Act of 1933, Release No. 5092 (October 15, 1970).
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I do not know why it took so long but it lasted a year, as I recall,
before the report was issued. Now, is that not correct, is that how
you understand the sequence of events?

Mr. LooMis. I was not on the Commission at the time but it is my
understanding that is approximately right. The report, the investi-
gation was commenced in 1969, and concluded in 1970, and I believe
it was the work of this subcommittee that moved us into action, al-
though I had no part in the decision to take it.

SEC MANPOWER

Chairman PROXI1IRE. In your testimony you give several reasons
for not doing more to require disclosure from defense contractors.
One is that the limited resources of the Commission would not per-
mit investigation of more than a fraction of the reports submitted.
Will you give us a breakdown of the total number of professional
and nonprofessional employees at SEC, and tell us what percentage
is allocated to review reports filed in Washington and what percent-
age is assigned to investigations in the field? Can you give us that
kind of an estimate off the top of your head? If not, can you give it
for the record?

Mr. LooMis. I cannot give it off the top of my head. It is a diffi-
cult breakdown. Approximately a hundred people involved in the re-
view of the documents filed with the Commission. The enforcement
staff spends only a limited part of its time on this kind of thing.
Most of their effort is devoted to investigating stock frauds, illegal
sales.

Chairman PROXMTRE. Let us just hesitate a moment on that. One
hundred people involved in investigating-

Mr. LooMIs. No; involved in examining.
Chairman PROXMIRE. Examining, I should say. My first question

was how many people do you have in the agency total, how much
professional and nonprofessional employees there are in the SEC?

Mr. Loo-Iis. There are about, I believe-I will correct this if I am
wrong-some 1,300 or 1,400 employees in total. Professionals are
maybe half that, in various professions. There are a lot of lawyers
in the Commission because there is a lot of legal work and trial
work to be done.'

Chairman PROXIMIRE. But there are about 600 professionals, 650
professionals-

Mr. LooDIs. Something like that.
Chairman PROX-MIRE [continuing]. In the agency altogether, and a

total of 1,300 or 1,400 people.
Mr. LooMIs. That is right.
Chairman PROXDIRE. And about a hundred are assigned to review-

ing reports, is that correct?
Mr. Loomis. What is that? I missed that.
Chairman PROXXrRE. About 100 are assigned to reviewing.
Mr. LooMIs. About 100 are assigned to reviewing these filings.

Now, there are additional people in supporting capacities There is
an office of chief accountant of the division, and there is Mr. Stef-
fan's office, some other people, there is a special proceedings unit.'

' See Mr. Loomis' letter, dated Jan. 3, 1973, pp. 1990-1991.



1968

Chairman PROXMIRE. Are you saying there are a hundred profes-
sionals assigned to reviewing the reports?

Air. Looiris. About a hundred in the branch of examinations.
Chairman PROXMIRE. Professionals and their assistants.
Air. LooMIs. Professionals, yes.
Chairman PROXMIRE. A hundred professionals?
Mr. Looais. Yes.
Chairman PROXmTRE. That means you have approximately 15 per-

cent to 20 percent of your personnel involved in investigating, what
do the other 85 percent do?

Mr. Loomis. Not investigating, this is processing work, examining
these documents. When you come to investigations, enforcement in-
vestigations, that is one of our major uses of manpower. Almost all
of our field people are engaged in that kind of thing as well as one
of our larger divisions, although I think its professional staff is
smaller than the 100 that I mentioned here who are engaged in en-
forcement, but this enforcement, as I say-

Chairman PIOXMnIRE. How many do you have in that area, in the
enforcement area?

Mr. LooMIs. Offhand, and I will probably have to correct these
figures, I would probably say 400 or 500. Those are not all profes-
sionals.

Chairman PROXMnIRE. How many professionals, about half again?
Mr. LooMIs. A little more than that.
Chairman PROXMIIRE. All right.
Mir. Loo~ris. But, as I say, they have a very wide range of duties

and their basic-
Chairman PROXMIRE. So about half of the SEC is involved either

in the reviewing of reports or in following up the review with field
investigations and enforcement.

Mr. Loomis. No, sir, I just want to emphasize again, that is only a
minor part of the work of our enforcement staff. Our enforcement
staff is primarily engaged in investigating violations and such
things as stock fraud and con games and sale of securities illegally
without registration, and in trying cases involving those things be-
fore the courts and before the Commission.

Chairman PROXMNIRE. What you have described before you came to
this last part is the proportion of the SEC involved in reviewing re-
ports and then following up those reviews with enforcement and so
forth'?

Mr. LooMIs. Yes; but the numbers do not-the number, the
amount and time of our enforcement people that are spent in follow-
ing up and investigating filings, I would think, is a relatively minor
part of their work, maybe not more than 10 or 15 percent.

Chairman PROXMIRE. What I am trying to get at is you do have
the capacity to investigate frauds and violations?

Mr. Loorins. Yes, we do, sir.
Chairnman PROXrIRE. Fully and comprehensively, is that right?

You certainly, if not, you certainly ought to have the staff to do it.
Mr. LooMIs. We always feel, every law enforcement agency al-

ways feels, it does not have enough people.
Chairman PROXMIRE. Well, yes-
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Mr. LOoMIs. But in general, I think we do do a satisfactory job in
that area.

SPOT CRECKS OF LARGE CONTRACTORS

Chairman PzoxmiuRE. Well, as you know, we have not requested
SEC to investigate all the documents submitted by registrants. We
have asked that you make sure the major defense contractors fully
disclose their problems and risks in connection with their defense
contracts. Do you not have the staff resources to make spot checks
of, say, the largest 25 defense contractors to see if they are comply-
ing with this?

Mr. LooMis. We do that to some extent.
Chairman PROXMIRE. To what extent?
Mr. Loomis. Well, I will ask Mr. Steffan to discuss that in a mo-

ment, but the difficulties are the ones that I have outlined, that there
are uncertainties, engineering problems. As I say in my statement,
we cannot very well expect a contractor to tell us something that he
does not know himself.

Chairman PROXMIRE. Of course not, and I am not asking that you
give us your estimate which nobody can give of the success or fail-
ure, how much the loss is going to be, how long it is going to take,
how late they are eventually going to be, how much the overrun will
eventually be, nobody knows that. All I am saying that some reason-
able estimate of the risks involved, how much is at stake, that kind
of thing be disclosed in the event of a relatively few defense con-
tractors, the ones that are so big, investments are so widely held,
that it could have a serious effect.

LOCKIEEED

We have the problem of people who invested in Lockheed at 70,
and no matter how diligent they were, how careful they were about
getting all the information available, they had no wav of knowing
the great trouble Lockheed was in, and their stock dropped from
about 70 to 10. The insiders at Lockheed knew, but the investing
public had no knowledge about it.

Mr. LOOMIS. WlTell, I am not sure
Chairman PROXMIRE. This is happening in some of these other

cases, I am sure it is very likely to happen.
Mr. LooMIs. I am not sure that even the insiders knew what the

problems were but they knew them quicker than other people. You
are correct, however, that it is not an easy job. Sure, you can have
people say in their registration statement that defense contracting
involves risks and uncertainties and things like that, and they are
saving that but it does not help very much. The problem is to quan-
tify the risks and uncertainties and that is not easy.

Chairman PROXMIRE. Well, for many, many, many months before
the public knew about this the enormous overruns in the C-5A pro-
gram were well known by the Air Force and by the management at
Lockheed. It was not known by the public.

Mr. LooMIs. Yes, I think we would agree that is true, as I said in
my statement-
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Chairman PrtoxMnm. This is not-this is getting so, it is develop-
ing into a pattern.

Mr. LooMIs. As I say in my statement, we were slow in catching
on to that, and your Committee was very helpful.

Chairman PROXMIRE. These are matters of fact, not matters of en-
gineering, engineering judgments or matters of new technology, they
were matters of fact that were known by the management and
known by the Defense Department and unknown by the public.

Mr. LooMIs. That may be so, although the exact significance was
at the time rather difficult to appraise. I mean, there were overruns,
overestimates, but the Lockheed people were of the opinion until
quite well along that in one way or another those would be taken
care of. But the thing got out of hand, and that did not occur. But
the loss on an overrun is not a fact. You cannot tell

COST OVERRUNS SHOULD BE DISCLOSED

Chairman PROXMIRE. Should they not disclose this information,
that you allude to, in their report? They knew they had an overrun,
why should they not disclose that?

Mr. LooMIs. They have an overrun over a target but the target is
also changing and it is difficult. I think you are right they should
have said there is an overrun, but how meaningful that would have
been is questionable. But we might get back, maybe the estimate is
wrong, maybe they will make more money on the later stages of the
contract.

Chairman PROXMIRE. Let me ask you this, if the SEC does not
have the capability to review contractors' statements should this not
be disclosed to the investing public, which I think has assumed that
the registration statements do meet SEC requirements?

Mr. LOOMIs. Well, I will say I think that your assumptions are a
little extreme. I would not want to say we cannot do it, although we
could do it better than we certainly-if we did not do what we had
done the situation would be considerably worse.

EXPANDED SENIOR ADIITING AND ANALYTICAL STAFF

Chairman PROXMIRE. Let me ask, you mention an expanded senior
auditing and analytical staff. By how much has this staff been ex-
panded and what has it done to require greater disclosure by defense
contractors ?

Mr. STEFFAN. Let me speak, if I might, to the analytical staff. Mr.
Burton can speak to the auditing side. I joined the Commission this
summer, the end of June, and I now have one other professional in
my office directly. In addition, at the same time, an office was created
for disclosure policy and proceedings; that office, for example, con-
ducted the hearings in the matter of "hot issues" and is completing
its hearing on forecast and projection. If you add all these together
we probably have seven professionals in analysis and disclosure pol-
icy who work in an interrelated fashion. This staff is largely com-
posed of senior people, people who have had 5 years of experience
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either with the Commission itself or in related businesses. This staff
is not included in the 100 Mr. Loomis gave you earlier.

I think it would be fair to say to include my activity, Mr. Bur-
ton's activity, the senior auditing staff in the division of corporation
finance itself and certain other related people, the number of profes-
sionals in the review process would increase by 50 percent, that is,
you would have 150 people involved in review of registration state-
ments while only 100 of those are in the actual day-to-day process-
ing branches. I think that describes

Chairman ProxM-RE. In view of the complexity, the size of the
firms involved, the number of defense contractors, do you not think
under these circumstances that there ought to be some way of noti-
fying the investing public there is this very limited investigation of
defense contracts or that there should be an appeal for a somewhat
larger staff to the Congress, to the Office of Management and
Budget?

Mr. STEFFAN. I think on the latter point we have done this, are
continuing to ask for more staff and are getting more, and we hope
to continue to increase both the analysis and auditing staff. We feel
that in many cases rather than adding more people to the processing
branches, which people are younger and might not have experience,
it is better to try to add them at a more senior level,

Speaking to your first point, I think one of the problems-
Chairman PioxNi~rE. How many more did you ask for?
Mr. STEFFAN. I cannot speak to that right now. Maybe-do you

know, Mr. Burton? I have asked for a couple of more in my area
over the next vear.

Chairman PRO2tiRE. Two more?
Mr. STEFFAN. That is through J-me of 1973. We would be increas-

ing my specific office from three to five in 6 months, which I think is
adequate, in view of the time period, to establish a new office involv-
for extra review and so on.

Chairman PROX3IRE. Well, it may seem adequate to you but in
view of the immensity of our defense contracting, the enormous
amounts at stake here on the part of investors, I do not think it
meets anything like the spirit of the Securities and Exchange, or the
Securities Act of full disclosure of enabling investors to know what
they are doing when they invest in one of these big defense firms.

Mr. STEFFAN. It is clearly not adequate to conduct the type of in-
vestigation that I understand was conducted with the Lockheed mat-
ter, which you precipitated, for each contractor or, for that matter,
for each other major company involved in projects of great uncer-
tainty, whether it is Boeing's 747 program or whether it is construc-
tion of a huge dam or roadbuilding project, that sort of thing. I do
not think, and I must say my understanding of the legislative back-
ground of SEC law is not complete, but I do not think that we ever
had hoped to be able to conduct independent investigations of all
these matters on an ongoing basis.

Chairman PROXMIRE. No, I think that is right. We asked for spot
checks but even spot checks, it seems to me, with your very small
complement you can hardly do justice to that.
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SPECIAL SURVEILLANCE OF Co01PANIES ENGAGED IN LONG-TERM
CONTRACTING

You said, Mr. Loomis, the staff as a result of the Lockheed inves-
tigation, is undertaking special surveillance of companies engaged in
.- l types of long-term contracting. What do you mean by special
surveillance and what specifically, is being done with regard to de-
fense contractors?

Mr. Loo-ris. I meant the registration statements and the reports
are examined more carefully and particularly the report, the annual
report to the Commission. As I said, it used to be

Chairman PROXMIRE. More carefully, what do you mean more
carefully? Do you actually have an additional step or two that has
to be gone through for defense contractors?

Mr. Lootis. Exactly.
Chairman PIROXMIME. What is that, what additional steps are

there?
Mr. STEFFAN. When I arrived, one of the first projects I was

given was to implement the suggestions in the release of June deal-
ing with the investigations of the total defense contracting problem,
and our first effort was to go back and review some of the activities
that have deen unveiled and the nature of contract reporting. We
prepared, with the help of the branches that had had experience in
this area, a detailed reporting form which we are now asking each
of the branches to prepare, not only on defense contractors but on
long-term contractors of any type or sort. To determine what type
of information is reported in the annual reporting process, and what
type of information we need to give better disclosure.

To emphasize one point, up until really less than 2 years ago we
received detailed information on this type of matter only in regis-
tration statements under the 1933 Act. In other words, the annual
reporting, quarterly reporting, and monthly reporting to the Com-
mission required by the 1934 Act did not provide detailed informa-
tion of this sort or nature nor did it really provide the opportunity
for staff review. We have begun a process in one case of defense and
other long-term contractors of reviewing the 10-K annual and
quarterly reports in much more detail.

Chairman PROX2[IRE. Let me refer to the study of June 14 from
the Division of Corporation Finance. The subject: public investiga-
tion, in the matter of disclosures by registrants engaged in defense
contracting. You know what you are not getting, is that not right?

Mir. STEFFAN. Well, I would say that is true to a degree, and we
probably know what we are not getting with defense contractors to
a greater degree than we did with other long-term contractors. This
overall process is designed to survey all this type of contracting.

Chairman PROXMIRE. You took a year to do this study, you take
another year, why can we not get action now?

Mr. STEFFAN. I think we are getting action. The process of sur-
veying each of these registration statements or reports and filling
out this rather detailed form is designed to encourage the branch
chiefs and branch personnel to request from contractors this type of
disclosure in the documents they file and request amendments and
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that sort of thing. And I think in the case, for example, of Grum-
man, since this process was undertaken, that the reporting in the
10-K and 8-K. reports has probably been expanded and more
effective than it had been before.

RELIANCE ON INDEPENI)ENT AUDITORS

Chairman PROXMIRE. Your other explanation for not doing more
to require disclosure is that you rely heavily on independent audi-
tors to interpret your requirements, and you go on to say that "sub-
stantially greater reliance must be placed on the accounting profes-
sion than on the cursory reviews by the Commission staff to assure
the reliability of financial information filed with the Commission." I
am not sure, Mr. Loomis, with all due respect, that is not just rheto-
ric or double talk.

In the first place, we are not asking for cursory reviews. Our com-
plaint is that your reviews are too cursory. We want in-depth, com-
prehensive scrutiny of major defense contractors, especially when
facts are brought to your attention that they are failing to disclose.
In light of recent experience with Lockheed, Litton and Grumman,
how can you rely on independent accounts to do SEC's job?

Mr. LooMIs. Well, the question is, what is their job and what is
SEC's job. Congress decided in 1934, and maintained that decision,
that the auditing of the accounts and the presentation of financial
statements of the companies, defense contractors and all others,
should be done by independent public accountants, not by the Com-
mission, in order to reduce the size of the bureaucracy and out of re-
liance on the accounting profession, and that-auditing is a detailed
job which you do on site in the plants and offices concerned,-we
have to place heavy reliance on that process because we are neither
authorized nor staffed to go out and do that job ourselves.

SEC STUDY ON DISCLOSURES BY DEFENSE CONTRACTORS

Chairman PROXMIRE. Let us take a look at your own report and
show how greatly inadequate that is. In your study, let us look at
that report, the one I just referred to issued in June, in the matter
of disclosures by registrants engaged in defense contracting.

There is a chart illustrating the results of the survey to show the
amount of disclosure by defense contractors. The chart shows that
the majority of the 34 firms surveyed disclose the facts in only two
respects:

First, a discussion of the military programs generally and the
total contributions of defense sales to revenue. Now, half the firms
disclose renegotiation of excess profits. But most of the firms fail to
disclose anything about the type of defense contracts they entered
into, total contributions of defense sales to income, their backlog, or
their method of accounting. Only 5 out of 34 contractors disclosed
anything about cost overruns, only one disclosed its delivery prob-
lems, only one disclosed its claims against the Government, and none
-zero, zip-disclosed the problem of estimating costs in defense con-
tracts. Does not this survey show rather conclusively that the major
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defense contractors are failing to disclose the facts about their mili-
tary work?

Mr. Loomris. Senator Proxmire, this tabulation refers to the con-
tents of the annual report to stockholders, which is a document
which is neither filed with us nor reviewed by us nor do we have au-
thority to prescribe its content. There is better disclosure in these
areas, although not as good as it should be. It is historical and oc-
curred in a period when we really had not got into this problem
with other things we are doing now.

Chairman PROXMIRE. Let me ask you about disclosure 17 A, B,
and C; are the charts on which you make a very helpful revelation
of what you get, and is there better disclosure, on defense contracts
surveyed under the 1933 act? How is that made public or is it made
public?

Mr. LooMis. Those are in registration statements and in those in-
stances where the defense contractor during the period involved
made a new offering of securities. Several of them have not. That is
the Securities Act registrations.

LACK OF FULL DISCLOSURE

Chairman PROxMImm. All right. In that record, which is better
than the other one, you have only 3 defense contractors report cost
overruns, 25 who do not; estimation problems only 2, 26 do not; de-
livery problems only 2, 26 do not; cancellation possibilities 15 do, 13
do not; claims against the Government-Government against the
company only 1 disclosed those, 27 did not; claims of the company
against the Government, only 1 disclosed those, 27 did not; again, a
somewhat better record, as I say, than before. You do not have zero,
but you have a very poor showing and most stockholders would be
left in the dark.

Mr. LoOMIs. Senator, I believe there are some 70 companies. Cer-
tainly not all of them had the type of problems that you are refer-
ring to. If they did not have them. they did not have to disclose
them.

Chairman PROXMIRE. In our experience, practically all large
defense contractors have them if they are large enough to have a
variety of contracts.

Mr. LooMIs. Well, these included also companies such as, I
believe, General Motors-

Chairman PROxMIRE. We asked the GAO to make a study of the
major defense contracts for us and they found they were overwhelm-
ingly in overrun; the overruns averaged around 40 to 50 percent of
the original contract.

Mr. LooMIs. I think, for example, companies like General Motors
and A.T. & T. are defense contractors but maybe these problems are
not as major to them.

Chairman PRox-mIRE. Of course, these are defense contractors dis-
closures?

Mr. LOOMIs. Yes; but they also include companies having other
businesses.

Chairman PROXMIRE. I understand. But in many defense contrac-
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tors it is a very minor part of their operations; that is true, but this
still looks as if it is pretty serious delinquencies.

I might say Litton has only 30 percent of its business in defense
but look what it is doing to their operations. Their profits dropped
down from about S50 million last year to $1 million this year and
we all know now that it is public knowledge what difficulty they are
in.

You point out the uniqueness of defense business and that
accounting statements about it are at best poor approximations of
reality; and you say that about all auditors can do is verify the
legitimacy of costs incurred to date. Does this not prove that the
SEC should not rely so heavily on independent auditors for compli-
ance with your requirements?

Mr. LooMIs. Well, who else should be rely upon? I think they are
invaluable because otherwise we would have to rely on the manage-
ment.

Chairman PROXMIRE. For the major contractors, more has to be
done by the SEC. If this requires somewhat greater staff I think it
is an excellent investment.

Mr. LooMIs. Well, I hope the appropriations committees and
OMB will agree.

Chairman PROXMIRE. Not only as a member of the Appropriations
Committee but as chairman of the subcommittee that handles your
money, I am very interested in that and I want to do all I can to
help you.

Mr. LOOMIS. I agree. I have always personally felt, without know-
ing how to do it, because I am not skilled in the area, that we have
not done enough about the defense contractors' problems.

Chairman PROXMIRE. When you talk about adding two men to
your vital agency, your vital work, and we talk about billions and
billions of dollars elsewhere, we are talking about, I am sure, a bene-
fit-cost ratio which anybody would have to feel was immensely
favorable and a good investment if we are going to provide protec-
tion for, as I say, the hundreds of thousands of investors in defense
corporations.

SEC NEEDS TO DO MORE

Mr. LOOMIS. I agree with you entirely; I could not agree with you
more. We should do much more in this area but we have a great
number of other responsibilities, many of which most segments of
the people and even most segments of the Congress regard as more
our business than defense contracting. In fact you, Senator, I think
correctly, are one of the few people who think that defense contract-
ing is a major subject for us. The other Members of Congress, and
so on, inquire on how many fraudulent people did we catch, what
are we doing about the condition of the brokerage firms, and how do
we improve their operations.

Chairman PROXMIRE. Of course, all these things are important. I
realize you have many people who have different views on what you
should do, but you are an independent agency, you are independent
of the President in a very important sense. You are appointed, of
course, by the President, but you have a degree of independence and
a judicial capacity, you have to make decisions and judgments; you
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can see with this colossal amount at stake is a very large sector of
the investments and it is an area in which the Government has a
peculiar responsibility and where knowledge could be enormously
helpful to stockholders.

Mr. Loomis. I agree.
Chairman PROXMIRE. Here we could do more.
Mr. LooMIs. I agree with you.
Chairman PROXMIRE. Did you want to reply?
Mr. BURTON. I just think, in the first place, the Commissioner's

comments in regard to the danger of making-

SEC MAY CHARGE FEES FOR AUDITS

Chairman PROX3MIRE. Let me just interrupt to say I am informed
by the staff the SEC could charge fees for these audits, so the costs
would not have to be borne by the taxpayer entirely.

Mr. Loomis. I would have a question about that. We have never
charged anyone a fee for the privilege of being investigated by us,
and the general guidelines that we have from 0MB concerning fees
are that we should not do that.

Chairman PROXMIRE. Let us think about it. Will you give me a
memorandum on that?

Mr. LooMIs. Surely.,
Chairman PROXMIRE. I would like to get your full opinion on it.

SEC NOT A GUARANTOR OF INVESTMENTS

Mr. BURTON. There is a real danger, I think, as Mr. Loomis
pointed out in his statement, that the investiing public, when view-
ing increased activity on the part of the Commission, will look to
the Commission as a guarantor of investment results which, I think,
would be most unfortunate.

Chairman PROXMIRE. Of course.
Air. BURTON. This is a danger. I am not certain as to what audit

responsibility, and you used the word audit, you believe the Com-
mission should have in looking at such engagements. I know that
public accountants spend a great deal of time and resources investi-
gating contracts. I know iO years ago in working public accounting
I spent some time in looking at a longtime contractor who was not a
Government contractor and we spent a good deal of time and were
not able to do other than to satisfy ourselves that historical esti-
mates were reasonable and therefore there were grounds for placing
reliance on the company engineering estimate and this is an area in
which the engineering estimate is the key to the profitability of the
contract.

NEED FOR DISCLOSURE

Chairman PROXMIRE. Any investor who thinks that the SEC can
guarantee results, is awfully foolish, and we would not expect any-
thing of that kind at all. It is just that the SEC should be able to
require, one way or another, adequate disclosure so that a prudent

' See nieniorandumii, pp. 2021-2023.
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investor can make an investment based on the information available,
and from everything I see is, in the defense contracting area this is,
not the case.

Mr. BURTON. Well, of course, a cost overrun, as I think Mr. Loomis
said, is not necessarily material information to an investor as long as
it will not be costly to the company in terms of its inability to collect
these overruns from the Government, and this depends on the nature
of the contract. I am not making a judgment in terms of Lockheed's
cost overrun because I think that clearly was perhaps

Chairman PRoxmmE. Yes, of course not. What we are saving is
that the fact of the cost overrun and whatever can be disclosed
about the size of the overrun, if it is available, should be made
available just as promptly and fully as possible without making any
judgment as to whether or not the company will have to bear the
burden on that. That is something which almost always is worked
out on the basis of some kind of negotiations or some kind of politi-
cal decision. But the fact of it is material and imporant for a pru-
dent investor.

SPECIAL GUIDELINES

Let me ask, do not the facts also strongly suggest. Mr. Loomis,
that because defense is a special kind of business which presents
unusual accounting and auditing problems, that special guidelines
for disclosure ought to be, issued by SEC?

Mr. LooMIs. I think you are right on that. Our problem has been
in the past to provide meaningful guidelines. The result of this
investigation that you refer to was, as I recall, a conclusion on the
basis that the reporting structure should not be changed and the new
rules were not the answer. I think essentially that is the conclusion.
But that the attention of the public and of defense contractors
should be drawn to these problems, and this was discussed in the
release which is attached to my prepared statement.

Chairman PROXMIRE. Here is my problem. You referred to the
notice to defense firms issued by the SEC on June 22. In my view,
Mr. Loomis, that was the weakest, wishy-washiest action you could
have taken in light of the incredible and indusputable failure of
defense contractors to comply with the disclosure requirements. In
fact, did not the SEC staff itself propose guidelines for disclosure
by defense contractors?

I have a copy of the proposed guidelines here, and those guide-
lines would be a lot more forceful and effective kind of action.'

Mr. LooMIs. I was not particularly-
Chairman PROXMIRE. Instead of sending a general notice to do

better, we would like to have guidelines here, guidelines would indi-
cate what they would have to do.

Mr. Loomis. I will look at that further. I did not participate in
that at all, either in the formulation of those guidelines or any deci-
sions with respect to them. I think there was some sentiment in some
quarters that those guidelines might do more harm than good, but I
do not know why because I was not involved.

1 The full text of the proposed guidelines and the notice of June 22 may be found on
pp. 2483-2492.

95-328-73-24
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Chairman PROXMIRE. Well, how could they do more harm than
good? To whom would they do harm?

Mr. LooMIs. Well, there are
Chairman PROXMIRE. First, let us go through the guidelines and

maybe that is the thing to do. I have a copy of them, I presume you
are thoroughly familiar with them. Let me examine the staff's pro-
posed guidelines for a few minutes. They proposed that contractors
be specifically required to describe their major contracts, to describe
the types of contracts and explain how each type affects profitability
and future claims for allowable costs, to discuss the difficulty in esti-
mating costs, the fact that contracts are subject to renegotiation of
profit and termination for the convenience of the Government, that
it may take long periods of time to settle claims, they require that
problems in meeting specificiations or delivery schedules be stated
and material cost overruns. Now, why should not these guidelines be
issued so that firms be required to disclose this information to the
public. I can see how it might do damage to some firm that wants to
be able to sell its stock at a value higher than they should, than the
public would pay for it if the public had the facts, but I cannot see
how this would do any damage to an honest firm or to an investor.
How could they do more harm than good?

Mr. LooMIs. Well, that probably was not the way to put it but I
think there was a conclusion reached that these detailed guidelines
would create impressions which were not always justified as to prob-
lems of defense contracting for all companies doing it in all kind of
ways. Maybe Mr. Steffan would answer that.

WHO KILLED THE GUIDELINES?

Chairman PROXMIRE. I would like Mr. Steffan to answer who
killed the guidelines, who killed Cock Robin?

Mr. STEFFAN. I am afraid I was not here when that happened but
I am not sure it is fair to say that they were killed either,
because

Chairman PROXM1IRE. Well, they are not in effect.
Mr. STEFFAN [continuing]. Well, let me just speak to this after

-the fact. I think, in the first place, there was some concern that the
matters investigated both here and in the Lockheed report, and the
conclusions reached about the type of disclosure, were related very
heavily to the total package procurement type of contract which was
at that time, and I guess is still, being phased out except for the
contracts in effect.

Chairman PROXMIrEE. Let me just interrupt to say in my mind this
total package procurement has taken a whale of a beating. Again,
-this committee criticized that first and at that time the Air Force
said it was the greatest type of contract, Mr. Charles said it was the
greatest contract conception that had ever been advanced by the
Defense Department. They championed it. Finally, they came
around to agreeing it was not good and threw it out, but this cannot
be held responsible. We are going to continue to have problems in
-the future, have overruns in the. future, and have defense contractors
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in deep trouble in the future and the total package procurement con-
cept is not anything like the end of our problem.

Mr. STEFFAN. No, what I am saying, I think to a degree some of
the conclusions reached were reached on the basis of investigations
of companies involved in this kind of contract and I think there was
some feeling, that is my impression, I do not know accurately, that
it would be unwise to develop guidelines that would be so specifi-
cally related to this type of investigation which would not perhaps,
which could be deemed by certain types of companies not to apply
to their other contracting.

Secondly, I think that not only the types of things that you men-
tioned in the proposed guidelines but also other matters in this
report which are related have been pointed out in this special survey
project that we are undertaking as matters which should be consid-
ered for disclosure, and I think we are having a good effect in many
cases.

I think-
Chairman PROXMIRE. How long will it take? This is already 6

'months.
Mr. STEFFAN. Well, it is in practice now.
You see, when a company-
Chairman PROXMIRE. The guidelines were not issued, the defense

contractors are not required to comply?
Mir. STEFFAN. The guidelines were not issued in response to your

question but there are surveys being done in relation to this infor-
'mation as the contractors file their quarterly and annual reports and
financial statements, so I think we are getting disclosure to some
-degree.

Chairman PROXM.IRE. I do not understand how this can be done
*without your knowledge, you are a Commissioner, you should have
had a vote on it or was it done by the Chairman without a vote?

Mr. LooMIs. As I understand it, this decision bascially was made.
before I was appointed to the Commission.

Chairman PROXMIRE. You were the legal counsel of the SEC.
Mr. LooMIs. Yes, but it was not my job to deal with this kind of

problem.
Chairman PROXMIRE. Who made the decision then, the previous

Commission or the Commission that was constituted before you were
appointed?

Mr. LooMis. I presume the Commissioners as then constituted.
Chairman PROXMIRE. When? What was the date?
Mr. LooMIs. Although some of it was made after I was there, but

the staff on further consideration concluded that it would be unwise
to issue these guidelines, and I am not an expert in that question
and I presumably concurred. I want to apologize for indicating that
I was not there because some of it happened after I was there.

Chairman PROXMIRE. In your June 22 release you said it would be
impracticable to impose specific guidelines because defense contracts
are so complex. Tell us which of the proposed guidelines are imprac-
ticable. Give us an example of why it would be impracticable to
require defense firms to disclose their cost overruns or their claims
against the Government.
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COST OVERRUN ESTIMATES

Mr. LooMIs. Well, I suppose you would have to define what a cost
overrun is. It is one thing if you are going over an estimate that you
have and it is another thing if you are going over the total amount
of the contract.

Chairman PRoxmUR. The cost overrun is a very simple arithmetic
determination. It is whenever the costs go above the target, and the
amount by which they do.

Mr. STEFFAN. It is estimated costs, is it not?
Chairman PRONMIRE. It can be-they estimate this regularly, it is

estimated costs.
Mr. STEFFAN. But it is estimated costs.
Chairman PROXmiRE. They are required to make that kind of

report, are they not, to the Defense Department? They are required
to make that kind of report regularly to the, Defense Department so
they know what it is.

Mr. BURTON. There is a question as to how relevant it is to inves-
tors as a general principle. In other words, what I think one of the
problems the Commissioner saw with the detailed guidelines, and I
also was not present when that was done, but in one

Chairman PROXxIRE. Let me say that the reason it is relevant is it
means they are going to sell this product at a loss unless the Gov-
ernment bails, them out, and again, you do not know exactly what
effect this is going to have on income or the the price of the stock
but at least you know this is an element that could have an effect, an
element that could be of very great significance; perhaps it will not
be of significance but the stockholders should be told about it and
what it is so they can make their own evaluation.

Mr. BURTON. Well, there is a question as to his ability to make a
reasonable evaluation, and the danger-

Chairman PRoxmiRE. There is certainly no question about his ina-
bility to make a reasonable evaluation if he knows nothing about it
at all.

Mr. BURTON. But there is a risk he will make a wrong evaluation
about it because when something is pointed out in corporate disclo-
sure, when something, is pointed out, it automatically assumes a con-
siderable importance. In some companies, and I am not making this
a general statement because in some cases cost overruns are a rele-
vant disclosure, but when it is disclosed it may well create an ele-
ment of concern that is not justified in terms of the investment pic-
ture of a particular corporation. Perhaps by calling for too much
disclosure you can create fear which does not balance the relevance
of a particular disclosure to the degree of risk in the investment in
the particular company.

Chairman PROxMIRE. You are treading on awfully dangerous
grounds in that response, maybe you are right, but I am shocked
and surprised that you would say that a cost overrun, a material
fact, should not be disclosed to permit the investor make his own
judgment on it. You may say make the wrong judgment, sure, of
course, but at least you give the facts to the extent that you can.

As I say, the defense contractors know if they have a cost over-
run, they have to, they are required by the Government to make an
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estimate to the Government on it. Why should not that be disclosed
to the investor, and if some investors are foolish and make a mis-
judgment on the basis of the fact that has been disclosed there is
nothing in the world we can do about that. But certainly, you do
not imply that the best investor is an ignorant investor who does not
know the facts; the less he knows about it the better investments he
makes, is that it?

Mr. BLRTooN. No, that was not what I intended to imply but I
think the investor can be misled by selective disclosure, and one of
the dangers, particularly-

Chairman PROXAMIRE. That is why we want full disclosure of every
cost overrun, not selective.

Mr. BURTON. But when you are dealing with cost overruns you
are already selecting in terms of the total picture of a corporation.
Now again. if you are talking about a company whose sole business
is defense, then you are talking about a situation where virtually
every case of a material cost overrun would be material investment
information.

Chairman PROXiTzRE. Now, I see your point. Your point is you
have a firm that mavbe has 1 percent of its business in defense.

Mr. BPMRTON. Or 10.
Chairman PROXMITRE. It has a small cost overrun, it discloses the

cost overrun, the investor gets the notion that because there is a cost
overrun this is bad, better sell the stock, the value of the stock drops
unfairly.

WVell now, it seems to me this puts a very poor judgment on the
capability of a corporation to hire people who have any knowledge
of semantics. In the first place, they can say that it is a small cost
overrun, that it only amounts to a fraction of a percent perhaps of
their operations. that it will not be significant. They can tell the
truth. Nobody is keeping them from disclosing what kind of a cost
overrun it is. All we say is it should be disclosed.

Mr. STF FAN-. I think one other point here is that a company is re-
quired to disclose any material anticipated writeoff or expected loss
at the time they conclude this will occur, and the auditors are ex-
pected to confirm that and enforce that, and I think that is one as-
pect. Of course, there is a mechanism

Chairman PROXMIRE. Of course, they can write it off; of course, it
is too late and by then the stockholder has suffered his loss.

SEQUENCE OF EVEN-TS REGARDING GUEDELINES

Let me get back to 'Mr. Loomis here and follow up about these
guidelines. You said, as I understand it, in part, the decision may
have been made when you were there, before you were a Commis-
sioner, you were not sure. Give us as much as you can of the se-
quence of this and if you cannot give to us now for the record di-
rectly, will you give it to us later?

Mr. LooMis. I think I should elaborate on it later because I do
not have all of the details in mind.'

I See Mr. Loomis' letter, dated Jan. 3. 1973, pp. 1990-1991.
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As I understand it, these guidelines were submitted to the Com-
mission for its consideration, the Commission requested the staff to
consult with outside professional groups and Government agencies
as to what the impact of this would be. The staff reported a good
deal of concern, and the conclusion, for some of the reasons that
have been discussed, was that it would be unwise to attempt to put
out specific guidelines.

Chairman PROXMIRE. I understand you requested comments on
these from a number of Government agencies, including the Defense
Department.

Mr. LooMIs. Yes, sir, I think that is correct.
Chairman PROKXMIRE. Could those comments be made available to

the subcommittee?
Mr. Loomis. I would suppose that they would but I do not know

the terms under which they were obtained.
Chairman PROXMIRE. Well, I cannot see that they would do the

Kremlin any good. Why should they not be disclosed publicly?
Mr. LooMIs. I personally would have no objection, I do not even

know what form they took, whether it was a memorandum of a con-
versation or something, I just have not seen the documents, but I
will endeavor to make sure they get to you if there are such docu-
ments.

Chairman PROXMIRE. I understand they were formal replies that
were made and those comments are available and we would like very
much to get them and if they cannot be disclosed to the subcommit-
tee will you tell us why?

Mr. LoomIs. I certainly will do that.,

CORRESPONDENCE CONCERNING LITTON

Chairman PROXMIRE. I want to discuss my requests that the SEC
look into Litton's failure to make full disclosure in its annual re-
ports. My most recent letter from Chairman Casey is dated August
18, 1972. Are you familiar with that letter?

Mlr. LOOMIS. I read the exchange of correspondence.
Chairman PROX2IIRE. I happen to know Litton has had a copy of

that letter for some time. Since I have not released it, Litton's copy
must have come from SEC.

Mr. LoOIis. Which copy?
Chairman PROXMIRE. The August 18 letter from Chairman Casey.

What I want to know is, who gave this letter to Litton and why it
was given to them?

Mr. LOOMIS. I am informed that your staff was asked whether-
there would be any objection to giving it to Litton and we were told
there would be no objection, so it was.

Chairman PROXMIRE. Well, my staff tells me they were not in-
formed about that. Dick Kaufman, who is handling this particular
matter, was not informed.

Ken McLean, did you know about this? He is the other man who.
handles matters with me for the SEC and Litton. He also did not
know.

' See Mr. Loomis' letter, dated Jan. 3. 1973, pp. 1990-1991.
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ANTICIPATED RECOVERIES FROM CLAIMS

My original request was that SEC check whether Litton has re-
ported earnings based on its expected recovery of large claims
against the Navy. Your reply was that they have counted $22.1 mil-
lion out of $73.8 million in dispute as current assets, and that an-
other $10 million of Navy claims is carried as accounts receivable
offsetting prior expenses. Is this not misleading financial informa-
tion to put into an annual report? Is it not true that of the $168
million in claims the Navy has offered to pay less than $7 million?
In other words, Litton has made claims of $168 million. The Navy
has almost treated these claims with contempt, they say that they
are going to honor $7 million of these claims. If Litton receives only
the $7 million the Navy says they will provide, will that not seri-
ously affect Litton's earnings?

Mr. LoomIs. I wonder if I could ask Mr. Steff an to respond to
that because this is an aspect of the thing that I have not gotten
personally into.

Chairman PROxMIRE. All right.
Mr. STEFFAN. You are correct that if they received nothing other

than the $7 million that is being offered to them by the Navy they
would write-off the difference between the $7 million and the $32 or
$34 million. I think actually, that number is up to $41 million.

Chairman PROXMIRE. The total is $168 million and only $7 million
of the $168 million?

Mr. STEFFAN. That is right. Well, as I understand it, approxi-
mately $94 million of the $167 million of the claims is related to in-
cidents on which there has been no Navy settlements, that is in the
Armed Services Board of Contract Appeals at this time.

Chairman PROXMIRE. The Navy offered nothing. The Navy con-
sider it and offered nothing, zero.

Mr. STEFFAN. Well, perhaps that is correct. My understanding is
there has been no settlement by the Navy on that matter at all. The
other two matters relate to the submarines, and ammunition ships,
and the total offered by the Navy for those two, including escala-
tion, was $7 million or approximately that, at least that is what Lit-
ton released.

The amount, then, which they have on in the assets on their books
in excess of that $7 million would have to be written off if they did
not receive more than the $7 million in their settlement with the
Navy.

Chairman PROXMIRE. That is your conclusion, but how does the
poor investor know about that? Your reply was, as I say, they have
accounted for $22.1 million, not $7 million in dispute in its current
assets and another $10 million of Navy claims is carried as accounts
receivable offsetting prior expenses.

Mr. STEFFAN. Right.
Chairman PROXM3IRF. Well, does that not distort-
Mr. STEFFAN. It distorts-
Chairman PROXMIRE [continuing]. Both their earnings and cur-

rent assets and current ratio and other elements that a prudent.
investor would want to look at, would have to know about?
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Mr. STEFFAN. Assuming there is no recovery, yes, it would be a
distortion and would require a write down. On the other hand, if
they recovered more in their settlement it requires a write-up. This
is an estimate.

Chairman PROXMiRE. All I am asking, and we do not know, we
agree if there should be a settlement that this full information
should be disclosed and thev should not proceed to go substantially
several times above what the Navy offered and put that into their
report. What they should do is to state what the Navy has offered,
what they have claimed, and let the stockholder judge it, and not in-
corporate that into their earnings and their balance sheet.

Mr. STEFFAN. Well, of course, they have not reported earnings on
this amount, but I will grant you it is really semantics because if
they do not receive the amount they would have to reduce their
earnings. But they have not actually reported earnings on this
amount. But I think that the fact is they have isolated this amount
in their reports, in their most recent annual report, the amount had
grown to $41 million and they did indicate that this was subject to
dispute, and I believe, and they talk about having referred this to
the ASBCA.

Chairman PROXMIRE. In their 1971 report they put the money in
before the Navy offered them anything, I understand.

Mr. STEFFAN. I think that is correct, yes, not that much but I
think there was an amount in there.

SEC INQUIRY

Chairman PROXM=RE. What really flabbergasted me about your re-
sponse to my request that you determine whether SEC's disclosure
requirments have been violated by Litton's accounting and reporting
practices, Mr. Loomis, was your statement and I quote: "This is bas-
ically an area involving the judgment of the company's management
and its independent auditors." Tell me what SEC did to determine
whether Litton complied with your requirements. Is it true that you
only looked at the auditors' certification on the annual report and
then talk with Litton officials?

Mr. LooMIs. You mean-this is not the August 18 letter? You are
referring to an earlier letter?

Chairman PROXMIRE. That is right.
Mr. LooMis. In your earlier letter I suspect that that was, al-

though I again was not participating, I did not handle this matter,
that is probably about all that was done at that stage, that they-
what we often do in this kind of a situation where the question has
been raised as to the accuracy of an accountant's auditing financial
statements we ask him how he got to where he did. Later considera-
bly more inquiry was made before we sent you the August 18 letter.

Chairman PROXMIIRE. Well, Chairman Casey's August 18 letter
stated and I quote: "The staff will be reviewing subsequent develop-
ments to be certain they are properly reflected in future reports."
What has been done so far? And are satisfied with Litton's latest
annual report?

Mr. STEFFAN. Well, let me comment, please, again on that. Subse-
quent to the, one of the, earlier replies, possibly the one you were
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quoting, there were conversations with the Navy in relation to these
contracts, and testimony that you have been involved with, was read
and studied, and all these matters were discussed with Litton and its
accountants. The Navy's reaction was not any different from what
has been largely, I think, testified to. and basically they agree that
while their offer of settlement on these particular claims we were
discussing earlier was less than, substantially less than, the claimed
amount themselves they agreed that their offer had been based
largely on specific contract points and not on a matter of equity
which, I understand, is a significant consideration and one which the
ASBCA has acted on in the past and considering in a number of in-
stances.

The subsequent monitoring of this involved rather extensive con-
tinued meeting and discussion with Litton and so far there have not
been substantial developments since the August 18 period in the
progress on either of these claims or on the LHA program and there
has not been much change in the nature of their reporting except
they have discussed these problems in their reports to shareholders.

Chairman PROXMIRE. In other words, you have not done any-
thing ?

Mr. STEFFAN. No, I would not say that is true. I think we have
continued to conduct the type of investigation that you recom-
mended we do with all these contractors and other large companies.

LI1TrON ANNUAL REPORT

Chairman PROXMIRE. 'Well now, Litton's fiscal year 1971 annual
report states and I quote: "The outlook for Defense and Marine
System is good." Is there any doubt in your mind that that state-
ment was inaccurate and in fact misleading?

Mr. STEFFAN. Well, I do not know that it is fair to select that
statement alone from the report without looking at the extensive dis-
cussion of these two contracts and other matters relating to the
LHA that is also in that report. Are you talking about 1971, I am
sorry.

Chairman PROXMIIRE. 1971, yes, sir. There is no discussion of the
contracts in 1971?

Mr. STEFFAN. It would be hard for me to know what was the
knowledge about those contracts at that time, and the total perspec-
tive in their business.

Chairman PROXMIRE. Yesterday we had an enormous amount of
documentation on the great difficulties Litton is having in exactly this
area, defense and marine systems, and they have been having it for
years and, of course, we now know that they have suffered big losses,
big losses, and the losses may be a lot bigger. So for them to tell the
investing public the outlook is good is just misleading and inaccur-
ate.

Is there any doubt that Litton and many other large defense con-
tractors are failing to disclose the risks and problems they are expe-
riencing on their defense contracts?

Mr. STEFFAN. Is there any doubt?
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Chairman PRoXmNRnE. Any doubt they are failing to disclose the
risks and losses that they are suffering.

Mr. STEFFAN. In Litton's case or did you speak-

DISCLOSURES BY OTHER CONTRACTORS

Chairman PROXmIRR. How about other defense contractors?
Mr. STEFFAN. Well, I think that the contractors that I have stud-

ied, which are largely at the moment Litton and Grumman, have
disclosed and discussed their problems quite adequately in the press
and in their reports to us. I think it is very difficult for Litton to es-
timate the outcome of particularly this LHA contract, and I think
that is one of the major problems.

Chairman PROXMIRE. Let me get into very briefly, much more
briefly, Grumman.

Mr. LOOMIS. I just wanted to make one comment on the problem.
Chairman PROxmIRE. Yes, sir.
Mr. Loomis. There is sort of an inherent problem in getting these

people to discuss as we might wish to see them discuss the claims
that they may have against the Government. There is a risk that
they will not get it but they hestitate to say "We probably will not
get them."

Chairman PROXmIRE. I would not expect them to get that, no. No,
I think you are right, and I would not expect that. We would not
expect that and they should not say that. All I am saying we should
find out what we are finding out in these hearings, their claims are
such and such, the Navy has allowed such and such, and the matter
is in litigation and that will be determined. Those material facts are
not disclosed.

Mr. LooMnis. I agree that should be disclosed. There are again
other aspects of it when you are dealing with the nature of the
claim and the manner in which it arose and that kind of thing
would have to be in there, too.

Chairman PROXMIRE. We have been talking about the need for de-
fense contractors to disclose the existence of cost overruns and other
problems on defense contracts as soon as they arise. A related con-
cern, it seems to me, is the manmer in which problems are disclosed.

GRUMMAN AND r-14

Let us take the case of Grumman Corp. and its problems on the
F-14.

Grumman officials knew in the fall of 1971, after they agreed on
October 1, 1971, to produce Lot 4 of the F-14 program, that the
company would suffer a sizeable loss on this work which was sched-
uled to begin in late 1971 and to continue until mid-1974 when the
final Lot 4 F-14 aircraft were to be delivered to the Navy. The com-
pany projected this loss, for the whole period of Lot 4 work, at ap-
proximately $35 million on a pre-tax corporate-wide basis. It then
decided to write off this whole projected loss, which amounted to
$4.46 per share, in the final quarter of 1971. The net result, after
Grumman had reported a profit of $1.88 per share for the first 9
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months of 1971, was a reported loss for the full year of $2.58 per
share and that, of course, is a dramatic turn around, almost cata-
strophic turn around, I am sure, in terms of the investors evaluation
of their stock.

During the year 1972, with these losses written off in advance,
'Grumman reported a profit of $.84 per share for the first six months
of 1972, followed by a deficit of $.64 per share in the third quarter,
when the company reanalyzed its projected loss for the whole period
*of Lot 4 work and wrote off another $20 million. The question is
this: I wonder if you would comment on the propriety of this re-
porting practice, which writes off in 1971 and 1972 projected losses
for 1971-1974 and bears no real relationship to the profitability of
the corporation at actual points of time over this period?

Mr. Loo:ris. I have some observations but I would also like Mr.
Burton to have some.

Chairman PROXmiRE. All right.
Mr. BURTON. The accounting principles that would be involved,

-which I think are generally accepted accounting principles, and
probably the only generally accepted accounting principles, are that
a loss should be recognized as soon as it is perceived and, therefore,
as soon as the company determines that it has a loss on a contract,
-even though this loss is one which will be suffered over 3 or 4 years
-work it is required to provide in full for the loss at the current time.

If there is adequate disclosure of this fact presumably the investor
in subsequent periods will not be fooled in seeing profitability re-
ported while, at the same time, there may be some cash drain under
-the contract.

The Commission in September proposed rules which would re-
quire substantial additional disclosure for any material unusual
charges and credits to income which would require corporations to
indicate the periods during which the costs either which had been
incurred or were to be incurred, were expected to be incurred, so
that where a large write-off occurs the investor will be able to per-
ceive in what period the actual cash drain will be suffered or has
been suffered in the case of writing off fixed assets and inventory al-
ready paid for.

We have received comments, extensive comments, on this proposal
,and our final proposals will be presented by the staff to the Commis-
sion next week, which will call for substantial additional disclosure
of such items.

The question as to whether or not the basic accounting principle is
realistic is one that goes to the inherent conservative bias that ac-
counting statements have had which say that losses should be recog-
nized when they are incurred.

INVESTOR CONFUSED

Chairman PROXMIRE. Well, what this all means, of course, is that
you get an investor very, very confused. You put him in a position
where he thinks that this corporation lost money, sure, they lost
money in the past, but in 1972, after having lost in the third quarter
of 1971 a large amount now they are beginning to move ahead. The
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earnings are good and favorable. Why would not the honest way to
deal with the. investor be to require full disclosure as long as Grum-
man had this knowledge to announce the F-14 program would re-
sult in losses over the whole 1971-1974 period and then report those
losses as they occur rather than write them off, as they did. and have
their profit statement fluctuate wildly as it did back and forth be-
tween profit and loss status with, of course, I am sure, misunderstand-
ing on the part of the investing public.

Mr. BURTON. Well, I think that Mr. Loomis already stated, made
a statement, that the accounting model, the generally accepted ac-
counting principles model, does not apply very well to any industry
in which there are long-term contracts which are subject to great un-
certainty.

Chairman PROXMIRE. That is exactly right, and that is why the
SEC has a job. If this were automatic it could be done by comput-
ers. then you would not need intelligent and experienced and wise
judgment on the part of the SEC staff and the Commission. But ob-
viously, this is a unique kind of a situation where the SEC ought to
step in and provide the investor with the kind of discriminating un-
derstanding he needs here.

Mr. BURTON. Well, I agree completely that full disclosure of the
write-off is necessary.

The other question, you raise, which is the question as to whether
or not the full impact of the loss should be charged to income at the
point where it is first perceived or whether it should be spread over
the life of the contract is a matter of basic generally accepted ac-
counting principles which have been, I think, generally understood
by the investor to provide that losses are charged off as soon as they
are recognized.

Now, I think it is fair to say that the Commission is deeply con-
cerned about the general practices of registrants, the American in-
dustry in general, to take large writeoffs, and this is by no means
confined to the defense industry, and we have seen in the past year
and a half very substantial extraordinary charges. The Accounting
Principles Board has an exposure draft opinion which will not
change the underlying rules but will, I think, limit the extent to
which these losses can be treated as extraordinary, and our disclo-
sure requirements will also, I think, amend this problem at least to
the extent of disclosure.

The underlying accounting issue, which is really a theoretical
issue, which says does a loss spread over a long period of time or
does it accrue at the point where it is recognized, is one of funda-
mental accounting principles, and while we have statutory authority
to set such prinicples we believe that in large part the activities of
the Accounting Principles Board and the accounting profession in
setting principles have served the public well and created a set of
principles which generally lead to reasonable understanding of what
is going on.

Chairman PROx2MIRE. Of course, they have served the public well,
they are very honorable, capable people, but here is a case where it
does not serve the public well and in those cases, it seems to me,
there ought to be wisdom on the part of the SEC that will provide
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the sort of disclosure that will inform the investor that the profit

which was reported in 1972 should be modified by a company state-

ment, at least, as to what it really means, that there are losses which

are going to be, which are, inevitable and definite and certain, which

should affect their judgment as to meaning of that profit if they

have to report it that way.
Mr. Loomis, did you want to comment further on this before I ask

you a followup question?
'\r. LooMrIs. I have always thought it was a desirable item of dis-

closure when you know you are going to have a loss to say so and

not wait and let that information remain undisclosed.
Now, the impact of the proposals that Mr. Burton referred to

should assist in enabling investors in subsequent periods to appre-

ciate the significance of the fact that the loss has been charged off

before and as a result does not have to be charged off again. You

cannot very well charge it off twice.

ADDITIONAL RESOURCES N-EEDED TO CRACX DOWN ON GIANT CONTRLOCTORS

Chairman PROXMIRE. I would like to have a statement, Mr.

Loomis, of the additional resources you would need, including what

additional staff and additional funds to really crack down on the

giant contractors to the extent of forcing them to comply with dis-

closure requirements and to protect the public from sudden shock

waves caused by defense contracting problems. Will you supply that

for the record?
Mr. LooMxs. Yes, sir.' I do not take short hand so I am not sure

I got everything that you said.
Chairman PROXMXIRE. What I am asking is in effect what additional

resources you need, additional staff you need, or additional funds

you need, in order to require full disclosure on the part of the major

defense contractors.
Let me conclude, and this is absolutely no derogation of either you

or the two very able men who accompany you today; certainly they

are highly competent, but the fact is that in connection with major

defense contractors, the SEC is just not performing its job of pro-

tecting the investing public by requiring adequate disclosure. It is a

sad statement but it seems to me this is true, and let that word go

out to the investing public so they are prepared to understand it.

Thank you very, very much. Thank you for a helpful appearance

this morning, and I am sure that we are going to be on the road to

improvement, but we have a long way to go and I think you know

that.
Mr. LooMis. What is that?
Chairman PROXMIRE. I say we have a long way to go.

Mr. LoouNis. We quite agree.
Chairman PROXMrIRE. Yes.
Tomorrow we will continue these hearings at 10 o'clock in the

morning in this room with testimony by Barry Shillito, Assistant

Secretary of Defense; John Malloy, Assistant Secretary of Defense

See Mr. Loomis' letter, dated Jan. 3. 1973, pp. 1990-1991.
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for Procurement; and B. B. Lynn, Director of the Defense Contract
Audit Agency.

[Whereupon, at 11:35 a.m., the subcommittee recessed, to recon-
vene at 10 a.m., Thursday, December 21, 1972.]

[The following information was subsequently supplied for the rec-
ord by Mr. Loomis:]

SECURITIES AND EXCHANGE COMMISSION,
Washington, D.C., January 3, 1978.Hon. WILLIAM PBOXMfIRE,

Chairman, Subcommittee on Priorities and Economy in Government, Joint Eco-
nomic Committee, Congress of the United States, Washington, D.C.

DEAB SENATOR PROXMIRE: In the course of my appearance before your
Subcommittee on December 20th, you asked me to provide a number of items
of additional information, and the purpose of this letter is to attempt to
respond to those requests and also to correct certain errors and omissions which
I do not think are of major importance.

Turning to the latter item first, I stated in response to your question, that
the Commission has some 13 or 14 hundred employees in toto. Actually, we
have some 1500. I also discussed the number of people assigned to reviewing.
registration statements and reports and additional people in supporting capaci-
ties, or a total of approximately 150. This number is understated by reason of
a circumstance which I believe is not televant to the subject matter of your
hearings, and that is the recent transfer of somewhat over 30 people form the
Division of Corporate Regulation to the Division of Corporation Finance.
These people continue, as they did before the transfer, to process and examine
the filings of investment companies registered under the Investment Company
Act of 1940.

There is also a smaller unit having an authorized strength of ten and a
presently funded staff of eight in the Division of Enforcement which is con-
cerned with investigations and proceedings involving the accuracy and ade-
quacy of material filed with us by corporations generally. They can call on
other enforcement personnel for assistance when necessary, but as I explained
at the hearings, the great bulk of our enforcement efforts are concerned with
such matters as possible frauds in securities transactions, misconduct or viola-
tions of law by registered broker-dealers, registered investment advisers, and
registered investment companies, and possible illegal distributions of unregis-
tered securities.

At the hearings, you referred to the fact that the proposed guidelines for
disclosure in defense contracting contained in the preliminary draft of the
Staff Report In the Matter of Disclosures by Registrants Engaged in Defense
Contracting were submitted to the Department of Defense and others for com-
ment, and you requested copies of the letters of comment which we received. I
am advised that there are four such letters-one from the Department of
Defense, one from the Chairman of the Committee on National Defense of the
American Institute of Certified Public Accountants, and two from committees
of the American Bar Association, one from a committee of the Section on
Public Contract Law, and one from a subcommittee of the Section on Corpora-
tion Banking and Business Law. I attach copies of all four letters, together
with the attachments to the letter from the Department of Defense.

You will note that the Defense Department's letter did not discuss the pro-
posed guidelines as such, but rather discussed procedures currently followed by
the Defense Department in the acquisition of major defense systems. I am
informed, however, that our staff had discussions with representatives of the
Department, and at those meetings, the Department's representatives expressed
considerable concern with the proposd guidelines primarily upon the basis
that to single out persons engaged in defense contracting in the manner pro-
posed might have a drastic adverse impact on the defense industry in that it
would raise the inference that defense contracting is riskier than other busi-
nesses, when, in the view of the Defense Department, this is not the case, and
also the Department felt that this would have the effect of driving necessary
capital away from the industry. They also expressed the view that the guide-
lines were addressed primarily to disclosure problems which had resulted from
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the uncertainties created by the use of the total package procurement concept
for the development of complex new weapons systems, and that since this con-
cept would no longer be used, guidelines based upon it would be inappropriate.
The respresentatives of the American Bar Association and of the American
Institute of Certified Public Accountants expressed similar concerns as you
will note from their letters.

After these consultations, the staff recommended that in lieu of the guid-
lines, we put out the release which was issued in June of 1972, and the Com-
mission accepted this recommendation. As I mentioned in the hearings, I
regret the initial inference that these decisions occurred before I became a
member of the Commission, when in fact they did not, and I participated in
them. I just got my timing mixed up.

At the hearings, you requested a memorandum on the subject of our charg-
ing fees for audits of defense contractors. Such a memorandum is attached. It
concludes that there is, at best, serious doubt as to whether the Commission
has authority to impose fees of this nature. It should also be noted that even
if we did have authority to do this and imposed such fees, we would not be
allowed to keep them. They would be covered into the Treasury as miscella-
neous receipts, and it would still be necessary for Congress to appropriate
whatever funds were required.

Finally, you asked me for an estimate of the additional resources the Com-
mission would need to have to really crack down on the giant contractors and
in order to require full disclosure on their part. It was not clear to me exactly
what you had in mind in the way of additional work by the Commission's
staff in this area, but I have the impression from your remarks that you were
speaking of considerably more than the processing activities which we dis-
cussed at the hearings and were suggesting something in the nature of the
staff performing a field audit of these contractors. I have asked the staff to
prepare estimates on this assumption. They informed me that if this was done,
as to the 25 or so large defense contractors, excluding therefrom, however,
companies like General Motors and American Telephone and Telegraph Com-
pany, which have significant defense contracts, but which are not primarily
engaged in defense contracting, the cost would be over $5,000,000. They further
estimate that a typical large government contractor would have an annual
audit fee from its certified public accountants in the range of $250.000 to
$1,000,000. As you will note, the staff believes that we could do the job for less
than the audit fees that they are believed to incur, but it would still require a
significant increase in the budget of the Commission, which for the current
year is approximately $29,700,000.

If I can provide you with any further information, please let me know.
Sincerely,

PHILIP A. LooMis JR.,
Commissioner.

Attachments.

GENERAL COUNSEL OF THE DEPABTMENT OF DEFENSE.
Washington, D.C., May, 22, 1973.

Hon. WILLIAM J. CASEY,
Chairman, Securities and Exchange Commi8sion,
Washington, D.C.

DEAR MR. CHAIRMAN: At the request of the Commission's staff we are
hereby providing as a supplemental addition for the record "In the Matter of
Disclosures By Registrants Engaged in Defense Contracting", Administrative
Proceeding File No. 3-2485, the current Department of Defense policy on the
acquisition of major defense systems. It was also requested that we supply for
the same record a statement explaining the difference between the current
policy and that previously in effect. with particular reference to the type of
contracts to be utilized in acquiring such systems.

The current Department of Defense policy in this area is set forth in DoD
Directive 5000. 1 dated July 13, 1971. A copy of this directive is supplied as
Enclosure 1. The following is quoted as it appears in subparagraph 7 of para-
graph III. C. of the directive.

"7. Contract type shall be consistent with all program characteristics includ-
ing risk. It is not possible to determine the precise production cost of a new
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complex defense system before it is developed; therefore, such systems will not
be procured using the total package procurement concept or production options
that are contractually priced in the development contract. Cost type prime and
subconstracts are preferred where substantial development effort is involved.
Letter contracts shall be minimized. When risk is reduced to the extent that
realistic pricing can occur, fixed-price type contracts should be issued. Changes
shall be limited to those that are necessary or offer significant benefit to the
DoD. Where change orders are necessary, they shall be contractually priced or
subject to an established ceiling before authorization, except in patently
impractical cases."

One of the primary reasons for the financial difficulties which some contrac-
tors and subcontractors have experienced under contracts awarded under the
previous policy is that the Department of Defense asked, and contractors, pro-
vided, firm bids to produce a weapon system that had not yet been developed.
Contractor bids were consistently low and were accepted without adequate con-
sideration being given to potential technical problems, program stretchouts and
the cost growth normally associated with that particular type of weapon
system. DoD Directive 3200. 9 dated July 1, 1965 and rescinded on August 29,
1970 provided for paper studies by contractors which would serve as a basis
for selecting one contractor to perform the development work on a firm fixed
price or fully structured incentive basis. As an implementation of this policy,
the Armed Services Procurement Regulation contained the concept of total
package procurement which as defined therein provided for contracting at the
outset of the acquisition phase, under a single contract containing price, per-
formance and schedule commitments, the maximum practical amount of design,
development, production and support needed to introduce and sustain a system
or component in the inventory. As further specified in section 1-330 firm fixed
price or fixed price incentive contracts were to be used in this total package
approach. A copy of DoD Directive 3200. 9 and of section 1-330 as it existed
prior to its deletion on September 30, 1970 are furnished herewith as Enclo-
sures 2 and 3 respectively.

The new policy of the Department of Defense rcognizes that development by
its nature is dealing with the unknown and now provides that wherever appro-
priate contracts and subcontracts providing for the development of a weapons
system will be on a cost basis rather than of a fixed price type and will not
contain contractually priced options for follow-on production.

I trust the above information will meet the Commission's needs in this
regard.

Sincerely,
J. FRED BUZHARDT.

JuiLY 13, 1971.
DEPARTMENT OF DEFENSE DIRECTIVE

Subject: Acquisition of 'Major Defense Systems.

I. PURPOSE

This Directive established policy for major defense system acquisition In the
Military Departments and Defense Agencies (referred to as DoD Components).

II. APPLICATION

This Directive applies to major programs, so designated by the Secretary of
Defense/Deputy Secretary of Defense (referred to as SecDef). This designa-
tion shall consider (1) dollar value (programs which have an estimated
RDT&E cost in excess of 50 million dollars, or an estimated Production cost in
excess of 200 million dollars) ; (2) national urgency; (3) recommendations by
DoD Component Heads or Office of Secretary of Defense (OSD) officials. In
addition, the management principles in this Directive are applicable to all
programs.

Ill. POLICY

A. Mode of Operation.-Successful development, production and deployment
of major defense systems are primarily dependent upon competent people,
rational priorities and clearly defined responsibilities. Responsibility and
authority for the acquisition of major defense systems shall be decentralized
to the maximum practicable extent consistent with the urgency and importance
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of each program. The development and production of a major defense system
shall be managed by a single individual (program manager) who shall have a
charter which provides sufficient authority to accomplish recognized program
objectives. Layers of authority between the program manager and his Compo-
nent Head shall be minimum. For programs involving two or more Compo-
nents, the Component having dominant interest shall designate the program
manager, and his charter shall be approved by the cognizant official without
OSD. The assignment and tenure of program managers shall be a matter of
concern to DoD Component Heads and shall reflect career incentives designed
to attract, retain and reward competent personnel.

1. The DoD Components are responsible for identifying needs and defining,
developing and producing systems to satisfy those needs. Component Heads are
also responsible for contractor source selection unless otherwise specified by
the SecDef on a specific program.

2. The OSD is responsible for (a) establishing acquisition policy, (b) assure-
ing that major defense system programs are pursued in response to valid
needs and (c) evaluating policy implementation on each approved program.

3. The OSD and DoD Components are responsible for program monitoring,
but will place minimum demands for formal reporting on the program man-
ager. Nonrecurring needs for information will be kept to a minimum and han-
dled informally.

4. The SecDef will make the decisions which initiate program commitments
or increase those commitments. He may redirect a program because of an
actual or threatened breach of a program threshold stated in an approved
Development Concept Paper (DCP). The DCP and the Defense Systems acquis-
ition Review Council (DSARC) will support the SecDef decision-making. These
decisions will be reflected in the next submission of the Program Objective
Memorandum (POM) by the DoD Component.

B. Conduct of Prograin.-Because every program is different, successful pro-
gram conduct requires that sound judgment be applied in using the manage-
ment principles of this Directive. Underlying specific defense system develop-
ments in the need for a strong and usable technology base. This base will be
maintained by conducting research and advanced technology effort independent
of specific defense systems development. Advanced technology effort includes
prototyping, preferably using small, efficient design teams and a minimum
amount of documentation. The objective is to obtain significant advances in
technology at minimum cost.

1. Program Initiation:
(a) Early conceptual effort is normally conducted at the discretion of

the DoD Component until such time as the DoD Component determines
that a major defense system program should be pursued. It is crucial that
the right decisions be made during this conceptual effort; wrong decisions
create problems not easily overcome later in the program. Therefore, each
DoD Component will designate a single individual, such as the Assistant
Secretary for R&D, to be responsible for conceptual efforts on new major
programs.

(b) The considerations which support the determination of the need for
a system program, together with a plan for that program, will be docu-
mented in the DCP. The DCP will define program issues, including special
logistics problems, program objectives, program plans, performance param-
eters, areas of major risk, system alternatives and acquisition strategy.
The DCP will be prepared by the DoD Component, following an agreement
between OSD and that Component on a DPC outline. The Director,
Defense Research and Engineering (DDR&EV) (or the Assistant Secre-
tary of Defense (TElecommunications) for his programs) has the basic
responsibility for coordination of inputs for the DCP and its submittal to
the DSARC for consideration and to the SecDef for subsequent decision.
If approved. the program will be conducted within the DCP thresholds.

2. Full-Scale Development. When the DoD Component is sufficiently confident
that program worth and readiness warrant commitment of resources to full-
scale development, it will request a SecDef decision to proceed. At that time,
the DSARC will normally review program progress and suitability to enter
this phase and will forward its recommendations to the SecDef for final deci-
sion. Such review will confirm (a) the need for the selected defense system in
consideration of threat, system alternatives, special logistics needs, estimates

95-328-73-25
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of development costs, preliminary estimates of life cycle costs and potential
benefits in context with overall DoD strategy and fiscal guidance; (b) that
development risks have been identified and solutions are in hand; and (c)
realism of the plan for full-scale development.

3. Production/Deployment. When the DoD Component is sufficiently confident
that engineering is complete and that commitment of substantial resources to
production and deployment is warranted, it will request a SecDef decision to
proceed. At that time, the DSARC will again review program progress and
suitability to enter substantial production/deployment and forward its recom-
mendations to the SecDef for final decision. Such review will confirm (a) the
need for producing the defense system in consideration of threat, estimated
acquisition and ownership costs and potential benefits in context with overall
DoD strategy and fiscal guidance; (b) that a practical engineering design,
with adequate consideration of production and logistics problems is complete;
(c) that all previously identified technical uncertainties have been resolved
and that operational suitability has been determined by test and evaluation;
and (d) the realism of the plan for the remainder of the program. Some pro-
duction funding for long lead material or effort may be required prior to the
production decision. In such cases, the SecDef will decide whether a DSARC
review and revised DCP are required. In any event, full production go-ahead
will be authorized by approval of the DCP.

C. Program Considerations.-1. System need shall be clearly stated in opera-
tional terms. With appropriate limits, and shall be challenged throughout the
acquisition process. Statements of need/performance requirements shall be
matched where possible with existing technology. Wherever feasible, operational
needs shall be satisfied through use of existing military or commercial hardware.
When need can be satisfied only through new development, the equivalent needs
of the other DoD Components shall be considered to guard against unnecessary
proliferation.

2. Cost parameters shall be established which consider the cost of acquisi-
tion and ownership; discrete cost elements (e.g.. unit production cost, operat-
ing and support cost) shall be translated into "design to" requirements.
System development shall be continuously evaluated against these requirements
with the same rigor as that applied to technical requirements. Practical trade-
offs shall be made between system capability, cost and schedule. Traceability
of estimates and costing factors, including those for economic escalation, shall
be maintained.

3. Logistic support shall also be considered as a principal design parameter
with the magnitude, scope and level of this effort in keeping with the program
phase. Early development effort will consider only those parameters that are
truly necessary to basic defense system design, e.g., those logistic problems
that have significant impact on system readiness, capability or cost. Premature
introduction of detailed operational support considerations is to be avoided.

4. Programs shall be structured and resources allocated to ensure that the
demonstration of actual achievement of program objectives is the pacing func-
tion. Meaningful relationships between need urgency, risk and worth shall be
thereby established. Schedules shall be subject to trade-off as much as any
other program constraint. Schedules and funding profiles shall be structured to
accommodate unforeseen problems and permit task accomplishment without
unnecessary overlapping or concurrency.

5. Technical uncertainty shall be continually assessed. Progressive commit-
ments of resources which incur program risk will be made only when confi-
dence in program outcome is sufficiently high to warrant going ahead. Models,
mock-ups and system hardware will be used to the greatest possible extent to
increase confidence level.

6. Test and evaluation shall commence as early as possible. A determination
of operational suitability, including logistic support requirements, will be made
prior to large-scale production commitments, making the use of the most
realistic test environment possible and the best representation of the future
operational system available. The results of this operational testing will be
evaluated and presented to the DSARC at the time of the production decision.

7. Contract type shall be consistent with all program characteristics includ-
ing risk. It is not possible to determine the precise production cost of a new
complex defense system before it is developed; therefore, such systems will not
be procured using the total package procurement concept or production options
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that are contractually priced in the development contract. Cost type prime and
subcontracts are preferred where substantial development effort is involved.
Letter contracts shall be minimized. When risk is reduced to the extent that
realistic pricing can occur, fixed-price type contracts should be issued. Changes
shall be limited to those that are necessary or offer significant benefit to the
DoD. Where change orders are necessary, they shall be contractually priced or
subject to an established ceiling before authorization, except in patently
impractical cases.

S. The source selection decision shall take into account the contractor's capa-
bility to develop a necessary defense system on a timely and cost effective
basis. The DoD Component shall have the option of deciding whether or not
the contract will be completely negotiated before a program decision is made.
Solicitation documents shall require contractor identification of uncertainties
and specific proposals for their resolution. Solicitation and evaluation of pro-
posals should be planned to minimize contractor expense. Proposals for cost-
type or incentive contracts may be penalized during evaluation to the degree
that the proposed cost is unrealistically low.

9. Management information/program control requirements shall provide
information which is essential to effective management control. Such informa-
tion should be generated from data actually utilized by contractor operating
personnel and provided in summarized form for successively higher level man-
agement and monitoring requirements. A single, realistic work breakdown
structure (W"BS) shall be developed for each program to provide a consistent
framework for (a) planning and assignment of responsibilities, (b) control
and reporting of progress, and (c) establishing a data base for estimating the
future cost of defense systems. Contractor management information/program
control systems, and reports emanating therefrom, shall be utilized to the max-
imum extent practicable. Government imposed changes to contractor systems
shall consist of only those necessary to satisfy established DoD-wide stand-
ards. Documentation shall be generated in the minimum amount to satisfy nec-
essary and specific management needs.

IV. IMPLEMENTATION

1. Each DoD Component will implement this Directive within 90 days and
forward two (2) copies of each implementing document to the SeeDef.

2. The number of implementing documents will be minimized and necessary
procedural guidance consolidated to the greatest extent possible. Selected sub-
jects to be covered by DoD Directives/Instructions or joint Service/Agency doc-
uments in support of this Directive are listed in Enclosure 1. Each DoD Com-
ponent will forward the joint Service/Agency documents for which it is
responsible to the SecDef for approval prior to issuance.

DAvrD PACKARD,
Deputy Secretary of Defense.

RELATED POLICY

[Responsibility for the following policy documents is assigned to the cognizant office indicated. In each case, the cognizant
office shall (a) generate the policy, or (b) delegate authority to a lead DOD component for preparation and subsequent
issue of a joint service/agency regulation, agreement, or guide after approval by OSDJ

Responsible DOD
Policy subject Cognizant office component

The DOD Technology Base - . DDR&E
The DCP and the DSARC -DDR&E
Defense System Engineering -DDR&E Air Force.
Proposal Evaluation and Source Selection -ASD(I&L/

DDR&F
Cost Analysis -ASD(SA)
Acquisition of Data -ASD I&L)
Cost/Schedule Control Systems -ASD(C) Do
Test and Evaluation -DDR&E Navy.
Priorities and Allocations -ASD( &L
Manufacturing Technology -ASD(I&L
Quality Assurance -ASD(-&L
Logistic Support -ASD(&L
Standardization -ASD(I&L
Value Engineering -ASD(&L)
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JUrL 1, 1965.
DEPARTMENT OF DEFENSE DIRECTIVE

Subject: Initiation of Engineering and Operational Systems Development.
Refs: (a) DoD Directive 3200. 9, "Project Definition Phase," February 26,

1964 (hereby canceled).
(b) DoD Instruction 3200. 6, "Reporting of Research, Development and

Engineering Program Information," June 7, 1962.
(c) DoD Directive 5500.10, "Rules for the Avoidance of Organizational Con-

flicts of Interest," June 1, 1963.
(d) DoD Instruction 7045.2, "DoD Programming System; Procedures for

Program Changes," January 29, 1965.
(e) DoO Directive 7045.1, "DoD Programming System," October 30, 1964.
(f) DoD Directive 4105.62, "Proposal Evaluation and Source Selection,"

April 6, 1965.
(g) DoD Directive 7250.5, "Reprogramming of Appropriated Funds" March

4, 1983.
L PURPOSE

This Directive establishes Department of Defense policies governing Concept
Formulation and Contract Definition in the initiation of Engineering Develop-
ment and Operational Systems Development (herein called Engineering Devel-
opment) of major projects.

II. CANCELLATION

Reference (a) is hereby superseded and canceled.

III. APPLICABILITY AND SCOPE

The provisions of this Directive apply during the Engineering Development
by Military Departments and Defense Agencies (hereafter referred to as DoD
Components) of items meeting the criteria of Subsection VI.B. For items that
do not meet these criteria, the provisions of this Directive are optional.

IV. DEFINITIONS

Concept Formulation describes the activities preceding a decision to carry
out Engineering Development. These activities include accomplishment of com-
prehensive system studies and experimental hardware efforts under Explora-
tory and Advanced Development, and are prerequusite to a decision to carry
out Engineering Development.

Contract Definition (formerly referred to as Project Definition Phase) is
that phase during which preliminary design and engineering are verified or
accomplished, and firm contract and management planning are performed.

v. OBJECTIVES

A. The objective of Concept Formulation is to provide the technical, eco-
nomic and military bases for a conditional decision to initiate Engineering
Development.

B. The overall objective of Contract Definition is to determine whether the
conditional decision to proceed with Engineering Development should be rati-
fied. The ultimate goal of Contract Definition, where Engineering Development
Is to be performed by a contractor, is achievable performance specifications,
backed by a firm fixed price or fully structured incentive proposal for Engi-
neering Development. Included in this overall objective are subsidiary objec-
tives to:

1. Provide a basis for a firm fixed price or fully structured Incentive
contract for Engineering Development.

2. Establish firm and realistic performance specifications.
3. Precisely define interfaces and responsibilities.
4. Identify high risk areas.
5. Verify technical approaches.
6. Establish firm and realistic schedules and cost estimates for Engineer-

ing Development (including production engineering, facilities, construction
and production hardware that will be funded during Engineering Develop-
ment because of concurrency considerations). - -

7. Establish schedules and cost estimates for planning purposes for the
total project (including production, operation and miiaintenance).



1997

VI. POLICY

A. Organizational Conflicts of Interest.-Participation in Contract Definition
by competing contractors will not bar their participation in continued Engi-
neering Development under the organizational conflict of interest rules con-
tained in reference (c) and in the Armed Services Procurement Regulation
(ASPR) when two or more contractors are used in Contract Definition. In
cases where Contract Definition is conducted by a sole-source contractor (see
Subsection VI.F.1.b), these rules will not apply because the material generated
during Contract Definition will not be used in a competitive procurement.
However, such rules will exclude a contractor from participation in Contract
Definition if he has performed, under Government contract prior to Contract
Definition, work which has as a primary objective the generation of a state-
ment of work for Engineering Development and the prior contract specifically
stated the exclusion.

B. Application.-
1. All new (or major modifications of existing) Engineering Develop-

ments and Operational Systems Developments as defined in reference (b),
estimated to require total cumulative RDT&E financing in excess of 25
million dollars, or estimated to require a total production investment in
excess of 100 million dollars, shall be in accordance with this Directive
unless specific waivers are granted by written approval of the Director of
Defense Research and Engineering.

2. Other projects may be required to be conducted in accordance with
this Directive, in whole or in part, at the discretion of the DoD Compo-
nent or as directed by the DDR&E.

a. Concept Formulation.-The experimental tests, engineering, and analytical
studies that provide the technical, economic and military bases for a decision
to develop the equipment or system will be accomplished in the Concept For-
mulation period. Conditional approval to proceed with an Engineering Develop-
ment will depend on evidence that the Concept Formulation has accomplished
the following prerequisites:

1. Primarily engineering rather than experimental effort is required, and
the technology needed is sufficiently in hand.

2. The mission and performance envelopes are defined.
3. The best technical approaches have been selected.
4. A thorough trade-off analysis has been made.
5. The cost effectiveness of the proposed item has been determined to be

favorable in relationship to the cost effectiveness of competing items on a
DoD-wide basis.

6. Cost and schedule estimates are credible and acceptable.
D. Technology Advancement.-The key criterion in the degree of technology

advancement permitted in Engineering Development is the level of confidence
in the probability of successful development. It is not intended that a system
will be limited to an assembly of off-the-shelf components. It is intended that
the technology that is required to meet a system specification not exceed in
quantitative performance that which can be demonstrated either in develop-
mental form or in laboratory form. Projection into Engineering Development
of anticipated developmental achievement will be permitted only when
sufficient quantitative results have been obtained, in laboratory or experimen-
tal devices, to allow such projection with a high confidence. In general, these
projections will assume the probability of Engineering Developments matching
but not exceeding laboratory results.

B. Initiation of Development. Conditional approval to proceed with Engineer-
Ing Development of an item meeting the criteria of Subsection VI.B.1 will be
formalized by a Format B (see reference (d)) signed by the Secretary of
Defense. This Format B is in response to a request from the appropriate DoD
Component for initiation of Engineering Development. The request shall be
either by memorandum to DDR&E or, if required by reference (e), by a Pros
gram Change Proposal (PCP). The request shall be accompanied by an up-to-
date Technical Development Plan (TDP) submitted In accordance with refer.
ence (b) and containing a plan for the conduct of Contract Definition. The
TDP will specifically address and highlight the accomplishment of the prereq.
uisites of Subsection VI.C, Including references to, and summaries of, pertinent
studies (or experimental hardware developments) together with any other
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information required to substantiate the achievement of these prerequisites.
The Format B will include approval of or modification to the proposed plans
in the TDP and designation of a source selection authority (see reference
(f)). The request from the Dod Component, if in memorandum form, must be
preceded by a PCP needed to introduce the item into the Five Year Force
Structure and Financial Plan. Related financing requirements will be processed
in accordance with reference (g) and other applicable established procedures.

F. Conduct of Contract Definition.-Contract Definition shall be conducted in
accordance with the following fundamentals:

1. Participating Organizations.-In general, the interests of the Government
will be best served by using industrial organizations for the conduct of Engi-
neering Development. Normally, in-house laboratories can contribute most
effectively to the Exploratory and Advanced Development efforts and as tech-
nical directors for, rather than by conducting, Engineering Development. It is
recognized that exceptions to this policy may be necessary; where necessary,
such exceptions will be authorized on a case-by-case basis.

(a) Contract Definition by Competitive Contractors.-Contract Definition
will generally be conducted as a DoD-financed effort by two or more con-
tractors working in close collaboration with the DoD Component having
development responsibility. A fully competitive environment shall be estab-
lished, with the competition in terms of concept, design approach, trade-off
solutions, management plans, schedule and similar factors as well as over-
all cost. Competition shall be maintained until negotiations for a satisfac-
tory contract for Engineering Development have progressed, in the
judgment of the system/project manager, to the point at which competi-
tion is no longer required. It should be recognized that negotiation with
one contractor is permitted and sometimes desirable. Competitive negotia-
tions (and the resultant contract) should in no case be based exclusively
on cost.

(b) Contract Definition by Sole-Source Contractor.-In the case of
major modifications to (1) an existing Engineering Development project or
(2) an item already in the inventory, Contract Definition may be con-
ducted on a sole-source basis by the contractor responsible for the prede-
cessor item, provided that competition is not feasible or desirable.

(o) Contract Definition by In-House Laboratories.-Contract Definition
may be conducted by In-House Laboratories when they will perform all

or most of the Engineering Development effort. Contract Definition in this
case will include all provisions of this Directive except those relating to a
competitive environment and a fully structured incentive contract.

2. Request for Proposal for Contractor-Conducted Contriact Definition.-A
Request for Proposal (RFP) shall solicit a planning purpose proposal for
Engineering Development and a firm proposal covering the contractor's effort
during Contract Definition. The RFP must communicate fully the DoD's intent
and, based upon DoD definition prior to release of the RFP, delineate system
parameters fully, identifying those that are mandatory and those which are
subject to deviation. It is essential that the RFP encourage alternative sand
stimulate initiative and creativity by the contractors. The RFP shall include
the information outlined in Enclosure (I).

3. Contracting for Contract Definition.-It is the intention of the DoD that
each contractor will be fully compensated under the terms of his contract for
his proposed work during Contract Definition. Any action that suggests cost
sharing, such as prior announcement of funds available for Contract Defini-
tion, shall be avoided. Contract Definition shall be conducted using fixed price
contracts. It is the intent of the DoD to reimburse one or more of the Con-
tract Definition contractors for key personnel during the period from submis-
sion of the proposal package until award of a definitive Engineering Develop-
ment contract in order to maintain the cadre of competent, knowledgeable
personnel. These personnel may be engaged in assigned tasks, such as refine-
ment of specifications.

4. Total System, Trade-offs.-Trade-offs should be used to obtain, within the
mission and performance envelopes, an optimum balance between total cost,
schedule, and operational effectiveness for the system. In this context, total
cost means the total cost of acquisition and ownership (development, produc-
tion, deployment, operation, and maintenance) ; operational effectiveness
includes all factors influencing effectiveness in operational use (such as "pure"
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performance, reliability and maintainability) ; and system includes the hard-
ware itself and all other required items, such as facilities, personnel, data,
training equipment, etc.

6. Specifications.-The specifications which are developed during Contract
Definition should be performance specifications rather than detailed design
specifications. In general, performance specifications are preferred for Engi-
neering Development because detailed design specifications severely limit the
latitude of design, engender contract changes, and require excessive precon-
tract negotiation. The policy of requiring performance specifications as an
output of Contract Definition is not intended to prevent contractors from study-
ing proposed designs and including detailed design information in the Con-
tract Definition report.

6. Proposal Package.-
(a) As a product of the Contract Definition effort, each participant

shall submit, in accordance with Enclosure (2), a complete technical, man-
agement, and cost proposal package for the Engineering Development.

(b) In the case of contractor conducted Contract Definition, the type of
Engineering Development proposal preferred (for firm fixed price, fixed-
price-incentive or cost-plus-incentive-fee contract) will have been specified
by the Government.

(c) Proposals for incentive contracts will include specific incentive fea-
tures based upon guidance furnished by the DoD in the RFP and subse-
quently. Incentive guidance typically will include the relative importance
of cost, schedule, and performance; important milestones; and perform-
ance parameters upon which incentives will be based.

7. Contract Definition Schedule.-It is intended that the contract period of
Contract Definition will require no longer than six months with three to four
months the norm. Further, it is intended that decision action required after
Contract Definition report and proposal submission, including full action on
any required PCP, be expedited, with the objective of a signed definitive con-
tract within IS weeks after submittal of reports and proposals.

8. Contracting for Engineering Development.-
(a) Source selection processes will be governed by the provision sof ref-

erence (f). The authority for the source selection, both in choice of Con-
tract Definition contractors and choice of the Engineering Development
contractor, will be designated in the Format B which gives conditional
approval of the Engineering Development. Source selection for Engineering
Development shall be based upon proposals as initially submitted in order
to stimulate the best possible proposals. Technical data ordered under
DoD-financed contracts which specify experimental, developmental or
research work and which are obtained with unlimited rights may be used
by the Government after the Contract Definition proposal packages are
submitted. Therefore, the negotiations referred to in this paragraph may
include negotiations to improve the final product by incorporation of desir-
able features from other Contract Definition studies to the extent that the
Government has unlimited rights in the technical data describing such fea-
tures.

(b) The contract for Engineering Development (or the contractor por-
tions when Engineering Development is an in-house effort with some
contractor portions) shall be executed in definitive form prior to initiation
of the contractor Engineering Development effort, The contract shall be
fixed price or incentive in the order of preference as indicated in the
ASPR.

S. Actions Resulting from Contract Definition.-
1. Whether the conditional decision is to be ratified after Contract Definition

depends upon confirmation during Contract Definition of the technical, finan-
cial and schedule factors. Therefore, as a result of Contract Definition, the
DoD Component will make one of the following alternative recommendations:

(a) To contract for the Engineering Development based upon the pro-
posals received.

(b) To contract for the Engineering Development by an alternative
source, provided that source has met the objectives of paragraph V.13. and,
further, provided that selection of the alternative source is in the best
interests of the Government.



2000

(c) To continue further Contract Definition effort.
(d) To defer or abandon the Engineering Development effort.
(e) To undertake further Exploratory or Advanced Development of key

components and/or system studies.
2. The Program recommendation of Subsection VI. G.1. above shall be by

memorandum to DDR&E, unless the provisions of reference (e) require a spe-
cific PCP document. Related financing requirements will be processed in
accordance with reference (g) and other applicable established procedures. The
recommendation shall be accompanied or followed within 60 days by an up-to-
date TDP. OSD will act on the recommendation by memorandum or Format B,
as appropriate, to the DoD Component.

VII. WAIVERS TO THIS DIREcTIVE

If a DoD Component considers it in the best interests of the Government to
waive application of any portion of this Directive to a specific project, the rea-
sons for the waiver shall be submitted to DDR&E. DDR&E shall have author-
ity to grant waivers for all provisions of this Directive that are not specifi-
cally reserved to the Secretary of Defense.

VIII. DETAILED GUIDANCE

The Director of Defense Research and Engineering will provide more
detailed guidance in the form of a DoD Guide for Contract Definition.

IX. IMPLEMENTATION

Each Military Department and Defense Agency will implement this Directive
within 60 days and forward three copies of each implementing document to
the Director of Defense Research and Engineering.

X. EFFECTIVE DATE

This Directive is effective immediately.
ROBERT S. MCNAMARA,

Secretary of Defense.

INFORMATION IN THE REQUEST FOR PROPOSAL FOR CONTRACTOR-CONDUCTED
CONTRACT DEFINITION

It is essential that information be included in the Request for Proposal
(RFP) on which potential contractors may base high quality proposals. Both
technical and managerial aspects of the proposed Engineering Development
must be considered thoroughly in the RFP and the resultant proposals. The
RFP shall include, but shall not be limited to, the following items (except as
specifically exempted by the DDR&E):

1. Mandatory requirements based upon approved program guidance.
2. Results of prior studies (including feasibility,cost effectiveness, major

trade-offs, operational analysis, logistics analysis, etc.) deemed necessary for
adequate background information for the contractors.

3. Criteria against which proposals will be evaluated, and their relative
importance in general terms.

4. Outline of the Government's plan for system/project management, includ-
ing identification of pertinent Government organizations and communications
channels within the Government and between Government and contractors.

5. A network showing planned activities, information submissions, reviews,
approvals and decisions for Contract Definition and Engineering Development,
indicating their interdependence and approxmiate time phasing.

6. A work statement for the Contract Definition.
7. A specimen work statement for Engineering Development.
8. Documentation that will be required during Contract Definition.
9. Details of the format and content of the proposal package for Engineering

Development.
. 10. Incentive features desired in the Engineering Development proposal,

Including relative importance of incentives and specific schedule and perform-
ance items that will be subject to incentives.

11. Statement of the Government's requirements for system/project manage-
ment.
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12. Quantitative reliability and maintainability goals and demonstration con-

cepts.
13. Concurrency considerations, production quantities and similar informa-

tion provided as a basis for schedule and cost estimating purposes.
14. Identification of specifications, with any waivers or deviations, planned

to be written into the resulting Engineering Development contract.
15. Required documentation during the Engineering Development.
16. Mandatory subsystem breakdown (if any).
17. Government furnished equipment.
18. A request for other information that the DoD Component requires.

INFORMATION IN THE PROPOSAL PACKAGE

The proposal package for Engineering Development shall contain but shall

not be limited to, the following items (except as specifically exempted by the

DDR&E):
1. A list of each of the end items required for operation and maintenance.
2. Performance specifications for each of the end items.
3. The work breakdown structure for Engineering Development as a whole

(primarily oriented to hardware or product rather than to function) ; the

statement of work in the proposal and the resulting authorizing document will

be itemized in accordance with the work breakdown structure.
4. A PERT 1 network plan for the Engineering Development of all items

contained in the system or subsystem on which the participant proposed indi-

cating events that interface with the work of other participants. In addition, a

planning and decision network for the period beyond Engineering Development,

including production, operation, maintenance, training, logistics, and deploy-
ment.

5. Principal objectives and features of the overall system design, including

recommendations for its operational use based on operational concepts estab-
lished by the DoD Component.

6. A recommended plan for maintenance of the system based upon mainte-

nance and logistic concepts established by the DoD Component.
7. Detailed cost estimates for the Engineering Development (which Include

cost estimates for the items of the work breakdown structure) consistent with

PERT/Cost; together with planning estimates for the period beyond Engineer-

ing Development (investment and operating cost for five years, including pro-

duction, operation, maintenance, etc.).
8. A milestone schedule for the Engineering Development consistent with the

PERT network and validated by recycling the PERT planning process,

together with planning schedules for the period beyond Engineering Develop-

ment (investment and operation for five years, including production, training,
maintenance, etc.).

9. Quantitative reliability and maintainability specifications for the system

and major subsystems and proposed test plans to demonstrate their achieve-
ment.

10. Time/cost/performance trade-off decisions that have been made with

respect to major alternatives, including subsystems and components, and

backup information showing the operational and cost effectiveness of these
alternatives.

11. Required new designs and technology, If any, and a proposed test plan to

demonstrate feasibility, including justification of the decision that existing
designs or techniques are not applicable.

12. Foreseeable technical problems, and proposed solutions including backup
efforts, if necessary.

13. Other problems that could not be defined or resolved during Contract
Definition.

14. Technical specifications and performance requirements for those items of

system and subsystem support for which early Engineering Development is

required (such as facilities, training equipment, documentation, etc.); and

analysis and delineation of the remaining major aspects relating to system and

subsystem support (such as logistics planning, pare-parts planning, etc.).

15. Delivery schedules and requirements for data and documentation.
16. Proposed schedule of production engineering and production tooling with

relation to the Engineering Development, if appropriate.

'Program Evaluation and Review Technique.
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17. Participant commitments for managing the project including:
(a) Planned participant project-management structure and organization.
(b) Key project management and technical personnel by name and expe-

rience, together with statements of responsibility and authority for Engi-
neering Development.

(a) Management-control and cost-control techniques, including reporting
procedures.

(d) Make-buy subcontracting procurement plan and gold-flow implica-
tions, if any.

(e) Facility requirements, if any.
18. Developing agency-participant coordination networks.
19. Contractor proposals on the specific features of an incentive contract.

(This arrangement is considered important because it will permit the negotia-
tion of targets and incentive patterns into the contract while competitive pro-
posals are still available and furnish the basis for incentive provisions in the
contract).

20. Specific reference to those Government specifications requiring waiver or
deviation, including a statement of such waiver or deviation.

1-329.4 Requests for Procurement Records.
(a) Request for copies of procurement records shall be reviewed in accord-

ance with Departmental procedures issued in accordance with DoD Directive
5400.7.

(b) Request for copies, or for the inspection of procurement records should
be addressed to the procuring activity, purchasing office or other appropriate
activity having cognizance of the information or document desired by the
party making the request. If the identity of the activity is not known, the
request should be addressed to the most appropriate office as follows:
Army: Office of the Assistant Secretary of the Army (Installations & Logis-

tics), Department of the Army, Washington, D.C. 20310.
Navy: Chief of Naval Material (MAT 05), 18th Street and Constitution

Avenue N.W., Washington, D.C. 20360.
Air Force: Director, Administrative Services, Headquarters, United States Air

Force, Washington, D.C. 20330.
DSA: Staff Director, Administration, Headquarters, Defense Supply Agency,

Attention DSAH-, Cameron Station, Alexandria, Virginia 22314.
DCA: Indormation Services Officer, Room 4430, HQ, DCA, Navy Service

Center, 8th and S. Courthouse Road, Arlington, Virginia 20305.
DASA: HQ, Defense Atomic Support Agency, Washington, D.C. 20305.

1-339 Total Package Procurement. Total Package Procurement (TPP)
involves combining as a single package the procurement of related require-
ments such as the design, development, production, and support. The purpose
of this paragraph is to introduce the TPP concept, outline its potential appli-
cation, and set forth some general guidance. Each Department has an Office of
Primary Responsibility (OPR) as set forth under 1-330.6(c) that is to follow
the evolution of TPP and furnish appropriate guidance within its Department.
Suggestions and innovations pertaining to the TPP concept, its application,
and the method of implementation should be brought to the attention of the
appropriate OPR.

1-330.1. General.
(a) Purpose. The purpose of Total Package Procurement (TPP) is to pro-

cure under the influence of competition as much of the total design, develop-
ment, production and support requirements for a system or component as may
be practicable, thereby:

(i) providing firmer 5-year force structure program package planning
information concerning performance cost and sheedules;

(ii) discouraging contractors from "buhing in" on the design and devel-
opment effort with the intention of recovering on the subsequent produc-
tion program;

(iii) permitting program decision and source selection based on binding
performance, price and schedule commitments by contractors for the total
program or major part of it;

(iv) providing a firmer basis for projecting total acquisition and opera-
tional costs for use in source selection, and in the determination of appro-
priate contractual incentives;
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(v) motivating contractors to design initially for economical production
and support ofsoperational hardware which may not recieve sufficient
emphasis in the absence of productions commitments;

(vi) requiring contractors to assume more responsibility for program
success, thereby permitting the Government to monitor programs more in
terms of surveillance and less in terms of detailed management.

(b) Definition. TPP is a method of procuring at the outset of the acquisi-
tion phase under a single contract containing price, performance and schedule
commitments, the maximum practical amount of design, development, produc-
tion and support needed to introduce and sustain a system or component in
the inventory.

1-330.2 Application. The application of TPP must be determined on a case
by case basis, but TPP shall not be applied to Advanced or Exploratory Devel-
opment. For Engineering Development or Operational Systems Development
Programs, all prerequisites of DoD Directive 3200.9 shall be met and the force
structure sufficiently defined to reflect the probable production and/or support
requirements. TPP should not be applied to those programs subject to rapidly
changing operational requirements or technology.

1-330.3 Policy. Where the Criteria set forth in 1-330.2 have been met, TPP
will be given consideration as the method for acquiring Operational Systems
Development and the associated production and support effort for service use.
TPP will be considered for application in those procurement situations where
subsequent production and/or support requirements are anticipated and it
would be impractical to complete such requirements other than as part of the
initial procurement.

1-330.4 Implementation.
(a) TPP procurement plans involving Engineering Development or Opera-

tional Systems Development Programs will be submitted to the Department's
OPR for approval (see 1-330.6(c)). Other TPP procurement plans may be
subject to such reviews and approvals as deemed appropriate by the individual
Departments.

(b) Contract Definition Requests for Proposals for Engineering Development
or Operational Systems Development Programs will specify if TPP is contem-
plated.

(c) Request for Proposals/Request for Quotations (RFP/RFQ) should fully
define the scope of the procurement (what the total package consists of) and
include (i) specific guidelines for the composition of proposals and (ii) the cri-
teria which will be considered in source selection. Use of a model definitive
contract as an attachment to the RFT/RFQ is encouraged.

(d) Consideration must be given to maintenance and supply concepts. The
key factors influencing logistics (such as deployment, utilization rates and
maintenance demads) should be established if these items are to be included
as a part of the total package. In most cases. it will be appropriate to post-
pone specific identification of spares and support items. In such instances, con-
sideration should be given to requiring the competing contractors to submit a
pricing formula, to be used for competitive evaluation of the proposals and for
incorporation into the contract for future pricing of these requirements. Alter-
natively, the Government may specify the method to be used in pricing spares
and support items which may be identified and ordered from time to time
during the life of the contract.

(e) Specifications stressing, as far as possible, performance rather than
design should be used on TPP Engineering Development or Operational Sys-
tems Development contracts since detailed design specifications tend to stifle
technical innovation, to require excessive administration, and to engender con-
tract changes.

(f) Firm fixed price or fixed price incentive contracts will be used for TPP.
Normally, prior to source selection, definitive contracts will be signed by all
responsive responsible offerors who submit proposals within a competitive
range (see 3-805.1). This will allow the Government to sign the definitive con-
tract of the successful offeror at completion of source selection and minimize
the need for post source selection negotiations.

1-330.5 Special Provisions. A TPP contract must be tailored to the specific-
program and structured so that the contractor's responsibilities are clearly
delineated. The contractor should be vested with maximum authority to,
manage TPP programs with a minimum of Government direction consistent
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with the type of contract selected, since subsequent direction and changes by
the Government will tend not only to constrict the contractor's ability to fulfill
his commitments but to dilute the contractor's responsibilities, thus negating
many of the benefits of TPP. The use of performance specifications should
reduce the number of changes and their impact and will eliminate changes
which do not result in performance improvements. While the Government
should strive to avoid involvement in the detailed management of TPP, it
must nevertheless maintain sufficient visibility as to the progress of the pro-
gram and retain the right to intervene if the success of the program is in
jeopardy. Other contractual provisions which should be considered in TPP
include:

(i) obligations for total system responsibility, specifying that such
responsibility is not reduced even though Government-frunished property
(GFP) may be integrated into the end item (provided such property is
suitable under the Government Property clause) and extending the con-
tractor's responsibility to the performance of the system in an operational
environment;

(ii) obligations for correction of defects at no change in contract price
(e.g., firm fixed price of target cost, target profit, ceiling price and incen-
tive provisions), or if less than full correction is directed by the Govern-
ment, agreement to reduce the contract price accordingly;

(iii) pricing arrangements for alternate schedules and quantities;
(iv) pricing arrangements for items for which there is a contingent

requirement (i.e., production, spares, etc.) ; and
(v) appropriate protection for the contractor and the Goverment against

major inflationary or deflationary fluctuations in the national economy
when the TPP covers an extended period of time (normally more than
three years).

1-330.6 Other Guidance.
(a) The funding method to be employed must be determined in advance and

set forth in the RFP/RFQ for the TPP. The design and development portion
TPPs normally will be funded incrementally from Research and Development
appropriations. Unless approval is obtained to fund incrementally the produc-
tion and other supplies and services included in the TPP, this portion of the
TPP must be either fully funded or funded in fiscal year segments.

(b) TPP may involve associate contractors or Government-furnished prop-
erty crucial to total systems performance. Nevertheless, the Government should
strive to hold one contractor solely responsible for the satisfactory perform-
ance of the system in its operational environment. This may require advance
agreements between associate contractors and reconsideration of those items to
be Government-furnished, and will require special systems responsibility provi-
sions in the prime contract.

(c) Offices of Primary Responsibility for TPP are:
(i) Army-Office of the Assistant Secretary of the Army (Installation &

Logistics)
(ii) Navy-Chief of Naval Material (ATTn :MAT 02);
(iii) Air Force-Headquarters USAF (AFSPP) ; and
(iv) DSA-Headquarters DSA (DSAH-PP).

Each OPR will keep the other OPRs apprised of its experience and refine-
ments in application and management of total package procurements.

(d) Those activities requiring guidance in determining the applicability or
application of TPP to a specific program should consult their appropriate Com-
mand headquarters.

AMERICAN INsTITUTE OF CERTIFIED PUBLIC ACCOUNTANTS,

New York, N.Y., February 22, 1972.
Re Proposed Guidelines for Disclosure by Companies Engaged in Defense Con-

tracting.
Mr. CLARENCE SAMPSON,
Associate Chief Accountant, Securities and Evchange Commission,
Washington, D.C.

DEAR MR. SAMPSON: We appreciate the opportunity to comment on the Com-
mission's draft entitled "Report of Disclosures by Registrants Engaged in
Defense Contracting," and the related proposed release. We believe that the
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proposed guidelines in some instances contain significant modifications of cur-
rent practice. Therefore we suggest that prior to publishing a formal proposed
release that members of the Commission staff and representatives of the
AICPA's Committee on National Defense meet to discuss further the contents
of the proposal as well as our comments which are summarized below.

We cannot disagree that some modification of financial and nonfinancial dis-
closures with respect to long-term contracting activities seems appropriate.
However, the proposal as presently drafted would impose on registrants who
have defense contracts disclosure requirements above and beyond those custom-
arily recognized with respect to persons performing under long-term contracts
for non-defense related customers. We believe to limit development of such dis-
closure requirement in this manner will result in dealing on a piecemeal basis
with issues which are much broader in scope.

As the draft report indicates, your staff research upon which the proposed
disclosure guidelines are based was concerned with the larger defense contrac-
tors. If these guidlines are to be developed in a manner which will allow
broad applications to all long-term contracts, additional consideration of
required disclosures appears to be imperative.

It is unfortunate that "Total Package Procurement" attempted by the
Defense Department had such drastic results for some of the country's largest
suppliers to that Department. There is no question that the "Public Investiga-
tion in the Matter of Disclosure by Registrants Engaged in Defense Contract-
ing" revealed inconsistencies and uncertainties on the part of certain suppliers.
However, "Total Package Procurement" has been discontinued because of the
very problems your investigation disclosed. Therefore, It would appear more
equitable if all registrants engaged in long-term type manufacturing or con-
struction contracts were admonished to be more alert to the problems that
exist and more accurate in making disclosures in reports to stockholders and
in filings with the Securities and Exchange Commission.

Notwithstanding the previous suggestions, the following comments are
offered for your consideration at this time. We have two comments of general
applicability, as follows:

1. Many terms included in the proposed requirements are not clearly
defined. As examples, the draft is not specific in that is meant by "unfilled
orders," "funded" contracts, contract "claims" and "cost overruns."

2. The proposed requirements do not stipulate the extent to which the
disclosures are required to be a part of the financial statements. We
believe that at least two of the proposed disclosures (1 and 2) require
information not currently covered by the independent public accountant's
opinion. A change in this area has significant implications beyond that
which can be achieved by a release which states ". . . the Commission has
concluded that its rules and forms promulgated under the Acts are ade-
quate. However, it appears that in several instances the application of
these requirements by defense contractors has resulted in less than satis-
factory disclosures."

We have the following comments with respect to the specific content of the
proposed requirements.
Page 1, Paragraph S

In this paragraph the staff has defined the "risk characteristic" of contract-
ing operations as arising from "renegotiation of profits or termination at the
election of the government." We believe, in fact, that the risk arises from the
size and complexity of contract programs. The thrust of the paragraph should
be redirected toward this end.
Page 2, Paragraph 1

We question whether or not criteria based on sales and income of prior
periods is the most meaningful basis upon which to determine applicability. In
addition, a 10% materiality level may be too stringent and result in superflous
and extraneous disclosure in certain situations. The real test should relate to
the size and complexity of the programs. We suggest that further study be
given to these criteria.
Requirement 1

We agree with the general thrust of the requirement to disclose "The dollar
amount of unfilled orders .... " We believe that this disclosure Is generally
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made. It is also a reaffirmation of AICPA comments made in response to the
Wheat Disclosure Study in 1969. Currently, we believe this data should be pre-
sented in material accompanying financial statements but not incorporated into
the statement (including footnotes) to be covered by the auditor's report. Data
as to unfilled orders is meaningful additional information but not necessary to
a fair presentation of financial statements. Notes to financial statements are
generally restricted to clarification and detailing of data already a part of the
financial statements.

We also believe there should be more guidance as to the type of descriptive
comment which should accompany the unfilled order disclosures. In order for
unfilled order data to be presented with reasonable consistency, definitions and
guidelines should be developed. Examples of matters which should be consid-
ered are as follows:

When does the unfilled order become firm enough to be counted?
What are the criteria for being "funded?" We believe this term is not

universally understood or applied by those companies engaged in long-term
contracting activities.

What is meant by "significance of the circumstances?"
Should work to be performed by a subcontractor be included?
Should the amount be adjusted for estimated contract price revision of

approved change orders?
We have an additional question with respect to the proposed requirement

which states ". . . future periods during which performance under such orders
is expected to take place." We assume that this requirement could be satisfied
by a general indication of the period covered by the unfilled orders.

Requirement 2
Our understanding of the purposes of this disclosure is to inform the

defense contractor's stockholders of the type of activities being engaged in by
the company. In our opinion, this proposed disclosure is not of a financial
nature and therefore should not be associated with the financial statements.

Requirement S
We believe that the disclosure of ". . . the type of contract or contracts

under which the company operates .... " should be included in a separate
footnote to the financial statements which describes the accounting policies fol-
lowed by a defense contractor.

We do not specifically understand what information would be contained in
the requirement to explain "how each type (contract) affects profitability and
future claims for allowable costs." We suggest that the requirement be clari-
fied or deleted.
Requirement 4

This disclosure should indicate that estimating is the basis for recording
profits, etc. A general disclosure as to the difficulty of cost estimating and
price negotiations would have the effect of diluting the confidence in the finan-
cial statements of a defense contractor. The requirement should be restricted
to those cases where specific significant situations arise as to estimates and
price negotiation problems. Typically where these situations have arisen disclo-
sure has been made and the accountant's report qualified.

Requirement 5
We are not sure why these disclosures are suggested. Renegotiation is con-

sidered on a single year basis and actually has little or no relationship to any
particular contract. Most registrants do disclose the status of renegotiation,
particularly if there is any possibility of a refund because of a determination
by the Renegotiation Board that excessive earnings have been realized. If
there is little or no exposure to a refund, we do not understand how the
reader of financial statements can benefit from this information.

We are equally puzzled by the disclosure that contracts are subject to termi-
nation at the convenience of the government. Whenever a contract is
terminated for convenience, the government is required to settle with the con-
tractor on an equitable basis, giving due consideration to proportionate profit
or fee. Contracts terminated for cause, of course, do generally have serious fin-
ancial consequences which should be disclosed.
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Requirement 6
We believe that a general requirement to disclose this possibility is inappro-

priate and may very well be misleading. We believe that this disclosure should
be made only when a specific situation arises that has a material financial ef-
fect on a defense contractor.

Requirement 7
We suggest that the information requested be combined in the "accounting

policies" footnote referred to in our comments on Requirement 3.

Requirement 8
We believe that this disclosure should be required only if the expenditures

in question are not charged to expenses as incurred. Fair presentation of finan-
cial information requires that commitments, when significant in relation to
the overall financial position of a company, should be disclosed in a note to
the financial statements. Therefore, we question the reference to commitments
in this requirement.

The phrase "specifically provided" should be clarified. Does this requirement
apply to a specific contract or overhead rate which includes bid and proposal
costs, etc.?

Requirement 9
We suggest that this proposed requirement be deleted. In instances where

such problems are known, generally accepted accounting principles require that
the estimated additional cost or expense be immediately charged to opera-
tions. No additional disclosure should be required unless the registrant's finan-
cial condition is impaired as a result of the charge.

Requirement 10
Further clarification is needed to make this requirement meaningful. Over-

runs of substantial amounts can be incurred on incentive type contracts and
still have no adverse effect on the registrant's financial condition.

Requirement 11
We believe that this proposed requirement should be limited to disclosing the

existences and to briefly indicate the status of claims by the company against
the government and/or vice versa.

As stated earlier, we believe that promulgation of disclosure requirements
for long-term contracting activities will have wide implications. To ensure that
such requirements are universally understood and consistently applied, their
development should be considered by all parties affected. We would be happy
to meet with members of the staff to further discuss the proposed release.

Sincerely,
GERALD E. GORANS,

Chairman, Committee on National Defense.

AMERICAN BAR AssocIATIoN,
Chicago, Ill., February 29, 1972.

Re Comments on the Draft Staff Report: "In the Matter of Disclosures by Reg-
istrants Engaged in Defense Contracting," Administrative Proceeding File
No. 3-2485.

Mr. THOMAS HOLLOWAY,
Director, Division of Corporation Finance, Securities and E.Tchange Commission,

Washington, D.C.
DEAp MR. HOLLOWAY: Thank you for providing copies of the Staff Report and

the proposed Release, "Proposed Guidelines for Disclosures by Companies En-
gaged in Defense Contracting," under cover of your February 1, 1972 letter to
Mr. Simmons as Chairman of the Weapons Systems Contracting Committee
and of the Securities and Exchange Commission Committee of the Section of
Public Contract Law. Our two Committees are pleased to submit the following
comments of their members for your consideration.

I. SUMMARY AND CONCLUSIONS

We recognize the desirability of maintaining or increasing the credibility of
financial statements of all companies including Government contractors. At the
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same time, our review of the Proposed Guidelines leads us to believe that
issuance in their present form might well require contractors to issue reports
which would confuse and might actually mislead the investing public.

First, the proposed Guidelines lead to a strong implication that "defense
contracts" intrinsically are more risky than other forms of business, whereas,
in fact, many defense contracts are substantially less so than many lines of
commercial business. The avowed goal of "disclosure of certain risks charac-
teristic of such operations" is therefore not served by requiring disclosure of
substantial amounts of descriptive material with respect to Government con-
tracts without regard to whether such contracts present significant identifiable
risks in relation to the contractor' overall business. In fact, the reporting re-
quirements imposed will make it more likely that material information will
tend to be lost in a mass of less significant data.

Second, apart from the question of definition referred to below, a number of
the indicia of risk selected for reporting are not valid indicators. For example,
the fact that a contract is subject to termination for convenience of the Gov-
ernment in most cases does not represent a major risk of loss other than a
proportionate loss of anticipated profits and in some cases may even represent
a proportionate reduction in anticipated losses. In other cases, however, such a
termination may result in inability to amortize substantial capital investment.
Similarly the fact that there are actual or potential overruns does not neces-
sarily represent a risk. As to claims, which the Proposed Guidelines appear to
use as another indicia of risk, the great majority of claims if not the dollars
on Government contracts are settled administratively without litigation in a
relatively short time even though some such claims may involve prolonged lit-
igation. As a general observation, it is characteristic of Government contracts
that they cover, by specific contractual provisions, many more contingencies
than are covered in the usual commercial contract and to a considerable ex-
tent they give the Government theoretical rights which in practice it would be
self-defeating for the Government to exercise in most cases. Thus, despite the
fact that some Government contracts do indeed present major risks to the con-
tractor, it would be seriously misleading as to most contracts for the contrac-
tor to report all the potential risks presented by the contract provisions.

Third, we feel that some of the Proposed Guidelines could increase signifi-
cantly the use of broad estimates in financial statements, making it more
difficult if not impossible, for the legal community to fulfill its role in enforce-
ment of the Securities Laws by the granting or withholding of legal opinions
in connection with such statements.

Fourth, the reporting requirements in the Proposed Guidelines could appear
to call for inclusion of possibly vague and wholly subjective layman's language
to describe complex legal arrangements and relationships such as those in-
volved in the many and varied types of Government contracts. Apart from the
existing technical agency Regulations, there is at present no agreed-upon body
of layman's language upon which lawyers can draw which would reduce the
chance of liability for material nondisclosure or for misrepresentation.

Fifth, the Proposed Guidelines may create new problems by the apparent re-
quirements that technological difficulties be described subject to the laws and
regulations concerning dissemination of classified information. The attempt to
meet this requirement could result in a misleading inbalance in disclosure be-
tween classified and non-classified information.

Sixth, the terminology used in the Proposed Guidelines is an important prob-
lem in itself. Thus, there is no single agreed-upon definition in the Government
contracting area of such terms as "significant R&D" or of "claim" or of "over-
run." The meaning of these terms in the cases, the agency regulations, the
General Accounting Office reports, Congressional documents, etc., varies de-
pending largely on the context.

Seventh, the fact that a procurement is carried out by an agency other than
one of the Military Departments does not by itself identify that procurement
as inherently less complex, or as subject to fewer difficulties, or as one which
will not engender the kinds of financial statement problems which your Pro-
posed Guidelines are meant to solve. For an example, complex, expensive, tech-
nologically advanced systems involving research and development risk, are pro-
cured by the National Aeronautics and Space Administration under contract
clauses and pursuant to regulations similar to those employed by the Army,
the Navy, and the Air Force for equally advanced hardware.
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In summary, we point out that by issuing the Proposed Guidelines as now
drafted, the Commission would leave all of these issues, including those per-
taining to proper definition of terms, to later administrative or judicial solu-
tion via administrative proceeding or litigation. The lack of clear standards
for such later determinations would leave both Government agencies and in-
dustry-the whole community-subject to uncertainty and, in some cases, to
unnecessary liability. This problem is worsened by the number of such deter-
minations left open by the Proposed Guidelines. Given the difficulty of obtain-
ing private financing for defense business, particularly at the present time, the
added uncertainty produced by release of the Proposed Guidelines could have
serious results for the taxpaying public.

Therefore, we recommend that the Commission adopt one of the following
courses of action rather than issue the Proposed Guidelines as now drafted:

1. The Commission should require the interested parties (and here we In-
clude representatives of the Government agencies as well as from industry, i.e.,
the entire Government contracting community) to produce guidelines which
meet Commission requirements within a specific period of time at the end of
which the Commission will issue guidelines in any event; or

2. The Commission Staff should re-draft the Proposed Guidelines with the
problems outlined above in mind.

We favor the first approach because of the complexity of the body of law'
which now applies to Government contracts.'

II. GENERAL cOMMENTS

A. Effect of Imposing Additional Reporting Requirements on Defense Con-
tracts

As suggested earlier, the effect of requiring defense contractors to report
substantial amounts of additional information regarding their defense business
may well create the impression that all defense business is substantially more
risky than commercial business without regard to whether the particular con-
tractor's business in fact is more risky. Furthermore, the volume of
information required may well confuse rather than clarify and the volume and
complexity of the data reported may obscure the real risks involved in a par-
ticular contract.
B. Materialitty of Particular Data Required To Be Reported

The presence or absence of a particular clause does not normally reveal
what the actual risk is. Rather, it requires overall evaluation of the contract
provisions in relation to the particular work being undertaken and the actual
experience to date in performance of the contract to make a reasonable assess-
ment of risk at any particular point of time. Furthermore, certain risks-for
example, the risk of termination and liability for substantial breach-are in-
herent under almost any contract, Government or commercial, regardless of
whether there is a specific contractual provision creating such a risk. As to
that particular example, it would, therefore, be misleading to create the im-
pression that Government contracts are unusually risky because they include a,
provision permitting the Government to terminate for default. The same is
true of other contract provisions. At most, the Proposed Guidelines should re-
quire reporting of material identifiable risks where there is a reasonable prob-
ability that such risks will materialize.

C. The Problem of Increasing the Employment of Estimates and of Subjective
Language

One of the Proposed Guidelines calls for disclosure of "the type of contract
or contracts . . . with an explanation of how each type affects profitability and
future claims for allowable costs." On the basis of the SEC Staff's apparent
field of interest, we believe that the term "equitable adjustment" should be
substitued for "allowable cost" in view of the specific meaning of the term "al-
lowable cost" as used in Government contracting.

In any event, however, this Proposed Guideline along with others would ap-
pear to require significantly increased usage of estimates in financial state-

I Members of the accounting profession and members of the Section of Corporation,
Banking and Business Law, ABA, with whom we have discussed this matter, Indicate
that there may be Important Issues In their areas of Interest as well, and that if there
are, appropriate comments will be made by them to the Commission. We therefore make
no attempts to discuss these areas In our report.

95-328-73 26
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ments. Moreover, the requirement for description in layman's language of the
complicated types of contracts used in Government procurement increases cer-
tain specific legal dangers, including liability for material non-disclosure and
for negligent or innocent misrepresentation. There is now no agreed upon lay
definition of, for example, a "fixed-price incentive contract with an 60/40 share
line to a ceiling of 115 percent. . 2 Given time to accomplish the task, the
Government contracting community could probably develop a lay definition of
this complex legal relationship. Absent such agreement, we believe that the
Proposed Guideline requirement for such language will significantly increase
the difficulty of companies' obtaining the requisite legal opinions in connection
with financial statements which include such descriptions, and result in disclo-
sures which are less, rather than more, meaningful to the investing public.3

D. The Problem of Classified Information
In accordance with applicable SEC Rules 4, classified information shall not

be disclosed in financial statements, yet, as a practical matter, the technologi-
cal problems required to be disclosed by the Proposed Guidelines are those
most likely to be classified as involving breakthrough in the state of technol-
ogy with military applications. If both the rules pertaining to classification
and the Proposed Guidelines are followed a material inbalance in disclosure
may be created in a given financial statement. We have considered but re-
jected suggesting that the Proposed Guidelines limit the disclosure requirement
in this area to a "Dollar Estimate" of technological problems, since this is
likely to produce misleading or unintelligible financial reports. Additional anal-
ysis of Commission requirements in this area is required.
E. The Problem of Definition of Terms

Proposed Guideline No. 2 refers to "whether products or research and devel-
opment is involved." (Emphasis added.) Proposed Guideline No. 4 refers to
"significant technological advances." Guideline No. 10 refers to "material cost
overrun" and uses in part of the definition of "overrun" the phrase "which ex-
ceeds the price set in the contract plus...." G'uideline No. 10 refers to "mate-
rial cost overrun" and uses in part of the definition of "overrun" the phrase
"which exceeds the price set in the contract plus...." Guideline No. 11 uses
the term "claims . . . whether by the Government against the company or the
company against the Government."

There are other terms which are subject to the same difficulty: the present
lack of an agreed-upon judicial or other definition of such terms except in a
specific context. For example, even the Defense Department does not draw a
clear line between "products" and "research and development." Some of the
categories which DOD uses in choosing among contract types are "research
and exploratory development," "development," "advanced development," etc.5
Similarly, there is no agreed-upon judicial or other definition of "significant
technological advance." The word "claim" itself is probably pretty clear stand-
ing alone, but the Proposed Guidelines do not make clear when a claim be-
comes a claim for financial reporting purposes, i.e., when a Government Tech-
nical Representative tells a company official he is considering "making a
claim"?; when a Contracting Officer orally tells a company official?; or when a
Contracting Officer writes an official letter requesting a specific amount of
money?; etc. Nor is it clear whether as used in the Proposed Guidelines
"claims" would include pricing actions pursuant to contract clauses, e.g.,
change orders, or is limited to extra-contractual actions such as suits for
breach of contract.

To define the term "overrun" requires a definition of each term connected
with any given statement of its meaning. Thus, in the example quoted from
the Proposed Guidelines, the term "price set in the contract" may be quite un-
tract Pricing (ASPM No. 1), 14 February 1969, U.S. Government Printing Office.
clear, as for example in an incentive type of contract in which there is a tar-
get price and a ceiling price. The lack of clarity in the definitional term makes
the main term "overrun" quite unclear.

2See, e.g., DOD and NASA Guide, "Incentive Contracting Guide" October 1969. which
bears the following designations: NASA-NIHB 5104.3A; Army-FN 38-34: Navy-
NAVMAT P-4283: Air Force-AFP 17-1-5; and Defense Supply Agency-DSAH 7800.1.

' See Note 1, 8upra.
4 Rule 170 under the securities Act of 1933 as cited at p. 10 of the Draft Report.
' See. e.g., Chapter 2 of the Armed Services Procurement Regulation Manual for Con.

tract Pricing (ASPM No. 1), 14 February 1969, U.S. Government Printing Office.
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In summary, as a minimum the terms used in the Proposed Guidelines re-
quire the most careful definition, preferably on an "agreed-upon" basis perhaps
among members of the Government contracting community and its legal,
accounting and other advisors and the Securities and Exchange Commission.

F. The Problem With Singling Out "Defense Contracts" When Other Govern-
ment Contracts Present the Same Difficulties

We understand that "defense contracts" are singled out by the Proposed
Guidelines because the Commission's Study include only them in keeping with
Its charter. However, it appears to us that many of the problems discussed in
the Commission's Study relate, by their nature, to U.S. Government contracts
of certain kinds and types in general. Thus, the Commission's Study pinpoints
those financial statement problems which can occur in a certain type of Gov-
ernment procurement regardless of whether that procurement is conducted by
a military or a civilian agency. Indeed, the regulations, statutes and case law
of Government contracts have developed on the basis of the substance of the
contract-not on the basis of what Government agency signed it.6 Indeed,
there are great similarities between the contract provisions used by the var-
ious Government agencies, and the choice of provision depends largely upon
the type of procurement. And, the various Boards of Contract Appeals and the
United States Court of Claims have developed substantially a single body of
law governing and interpreting Government contracts based upon the substance
of the procurement, the type of contract employed and the specific clauses con-
tained therein, etc., regardless of which Government agency signed on behalf
of the United States. The Proposed Guidelines would appear to carve out a
portion of a single area of the law-and in many cases, of a single company's
business-for special treatment without a truly rational basis for such differ-
ent handling. We believe the Guidelines for Disclosure should govern all simi-
lar Government contracts. There is no reason for singling out "defense" con-
tracts from other Government contracts with the same relevant problems.

-G. The Overall Problem of Emphasis in the Proposed Guidelines
The emphasis in the Draft Staff Report appears to be upon the disclosure of

-the special risks that may be involved in Government contracts which are not
normally involved in commercial work and hence unexpected by the average
-investor. However, the Proposed Guidelines depart from this emphasis. Thus,
while we have no quarrel with the requirement that disclosure be made of the
possibility of "Renegotiation" and of "Termination for Convenience" as per
current regulations, we do point out that these are only two of the many
-clauses used in Government contracting in general and in major space, weap-
ons, and construction systems contracts in particular. The emphasis on one or
two of these particular clauses would appear to be misplaced. Indeed, the rela-
tive importance of a particular contract provisions may depend upon either or
both of (1) the technological circumstances of a procurement or (2) the Gov-
ernment administrative climate of the particular contract.

We recommend that the Proposed Guidelines be drafted in terms of disclo-
-sure of actual known risks assumed by the contractor at the time the financial
statement is made, together with appropriate up-dating of disclosures when
these risks change. This would include actual technological risks, the actual
risks involved in claims and disputes, the actual risk of default or convenience
termination, and so on, when, because of known circumstances, such risks pres-
ent a reasonable probability of material exposure and hence are truly relevant
to the financial statement.

III. SPECIFIC COMMENTS ON THE PROPOSED GUIDELINES

A. Proposed Guideline No. 1
The use of the term "unfilled orders" together with the term "funded" in

this Guideline creates a legal problem. Presumably, this Guidelines refers to
multi-year contracts or option contracts. In either case the Government does
not have what it regards as "an order" until the funds are made available and

the appropriate notices sent.7 Thus, the Guidelines should be clarified to make
clear what is meant to be disclosed, i.e., presumably the existence of an option
or of a multi-year increment, its amount, and other relevant facts.

6See the reference cited at Note 2, supra.
7See, e.g., International Telephone and Telegraph, ITT Defense Communications Divi-

sion v. United States, U.S. Court of Claims No. 147-70, Slip Opinion, January 21, 1972.
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B. Proposed Guideline No. 2
We have discussed the problem of security above at II.D. and the problemof definition of terms above at II.E. We note here that the term "significanttechnological advance" appears in Guideline No. 4, which creates an added def-initional problem. And it would appear that the relevant threshold for pur-poses of disclosure is not simply a line somewhere between "products" and"research and development," but between the "less risky" and the "trulyrisky" contract based upon all relevant factors.

0. Proposed Guideline No. S
As we point out above at II.C., an agreed-upon description of the types ofGovernment contract in lay language is required to make this Guideline reallypractical. It is our understanding that mere reference to, e.g., the Armed Serv-ices Procurement Regulation, will not be satisfactory. Similarly, guidance is-required as to the exact meaning of the question "how each type affects profit-ability and future claims." We feel that any such statement would necessarilyhave to relate to a limited time period. Again, it is assumed that reference tothe appropriate laws and regulations is not enough and that lay language isrequired.

D. Proposed Guideline No. 4
If more is required by this Guideline that a statement concerning "the-difficulty in estimating costs," etc., additional guidance is needed, particularlyin the definitional area, e.g., "significant technological advance." Where the-factors mentioned in this Proposed Guideline are relevant to a particular com-pany, we cannot disagree with the need for disclosure in financial statements..

E. Proposed Guideline No. 5
We cannot object to the disclosure of the presence of "renegotiation" and"Termination for the Convenience of the Government" contract terms, but aswe point out above at II.G., the emphasis here seems misplaced. Second, it isnot clear what should be reported under the heading of "the possible financialimpact of renegotiation or termination." If only extant facts are meant to bereported here, rather than "guesstimates" about what might possibly happenunder these two particular clauses, the Proposed Guideline should be rewrittento so state. For example, this Guideline might be interpreted to require adollar estimate in each and every case where one of these clauses applies. Wedo not think this would be desirable.

F. Proposed Guideline No. 6
We believe that the intended term relating to working capital is "materiallyreduced" rather than "seriously impaired." Moreover, it does not appear usefulto require reference to the probability that extended periods of time may be-required to settle claims with resultant serious reduction of working capital,unless there is some reasonably probability that this in fact will occur.

G. Proposed Guideline No. 7
We have no additional comment.

H. Proposed Guideline No. 8
We believe that this Guideline has reference to so-called "bidding expense"or "proposal expense." However, this should be clarified.

I. Proposed Guideline No. 9
This Guideline should be clarified with reference to the rules governing the-release of classified information. In addition, this Guideline should be changed.to require reports only if these problems will result in material additionalexpense which the company will not recover under its contracts.

J. Proposed Guideline No. 10
We have described above at II.E. the problem with the definition of "mate--rial cost overrun." If an appropriate definition can be obtained for "cost over-run," we are in agreement with the inclusion of this Guideline.

E. Proposed Guideline No. 11
We have described above at II.E. the problem of defining "claims." We fur-ther call your attention to the problem engendered by the requirement for the-disclosure of the "status" of such claims. We would agree that a statement
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telling the legal status of the claim-whether before an administrative body, a
court, etc.-might be practicable; but we do not believe it practicable to
require disclosure of the negotiating position of either the Government or the
contractor. In fact it could be seriously prejudicial to the parties and mislead-
ing to the investing public to make such a disclosure, since the negotiating
position of the parties generally may not reflect the actual anticipated outcome
of negotiations.
L. Proposed Guideline No. 12

We have called your attention at II.E. above to the problem of defining
'claims" and particularly of stating when such a "claim" comes into existence

for disclosure purposes. With appropriate guidance and agreed-upon definitions
In this area, disclosure would appear practicable and useful.

IV. CONCLUSION AND RECOMMENDATIONS
Based upon the problems with the Proposed Guidelines outlined above, we

conclude that the goal of maintaining or increasing the credibility and integ-
rity of financial statements in the Government contracting community can be
best carried out by a choice of the following two means:

1. The Commission should release its Report together with a statement that
guidlines for disclosure will be issued at a specific date thereafter, and that
the Government contracting community should arrange to recommend such
guidelines to the Commission prior to that date. We are certain that the Gov-
ernment contracting community would cooperate with the Commission in this
endeavor. Moreover, the burden would be thrown upon the relevant Govern-
ment agencies and upon the contracting industry and its advisors to develop
language which would provide appropriate disclosure from the Commission's
standpoint in language that could be understood by the layman.

Or, in the alternative,
2. The Commission Staff should rewrite the Proposed Guidelines in the light

of the existing problems. This might be a two-stage process in which "interim
guidelines" were promulgated using the guidelines that can be rewritten quick-
est to be followed by a full set of guidelines at a later, but still relatively
early, date.

We feel that this matter Is important enough to take the time and to make
the effort to obtain practical and workable Guidelines. This seems to us partic-
ularly true In view of the current difficulty of obtaining private financing for
defense contracts. There would appear to be no reason to take action with the
result that the burden upon the taxpayers would increase.

We understand that the Commission Staff is satisfied that some of the finan-
cial statements which have been filed by Government contractors are consid-
ered by the Staff to meet the requirements of the Proposed Guidelines. We
request that such reports be identified for the guidance of others.

We sincerely appreciate the opportunity to comment upon the Proposed
Guidelines and are willing to participate in such further activity related to
this matter as the Commission Staff may deem useful.

Sincerely,
WILLIAM M. SIMMONS,

Chairman, Weapon8 Systems Contracting Committee.
Chairman, Securities and Exchange Commission Committee.

1700 K Street, N.W.
Washington, D.C. 20006

202-833-1420

LABB1RM AND DOAK.
Philadelphia, Pa., April 14, 1972.

Re In the Matter of Disclosures by Registrants Engaged in Defense Contract-
ing Proposed Guidelines, Adm. Proc. File No. 3-2485.

Mr. ALAN B. LEvENsoN,
Director, Division of Corporation Finance, Securities and Ezchange Commission,

Washington, D.C.
DEAR MP. LEvENsoN: The undersigned have been appointed as a special sub-

-committee by A. A. Sommer, Jr., Chairman of the Federal Regulation of Secu-
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rities and Committee of the Section of Corporation, Banking and Business
Law of the American Bar Association, for the purpose of examining the "Pro-

posed Guidelines for Disclosures by Companies Engaged in Defense Contract-
ing." In submitting the following comments we hope they may be of some
assistance to the Commission in its deliberations on the Proposed Guidelines.
However, we emphasize that no opportunity has been given to the members of
the full Committee, the Section or the Association, to consider the comments of

this subcommittee. The views are those of the members of this subcommittee
only and do not represent as such an official position of the Association.

In our consideration of the matter, we have considered the comments in the
letter of February 29, 1972, addressed to Mr. Thomas N. Holloway, Associate
Director of your Division, by William M. Simmons, Chairman both of the
Weapons Systems Contracting Committee, and the Securities and Exchange
Commission Committee, Section of Public Contract Law, American Bar Asso-
ciation, to which we will refer herein as the "Public Contracts Section Letter".
We have also had the benefit of the views expressed in the letter dated Febru-
ary 22, 1972, addressed to Clarence Sampson, Associate Chief Accountant for
the Commission, by Gerald E. Gorans, Chairman, Committee on National
Defense of the American Institute of Public Accountants.

We are generally in agreement with the comments made in the Public Con-
tracts Section Letter. We regard the opinions expressed therein as worthy of
careful consideration by the Commission, in the light of the experience they
reflect in connection with the specific questions raised by the Proposed Guide-
lines. Inasmuch as our own Federal Regulation of Securities Committee of the
Corporate Section is concerned with the entire field of securities regulation by
the Commission, as well as any disclosure regulations or guidelines directed to
special fields of business, we have sought to examine the questions raised from
the overall perspective of their relation to the current guideline regulations
and standards of disclosure generally applicable.

Before proceeding with our comments, we pause to note that, although the
Proposed Guidelines make it clear that they apply only where "a material por-
tion of the business" is represented by defense contracts, the Proposed Guide-
lines are not expressly confined to material disclosures as to such part of the
business. For example, Proposed Guidelines Nos. 9 and 11 are not limited to
"material" problems or claims. While we recognize that the concept of mate-
riality is firmly embedded in existing regulations, we suggest that clarity
would be enhanced by appropriate language for this purpose.

We regard the general implications of the Proposed Guidelines, from a dis-
closure policy standpoint, as falling into three separate categories, namely:

First, those which are clearly intended to elicit information of a purely
descriptive nature, whether current or historical;

Second, those which, as presently worded, appear to present problems of
determining whether certain items of expense or performance experience
require chargeoff, or establishment of reserves for anticipated losses; and

Third, those which appear to involve substantial predictive elements.
In the first category, subject to the "Specific Comments" in the Public Con-

tracts Section Letter regarding the need for clarification and definition of
terms, as to Proposed Guideline No. 1 (Letter, p. 18), No. 2 (p. 19), and No.
11 (p. 23): we regard Nos. 1 (dollar amount of unfilled orders and periods of
performance applicable) ; 2 (description of major programs) ; 7 (accounting
method used) ; and 11 (amounts and status of claims-other than renegotia-
tion-by and against the contractor) as free from any controversial issues. To
us, they appear logical specific applications of disclosure standards presently
generally applicable, without imposing any substantial burdens on the contrac-
tor. No. 1 should be relatively easy to supply or estimate, and the information
so furnished may be quite valuable. No. 2 is a logical expansion of the
"Description of the Business" now required under Item 9 of Form S-1, and
Item 1 of Form 10, for registration of securities under the '33 and '34 Acts,
respectively; and Item 11 is no more than a specific application of the "Pend-
ing Legal Proceedings" required by Items 12 and 10 of Forms S-1 and 10,
respectively, in a field in which "claims", in government contract parlance, at
certain stages attain status equivalent to general business litigation.

The second category, in which we place Proposed Guideline Nos. 8, 9 and 10,
presents more difficulty. No. 8 calls for an analysis of expenditures or commit-
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ments in anticipation of securing contracts or for which reimbursement is not
specifically provided by existing contracts. While we recognize the importance
of such analysis, we fail to perceive any unique questions of this nature which
are peculiar to the business of defense contractors: any such expenditures for
which reimbursement is not reasonably anticipated would seem clearly to
require chargeoff. either as such expenditures are incurred, or when their non-
reimbursable status has become fairly evident. While the evidence cited in the
Staff Report suggests the possibility that this analysis may not have been ade-
quate in the case of certain defense contractors, no special problems uniquely
applicable to their case would seem to justify a special disclosure of all such
expenditures. In our view, the basic question involves proper accounting treat-
ment of such items, and if the Commission considers a guideline necessary, it
should be directed only to the necessity of including the chargeoff of such
costs in the financial statements.

In the same category, we regard Proposed Guidelines No. 9 (known problems
in meeting specifications or delivery schedule), and No. 10 (disclosure of
aggregate gross amounts of cost overruns not reimbursable). While we are
somewhat uncertain concerning the precise significance of the present wording
of Proposed Guideline No. 9 (see Public Contracts Section Letter, p. 22), it
would seem that once again the question depends on analysis to determine
whether the "known problems" require provision for losses in carrying out the
remaining portion of the contract.

The same comment applies to even greater extent on Proposed Guideline No.
10; if there have been substantial "aggregate gross amounts of such overruns",
in the sense mentioned-i.e., costs incurred to date plus estimated costs in
excess of contract price plus reimbursable amounts-and if they are subject to
estimates, such estimates would seem to require provision for loss reserves.

In that connection, we note the reference (Draft of Staff Report, p. 21) to,
and agree with, the statement by Textron, Inc., that "current accounting prin-
ciples provide for losses to be recorded as soon as recognized and that such
losses, if material should be disclosed in annual reports and reports filed with
the Commission." We believe the principle applies both to the effect of past
experience in the categories covered by Proposed Guidelines 8, 9 and 10, and to
anticipated losses where the contractual situation makes it virtually certain
that the losses are inevitable.

In this connection, attention is called to the comment by the Committee on
National Defense of the American Institute of Certified Public Accounts (p. 2)
that the Proposed Guidelines "do not stipulate the extent to which the disclo-
sures are required to be part of the financial statements." We agree with the
comment; however, it should be noted that to the extent the items here dis-
cussed are treated as matters to be expensed or reserved, as we have sug-
gested, the consequence would necessarily follow that the result must be
included in the financial statements.

If on the other hand Nos. 8, 9 or 10 are intended to cover such items before
they become susceptible to such treatment, we question whether there should
be any distinction between the standard for disclosure, on the one hand, and
for financial accounting, on the other. The result would impose a requirement
of speculation which (aside from the predictive aspect discussed hereafter)
would range between two extremes, which appear quite unacceptable. At one
end the result could be a requirement to discuss the various possibilities and
their potential consequences, in terms that would increase and complicate the
contents of disclosure statements, to a degree inconsistent with the present
Commission trend toward simplication.

At the other end, the requirement would be interpreted as a direction to dis-
close by way of mention only, the possibilities in question, in which event the
result would enhance, rather than reduce, the possibility of a misleading
result. Nor, in view of the nature of the problem, does it appear that any
effort to steer a course between the two extremes would be likely to succeed.

Thus far, we have discussed those Proposed Guidelines which are apparently
directed to matters of a descriptive or historical nature. A more serious prob-
lem with which this subcommittee is concerned arises from those aspects
which appear to call, not for descriptive information, but rather for elements
of a predictive nature.

Before we come to that question, we digress briefly to consider the ambigu-
ity of Proposed Guideline No. 3, which calls for disclosure of the type of con-
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tracts involved, together with "an explanation of how each type affects profit-
ability and future claims for allowable costs". Proposed Guideline No. 3, as it
stands (calling for statement of the type of contracts and "explanation of how
each type affects profitability and future claims for allowable costs"), may be
interpreted in one of two ways:

(1) either it is intended to provide no more than a general summary of
the legal provisions in the various forms of contracts involved, in which
case the material could be susceptible to treatment by stereotyped para-
graphs; in which event the problem must be defined as one of translation
into lay language, as the Public Contracts Section Letter points out (pp. 4,
19) ; or

(2) it requires a specific and detailed analysis of the subject forms in
their application to the specific contracts in question, in which event we
believe the result would mean an infusion of material so massive as to be
self-defeating.

In addition to the requirement describing the types of contracts, Guideline
No. 3 requires a prediction of "how each type affects profitability in future
claims for allowable costs." A prediction of this kind is not only difficult to
make; it is inherently unsound because the "type" of contract is only one of
several factors which will ultimately determine the effect on profitability. We
recommend that if the Commission feels that it is useful to have a general
description of the types of contracts, the clause of Guideline No. 3 on the
effect on profitability be deleted.

We turn now to consider Proposed Guidelines Nos. 4 (estimate of profita-
bility of particular contracts), 5 (the possible financial impact of renegotiation
or termination) and 6 (the possibility that due to the magnitude of the con-
tract, and the extended periods of time, working capital may be seriously
impaired).

Here the problem of interpretation of the present text is crucial. If, as
appears to be the case, the Proposed Guidelines in essence call for the use of
estimates and predictions in disclosure statements, they apparently go beyond
anything which is now required under settled disclosure policy.

The extent of the departure from present philosophy will be evident on com-
parison of the present requirements of Item 9 of Form S-1, and its counter-
part in Item 1 of Form 10. These Items now require information which related
exclusively to aurrent or historical developments. This remark applies equally
to Instruction #4 of subparagraph (a) in both Items, which reads as follows:

"4. Appropriate disclosure shall be made with respect to any material
portion of the business which may be subject to renegotiation of profits or
termination of contracts or subcontracts at the election of the Govern-
ment." (Italic supplied)

Obviously, there is a clear distinction between requiring information showing
what portion of the business "may be subject" to renegotiation of profits, or
termination, and how such renegotiation or termination will affect future
results. To this extent, and to the extent that the Proposed Guidelines call for
any estimates or predictions concerning the results of future operations, they
appear inconsistent with the historical policy which the Commission thus far
has consistently followed. It has thus far been the consistent view of the Com-
mission that, in the words of a prominent member of our full Committee, "The
Securities Act, like the hero of 'Dragnet', is interested exclusively in facts," as
compared to conjectures and speculations as to the future. Heller, DISCLO-
SURE REQUIREMENTS UNDER FEDERAL SECURITIES REGULATION,
16 Business Lawyer 300 (Jan., 1961) at 307. At least in one instance, the Com-
mission has pointed to such projections as one example of misleading state-
ments: Rule 14a-9, Example #1.*

Obviously, the general question whether disclosure should include predictions
of results of future operations is not an appropriate topic for discussion here;
and the undersigned do not intend by these comments to suggest any views
thereon. But assuming that such extension of present disclosure requirements
is desirable, we oppose its introduction as an innovation in the narrow seg-
ment of business which defense contracting represents.

* The historical policy of the Commission has been recently subjected to strong attack:
See, for example, Solomon, PRO FORMA STATEMENTS, PROJECTIONS AND THE
S.E.C., 24 Business Lawy7er 389 (Jan., 1969) ; Krlpke, SEC REFORM, 45 N.Y.U. L. Rev.
1151, 1197-1201 (1970). But the "Disclosure Policy Study" (March 27, 1969), Ch. III-C4,
recommended no change In this respect.
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In point of fact, the selection of that industry as the appropriate unit for
this purpose would seem especially unfortunate, in view of the contrast
between the surface appearance of predictability of government contracts and
the everyday actualities of doing such business. As the Public Contracts Sec-
tion Letter points out (p. 4), despite the wide scope and complexity of provi-
sions of Government do not represent any fair measure of those which are
actually applied in practice.

Furthermore, any requirement of preduction or estimation of the outcome of
renegotiation proceedings present difficulties which seem insurmountable. Those
difficulties have been graphically summarized recently in an article entitled
FEDERAL RENEGOTIATION-A LAWYER'S NIGHTMARE, 17 The Prao-
tical Lawyer No. 7 (Nov., 1971) p. 45, by Theodore Kostos, of the Philadelphia
Bar. As he points out, in any renegotiation proceeding, the criteria for estab-
lishing profits as "excessive" are quite subjective (p. 45); since the burden of
proof is on the contractor to establish that his profit is not excessive, the
process of litigating before the Board is "like chasing a phantom in the night"
(p. 54). Although the Board is required to give a contractor a Statement of
Facts and Reasons in explanation of its decisions, such a statement is "rela-
tively worthless . . . very general and stereotyped and does not really get into
the specifics of a particular case" (ibid). Under such circumstances, any esti-
mate or prediction regarding the outcome would seem to be more misleading
than informative.

The basic difficulty, of course, is that the problems to which the Proposed
Guidelines are directed arise In an area much wider than the defense contract-
ing field. It is not only because, as the Public Contract Law Section Letter
points out (p. 5), other Government contracts which do not involve the national
defense are marked by the same degree of complexity and risk. It is also
because most of the problems with which the Proposed Guidelines are con-
cerned, arise from the long-range commitments characteristic of such contracts,
and the fact they involve commitments which run over more than a single
reporting year.

But such problems arise in the case of every business which has made long-
term commitments; there, too, a fixed price at which the business may agree
to manufacture, sell or buy, can be a source of substantial losses. For example,
the attached piece from the Wall Street Journal (March 15, 1972, p. 11, col. 1)
recounts the consequences to Ampex Corporation of a three-year contract with
Warner Communications, Inc., whereby Ampex guaranteed the other party $60
million for tape rights, in contemplation of a certain level of sales by Ampex
which it failed to realize. Similarly, the consequences of deficient performance
by a defense contractor is no different, from a disclosure standpoint, from the
experience of the Pratt & Whitney Division of United Aircraft Corporation,
which, according to the attached dispatch to the Washington Post (reproduced
here from the Philadelphia Inquirer, March 13, 1972, p. 21, col. 1) Is now faced
with a $94 million claim for defective performance of its JT9D engine, used
in the Boeing 747's-and this, after a prior chargeoff in 1971 of $137 million
extraordinary loss to reflect "unanticipated engine costs".

The examples, selected at random from current press reports, are by no
means unusual. There are numerous enterprises which derive a substantial
part of their income from commitments ranging over a period of more than
one fiscal year-construction companies, for instance, which engage in large
building contracts, either as general or subcontractors (which, incidentally,
present the identical problem of accounting methods when a change is made
from the completed contracts to the percentage of completion method). The
Pratt & Whitney case is typical of any manufacturer of a new product, which
because of its size and cost may expose the producer to unanticipated conse-
quences of faulty design or defective performance for any of a number of pos-
sible causes; current press reports abound with cases in which auto manufac-
turers are encountering problems on recall of large numbers of vehicles, which,
at any given stage in a model year, may generate the prospect of substantial
claims. Such cases may even involve larger sums, where they may result in
accidents causing personal injuries.

This may well be the consequence of a heightened public awareness of the
right of the public to insist upon greater responsibility by the manufacturer;
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it is not here suggested that such a philosophy of disclosure should be
opposed. The point is that in approaching such problems, and in insisting on
prognostication to a degree not previously required, the Commission should
recognize the implications of the shift, and examine the question from the
standpoint of its consistency with the policy of disclosure generally applicable
to all companies. Perhaps the above considerations may end in a proposal of
amendments to S-1 Item 9 or Form 10 Item 1; in such case, the entire ques-
tion of the extent to which such prognostication may be consistent with the
present text of the '33 and '34 Acts would emerge in proper perspective. We
suggest that the efficacy of the system is not improved by singling out a par-
ticular segment of one industry, so that investors must become specialists in
that segment to review and appraise such disclosures.

SUMMARY AND CONCLUSIONS
In general, the undersigned are of the opinion that:
1. Any disclosures to be required in the subject connection should not extend

to any which are immaterial in their actual or potential effect. For example,
Proposed Guideline No. 11 should be specifically limited to "material" claims.
If Guideline No. 9 is retained, it should be specifically limited to "material"
claims. If Guideline No. 9 is retained, it should be specifically limited to
"material" problems.

2. The subcommittee endorse the views expressed in the Public Contracts
Section Letter of February 29, 1972, and agree with the recommendations
therein set forth.

3. Subject to the comments there made suggesting clarification, we regard
Proposed Guidelines Nos. 1, 2, 7 and 11 as useful and helpful standards of
details which should be included in disclosure by defense contractors.

4. Insofar as Proposed Guidelines Nos. 8, 9 and 10 deal with certain catego-
ries of expenditures which present problems of chargeoff to current or past
operations, we are of the opinion that any attempt to require analysis beyond
those presently applied to determine chargeoffs or reserves in financial state-
ments is undesirable. We recommend that these three Guidelines be deleted, or
if the Commission feels that one or more of them are useful, they be redrafted
as Guidelines of what should be covered in the financial statements. In that
connection, we recommend that the Proposed Guidelines specifically indicate
the degree to which the various items to be disclosed should, or should not, be
included in the financial statements.

5. We interpret proposed Guidelines Nos. 3, 4, 5 and 6 to call for estimates
and predictions of the results of future operations, which we regard as incon-
sistent with present general disclosure policy. These Guidelines should either
be reworded to make it clear that they only require general cautionary lan-
guage (which admittedly is not very useful) or they should be deleted. In any
event, if Nos. 3 and 5 are retained, the phrases therein relating to the effect
on profitability or financial condition should be deleted.

6. We do not consider that the major problems to which the Proposed
Guidelines are addressed are in any manner peculiar to the defense contract-
ing industry or to the Government contracting field and should, if promul-
gated, be made applicable to all companies in which the effect of long-term
commitments or contracts may have a material effect on earnings.

Very truly yours,
LEWIS WEINSTOCK, Chairman.

Copies to:
Section of Corporation, Banking and Business law: Donald J. Evans, Esq., A.

A. Sommer, Jr., Esq., S. J. Weiss, Esq.
Section of Public Contract Law: William M. Simmons, Chairman, Weapons

Systems Contracting Committee and Securities and Exchange Commission
Committee.

American Institute of Certified Public Accountants; Mr. Edward M. Musho.
Subcommittee on 1933 Act Registrations, Warren F. Grienenberger, Chair-

man.
Subcommittee on 1933 Act-General, Carl Schneider, Chairman.
Subcommittee on Reporting Companies Under the 1934 Act, Douglas H.

McCorkindale, Chairman.
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[From the Wall Street Journal, Mar. 15, 1972]

AMPEX DEFICIT WAS $82.9 MILLION IN 3RD QUARTER-MAKER OF PRERECORDED
TAPE ESTIMATES ITS FISCAL 1972 LOSS AT ALMOST $90 MILLION-SOMrE Cos-
TRACTS RENEGOTIATED

REDWOOD CITY, CALIF.-Ampex Corp. disclosed it had a loss of $82.9 million
in its third quarter and estimated its deficit for fiscal 1972, ending April 30,
will total almost $90 million.

Sales for the quarter, ended Jan. 29, were $54.3 million. A year earlier,
Ampex earned $1.4 million, or 12 cents a share, on sales of $83 million. For
the nine months, the financially troubled maker of recording equipment had a
loss of $86.3 million, against net income of $2.7 million, or 25 cents a share, a
year earlier. Nine-month sales declined to $209.6 million from $221.9 million.

Ampex estimated it will show a loss of about $3 million for the fourth quar-
ter. In fiscal 1971, the company had a deficit of $12 million on sales of $290.9
million. The company didn't give an estimate of fiscal 1972 sales.

In February, Ampex announced it would incur a loss "substantially" more
than a $40 million deficit previously estimated pending a special audit of its
music division where reserves established for that division were proving inade-
quate. The magnitude of the final loss was anticipated in a March 9 Wall
Street Journal story detailing Ampex's problems in which outside sources indi-
cated it could run to $70 million or more.

The story explained how Ampex, the nation's largest producer of prere-
corded tape, had signed agreements with record companies for tape rights,
promising guarantees that it couldn't meet in a flattened market for its tape.
The story also said that Ampex had pumped more tape into the market than
it could bear, creating serious inventory problems.

THREE-YEAR PACT CITED

The story specifically mentioned a three-year contract with Warner Commu-
nications Inc., formerly Kinney Services Inc., signed in 1970 whereby Ampex
guaranteed Warner $60 million for tape rights. Sales, the story said, were fall-
ing well under levels needed to meet the guarantee.

Arthur K. Hausman, Ampex president, announced yesterday a "satisfactory
renegotiation" of the contract under which Ampex formerly manufactured and
marketed stereo tapes of Atlantic, Atco, Warner and Reprise recordings. Under
the renegotiated agreement, Ampex will continue to make the recorded tapes,
but Warner Communications will market them through its own recently estab-
lished distribution system.

Ampex said the third quarter loss reflects adjustments that result, in part,
from discontinued operations, provisions for contract settlements, unearned
amounts under royalty guarantees, allowances for doubtful accounts, changes
in lease accounting, inventory writedowns and other reserve and asset revalua-
tions.

Earlier, Ampex, which also has had problems collecting bills for its tape
from dealers, had announced that it was ending its production of consumer
tape recorders. In The Journal's story, sources told how the company had been
unable to compete against Japanese manufacturers in the recorder market.

MUSIC DIVISION AUDIT

The nine-month deficit, as well as the projected fourth quarter loss, Ampex
said, reflects the results of the special audit of the music division along with
an additional financial review of the total corporation by its outside auditors,
Touche, Ross & Co.

Mr. Hausman, who succeeded William E. Roberts as Ampex president and
chief executive officer last November, said: "During the preceding four
months, substantial changes have been made in the areas of consolidation of
divisions within the corporation, elimination of unprofitable product lines and
reduction of operating expenses." He added: "During this difficult period, the
company has been working closely with our financial institutions for the con-
tinued development of the company's present programs."
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[From the Philadelphia Inquirer, Mar. 15, 1972]

COSTS OF JUMoBO JET ENGINES STILL CLIMB AS P & W FACES
BUYERS' CLAIMS

(By Robert J. Samuelson)

WASHINGTON.-For Pratt & Whitney, the JT9D-the engine for the Boeing
747-has become an aerospace nightmare.

More than twice as powerful as engines on the 707s and the DC-Ss, the
JT9D has been misbehaving ever since its introduction in early 1970.

Pratt & Whitney's parent, United Aricraft Corp., is totaling up the bill. Late
last year, it charged off a $137 million dollar extraordinary loss to reflect un-
anticipated engine costs.

Even though most of the serious financial and safety problems seem passed,
that figure still could balloon further. It includes United's assessment of how
much of a $94 million dollar claim from Boeing will have to be paid, and the
estimate could prove conservative.

Moreover, new troubles always threaten. In the last three months, for exam-
ple, Pan American World Airways has suffered an estimated $17 to $18 million
dollars in extra costs for engine parts that had to be replaced. Technically,
these engine flaws aren't covered by warranties, but Pan Am officials clearly
expect to be reimbursed for some of the outlay.

Pratt & Whitney's exasperating experience with the JT9D provides a fasci-
nating glimpse into the brutal world of giant engine manufacturing. It is a
small world. Pratt & Whitney has but two major rivals-Rolls Royce and Gen-
eral Electric-and the demands of the competition proved so exacting for Rolls
Royce that it collapsed into insolvency last year, only to be saved by a mas-
sive infusion of money from the British Government.

Success, however, can be extremely lucrative. Until last year, United rec-
orded consistently large profits and, even with the $137 million dollar writeoff,
the company doesn't plan to reduce its dividends.

The financial and technological barriers to becoming a major jet engine
manufacturer are enormous-the development costs of the JT9D, for example,
ran an estimated $500 million dollars-and, in the sixties, Pratt & Whitney oc-
cupied the enviable spot of being sole supplier for both Boeing and McDonnell
Douglas jets.

The biggest profits lie in the spare parts and replacements during the 10-to-
15 year life of those jets, when the airlines can turn only to Pratt & Whitney
for service. As a rule of thumb, the spares are reckoned to be worth 40 per-
cent of total revenues on an engine project.

Nevertheless, the history of the JT9D clearly shows that there is a less,
glamorous and rewarding side of the business.

Pratt & Whitney's problem developed at a singularly inauspicious time for
both the airlines and the aerospace industry. Airline deficits soared just as the
giant 747s entered service, and unexpected engine costs simply inflated the
losses, creating intense pressure for Pratt & Whitney to come up with a quick
fix.

The slowdown in airline traffic also killed orders for the 747, and Boeing
has sold only 207 of the $23 million planes-probably not enough for Pratt &
Whitney to break even on the engine program.

Yet, as unpleasant as Pratt & Whitney's problems have been, they clearly
could have been worse, in retrospect, the company probably should count itself
lucky that the 747s weren't grounded for safety reasons; the National Trans-
portation Safety Board was agitating for drastic action in the summer of 1970,
when the shutdown rate for the JT9Ds-the number of times the engine had
to be turned off per 1,000 hours of flight time-was more than four or five
times normal.

Fires erupted frequently. Though some were less serious than they seemed,
others reflected major engine error; heavy components that were breaking
under stress. Moving at extremely high speeds, these parts threatened to do
extensive damage to the engines and, possibly, to the, wings.

What happened?
Unlike most previous commercial jets. the JT9D lacked a military predeces-

sor and, therefore, the opportunity to discover the correct fundamental design
flaws.
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To achieve improvements, the new engine had to operate at much higher
temperatures than its predecessors. The temperature on the crucial turbines
that drive the giant fans was to be about 250 degrees hotter than before-and
that proved to be the JT9D's achilles' heel.

Some of the parts could not withstand the higher temperatures for pro-
longed periods; they cracked. New alloys had to be developed, cooling systems
had to be improved; most engines have now been retrofitted with the changes.

Combined with some other troubles, the turbine problems caused delivery de-
lays which may be the source of Boeing's claim against United; maintenance
costs for both airlines and Pratt & Whitney rose spectacularly.

MEMORANDUM
January 3, 1973.

To: Hon. William Proxmire, Chairman, Subcommittee on Priorities and Econ-
omy in Government, Joint Economic Committee.

From: Commissioner Philip A. Loomis, Jr., Securities and Exchange Commis-
sion.

Subject: Possible Assessment of Fees for More Intensive Examination or
Audit of Defense Contractors.

During the hearings, I expressed some possible disagreement with your sug-
gestion that your staff felt that the Commission had authority to impose fees
to cover the costs of more intensive investigation or auditing of defense con-
tractors in an effort to obtain better disclosure. You requested a memorandum
on this subject.

The Commission's authority to charge fees comes from three sources. One,
Section 6(b) of the Securities Act of 1933, requires that where registration
statements for offerings of securities are filed, a fee of 1/50 of 1% of the max-
imum aggregate offering price, but in no case less than $100, be paid. Section
31 of the Securities Exchange Act requires every national securities exchange
to pay the Commission a registration fee for the privilege of doing business in
an amount equal to 1/500 of 1% of the aggregate dollar amount of the sales
of securities, on the exchange. While this fee is, in form, levied on the ex-
changes, in practice, the exchanges pass it on to their members, who in turn
pass It on to their customers by an additional charge noted on the confirma-
tion. The third source of authority for fees is found in Title V of the Inde-
pendent Offices Appropriation Act of 1952, codified as 31 U.S. Code Annotated,
Section 483a. I attach a copy of this statute. As you will note, it authorizes
the charging of fees where any work, service, document, benefit, privilege, au-
thority, franchise, license, permit, certificate, registration or similar thing of
value is furnished, granted or issued by any federal agency to or for any per-
son, including corporations and businesses, and provides that such fees, in the
case of agencies in the executive branch, shall be as uniform as practicable
and subject to such policies as the President may prescribe. It further pro-
vides that any amount so determined shall be collected and paid into the
Treasury as miscellaneous receipts.

-We collect fees under this Act, including fees for registrations and reports
under the Securities Exchange Act. All large defense contractors are subject to
these fees, but they are modest in amount and are designed only to cover the
cost of our normal review and processing and not of an audit or investigation.
I attach a copy of Securities Act Release No. 5229, dated January 25, 1972,
which prescribes the fees presently in force under Title V.

It may not be entirely clear whether the reference in Title V to agencies in
the executive branch who are to be subject to regulations of the President
would include the Commission, but it seems that the Bureau of the Budget
(now Office of Management and Budget) which acts for the President in these
matters, has so interpreted it since their Circular No. A-25, September 1959,
which is still in force, provides that requirements therein are applicable to all
federal activities, with certain exceptions not here pertinent such as postal
rates and reclamation projects, except that it does not apply to activities of
the legislative and judicial branches and the municipal government of the Dis-
trict of Columbia.
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The problem with charging substantial fees to defense contractors to defray
the cost of audits and investigations to determine whether they are in compli-
ance with the law is that making such an audit or investigation of a company
is hardly furnishing it with a license, permit, registration or "similar thing of
value or utility" and consequently, we have never interpreted this statutory
provision as authorizing us to charge fees to cover the costs of investigations
or enforcement proceedings. It is my understanding from conversations that
the Office of Management and Budget has concurred in this view, and regards
enforcement activities as primarily benefiting broadly the general public rather
than the person being investigated.

The recent decision of the United States Court of Appeals for the District of
Columbia Circuit in New England Power Company v. Federal Power Comnmis-
sion, 467 F. 2d 425 (1972), seems to me to take a similar view of the authority
granted to impose fees by Title V. In that case, the Federal Power Commis-
sion, in addition to imposing fees for specific permits and approvals, had also
imposed upon gas and electric utilities subject to its jurisdiction, annual fees
designed to defray the cost of discharging regulatory responsibility to prevent
the imposition of rates and charges which were unjust and unreasonable. The
Power Commission urged that this was permissible under Title V because this
regulation, although beneficial to consumers, also redounded to the benefit of
the regulated industries by creating an "economic climate" beneficial to them.
The Court of Appeals rejected this argument and set aside the Commission's
order imposing these fees. It concluded that the regulation was primarily de-
signed for the benefit of the public and that no particular regulated company
was a "special beneficiary" either of the regulatory scheme or of the "economic
climate" which resulted.

I am inclined to believe that similarly our efforts to obtain full disclosure by
defense contractors, particularly if these efforts were intensified as you suggest,
would be primarily for the benefit of the public and that no defense contractor
would be a special beneficiary of these efforts.'

There would be an additional problem insofar as registration statements
under the Securities Act of 1933 are involved since, as mentioned above, Con-
gress has specifically provided a fee to be paid in connection with such regis-
trations, and Title V states that nothing contained in this section shall repeal
or modify existing statutes proscribing bases for calculation of any fee, or
fixing the amount of any fee.

In addition, it is noted Title V provides that all amounts collected thereun-
der shall be paid into the Treasury as miscellaneous receipts so that we would
still have to rely on appropriated funds to conduct the activities you describe,
although the Appropriations Committees of the Congress would, of course, take
into account the fact that a fee was being paid if one were to be imposed.

We estimate that we will collect during the current fiscal year approxi-
mately $23,000,000 in fees, of which some $13,200,000 will come from registra-
tion fees provided for in Section 6 of the Securities Act; about $5,200,000 will
come from the fees levied pursuant to Title V; about $4,300,000 will come from
the fees levied on stock exchanges by Section 31 of the Securities Exchange
Act of 1934; and some $400,000 coming from miscellaneous sources, particu-
larly the fees paid by those registered broker-dealers who are not members of
any self-regulatory organization.

The Office of our General Counsel concurs in the conclusions expressed in
this memorandum.
31 United States Code Annotated, Section 483a

Services as self-sustaining; uniformity; regulations; deposit in Treasury; ef-
fect on other laws

It is the sense of the Congress that any work, service, publication, report,
document, benefit, privilege, authority, use, franchise, license, permit, certifi-
cate, registration, or similar thing of value or utility performed, furnished,
provided, granted, prepared, or issued by any Federal agency (including
wholly owned Government corporations as defined in the Government Corpora-
tion Control Act of 1945) to or for any person (including groups, associations,

I In connection with the discussion earlier in this memorandum, it may be noted that
the Court of Appeals appears to have assumed that Bureau of the Budget Circular No.
A-28 was applicable to the Federal Power Commission without discussing any possible-
distinction between that Commission and any other government agency in the context
of Title V.



2023

organizations, partnerships, corporations, or businesses), except those engaged
in the transaction of official business of the Government, shall be self-sustain-
ing to the full extent possible, and the head of each Federal agency is author-
ized by regulation (which, in the case of agencies in the executive branch,
shall be as uniform as practicable and subject to such policies as the President
may prescribe) to prescribe therefor such fee, charge, or price, if any, as he
shall determine, in case none exists, or redetermine, in case of an existing one,
to be fair and equitable taking into consideration direct and indirect cost to
the Government, value to the recipient, public policy or interest served, and
other pertinent facts, and any amount so determined or redetermined shall be
collected and paid into the Treasury as miscellaneous receipts: Provided That
nothing contained in this section shall repeal or modify existing statutes pro-
hibiting the collection, fixing the amount, or directing the disposition of any
fee, charge or price: Provided further, That nothing contained in this section
shall repeal or modify existing statutes prescribing bases for calculation of
any fee, charge or price, but this proviso shall not restrict the redetermination
or recalculation in accordance with the prescribed bases of the amount of any
such fee, charge or price.



THE ACQUISITION OF WEAPONS SYSTEMS

THURSDAY, DECEMBER 21, 1972

CONGRESS OF THE UNITED STATES,
SUBCOMMITTEE ON PRIORITIES AND

EcONOMNIY IN GOVERNMENT OF THE
* JOINT ECONOMIC COMMITTEE,

Washington, D.C.
The subcommittee met, pursuant to recess, at 10:05 a.m., in room

4221, Dirksen Senate Office Building, Hon. William Proxmire
(chairman of the subcommittee) presiding.

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

mists; George D. Krumbhaar, Jr., minority counsel; and Michael
J. Runde, administrative assistant.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXMIRE. The subcommittee will come to order.
Two days ago one of our witnesses described the lengths to which

some defense firms are driven in order to "get the contract." Some
will slash their proposals by hundreds of millions of dollars, know-
ing they would lose money if they actually had to produce and de-
liver the weapons in question for the amount agreed upon with the
Government. But they are so confident that the Government will
bail them out of any financial difficulties they may experience that
they are willing to "buy in" to a contract at practically any price.

The pattern of contractor buy-ins and Government bail-outs has
become all too familiar. A high Navy official told this subcommittee
that the evidence suggested the Grumman Corp. lowered its proposal
for the F-14 aircraft program by $475 million during the final
stages of the bidding on that contract. Coincidentally, that is ap-
proximately the same sum Grumman is now asking for, I should
say. The Navy has recently announced its decision to hold Grumman
to the original contract price. Grumman replied that it would halt
production rather than lose money on the deal by accepting only the
amount stated in the contract.

Grumman has now taken its case to the public with expensive
full-page ads, a somewhat bizarre course of action for a company
that claims to be so short of cash. But the Navy and Grumman have
not completed their moves yet and the question going through many
minds is whether they are slugging it out or doing a minuet.

What seems clear to me is that the favorite pastime in the defense
community is a sport called the "Military Money Game." The real
objective is not so much to get the contract as to get the money.

(2025)
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The contract is only a condition precedent to turning on the Federal
tap. As a legal document it is looked upon almost with contempt by
many contractors and by some Government officials as well.

A contract is a contract in the military money game only to the
extent that it permits the giant defense firms to obtain the public
funds they need. These pieces of paper rarely stand in the way of
price increases, delivery delays and performance failures.

One of the newest gambits to be uncovered is the progress pay-
ment loophole. Through this device flows hundreds of millions of
dollars of taxpayers' money into the private hands of the defense
community. On Monday the Comptroller General explained how the
Lockheed Corp. was able to obtain $400 million in excess progress
payments. The Government auditors who first discovered this situa-
tion referred to the payments by the Air Force as "unauthorized."
The General Accounting Office called them "inappropriate." By any
name, the taxpayer was the fall guy to the tune of millions.

Today we will discuss other ingenious, if not unethical, methods
employed by defense contractors to obtain money to which they are
not entitled. Appropriately, this discussion comes just before the
Christmas season.

Our witnesses this morning are Barry J. Shillito, Assistant Secre-
tary of Defense, Installations and Logistics; his deputy, John M.
Malloy, Deputy Assistant Secretary of Defense, Procurement; and
B. B. Lynn, newly appointed Director of the Defense Contract
Audit Agency.

Gentlemen, it is good to see you here this morning. It has been
touch and go all week as to whether Government witnesses would
appear and it is good that you could join us.

Mr. Shillito, I want to especially welcome you before our commit-
tee once again.

Mr. Shillito has a distinguished record of Government service and
he has held his present office since 1969. You have a distinguished
record. I understand you have been with the Defense Department
now for 6 years. You have been associated with defense procure-
ment, well, 5 years with the Defense Department and 1 brief year of
close association. You have had 14 years altogether, I understand,
working on procurement problems on one side or the other, on one
side of the table or the other, and you are one of the most extraordi-
narily experienced procurement men in the country. I am delighted
that you are here. I do not know anybody who could cast clearer
light on the past record and give us a better insight and understand-
ing than you can.

You have two other distinguished gentlemen with you, I see. Be-
fore you start, as you know, we have a rule, we try to make the re-
marks of the witnesses as limited as possible because we have the
statement submitted in advance, and we would ask you, if you
would, to confine your remarks to 10 or 12 minutes. At the end of 12
minutes we will ring a bell. You do not have to finish on that bell,
but if you would conclude and give us your conclusion or summary
right afer that, we would appreciate it.

You have a 50-some page prepared statement here, and the entire
prepared statement of 52 pages will be, and the exhibits will be,
printed in full in the record. So you proceed, sir.
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STATEMENT OF HON. BARRY 3. SHILLITO, ASSISTANT SECRETARY
OF DEFENSE FOR INSTALLATIONS AND LOGISTICS, ACCOMPANIED
BY JOHN M. MALLOY, DEPUTY ASSISTANT SECRETARY FOR
PROCUREMENT, VICE ADM. ELI T. REICH, DEPUTY ASSISTANT
SECRETARY FOR PRODUCTION ENGINEERING AND MATERIEL
ACQUISITION, COL. BRUCE BENEFIELD, USAF, CHAIRMAN OF
THE CONTRACT FINANCE COMMITTEE, BERNARD LYNN, DIREC-
TOR, DEFENSE CONTRACT AUDIT AGENCY, JOSEPH WELSCH,
DEPUTY ASSISTANT SECRETARY OF DEFENSE FOR AUDIT,
CYRIL BUEHRLE, DIRECTOR, BANKING AND CONTRACT
FINANCING, OFFICE OF COMPTROLLER, DEPARTMENT OF NAVY,
HARVEY GORDON, ASSISTANT TO DEPUTY ASSISTANT SECRE-
TARY OF THE AIR FORCE FOR PROCUREMENT, ARNOLD BUETER,
DEPUTY COMPTROLLER, AIR FORCE, AND CAPT. RONALD FLOTO,
USA, ANALYST IN THE OFFICE OF THE ASSISTANT SECRETARY
OF DEFENSE (COMPTROLLER)

Mr. SMLLrro. Thank you very much, Mr. Chairman.
It is a pleasure-no, it is not really a pleasure-it is again an op-

portunity that I find myself stimulated by to have the chance to ap-
pear before your subcommittee.

Before I get started, I might introduce the balance of our people.
As you mentioned, Mr. J. M. Malloy, who is my Deputy Assistant

Secretary for Procurement, is on my right; Adm. Eli Reich, who is
the Deputy Assistant Secretary for Production Engineering and
Material Acquisition, is on my left; we have Col. Brice Benefield be-
hind me here, who is chairman of the Contract Finance Committee;
Bernard Lynn, Director, Defense Contract Audit Agency, on the
right of Mr. Malloy, and next to Colonel Benefield is Mr. Jo-
seph Welsch who is the Deputy Assistant Secretary of Defense for
Audit; Mr. Cyril Buehre right here behind me is the Director of
Banking and Contract Financing, Office of Comptroller, Department
of Navy. Mr. Harvey Gordon is with us, the Assistant to the Deputy
Assistant Secretary of the Air Force for Procurement; Mr. Gordon
is right behind Colonel Benefield; Mr. Arnold Bueter, the Deputy
Comptroller of the Air Force, is on the far right, and I have with
me Capt. Ronald Floto also, who is an analyst in the Comptroller's
office.

I think with the help of these gentlemen we should be able to an-
swer most of the questions you might care to raise.

Chairman PROXMIRE. Before you start, I would like to ask a ques-
tion which-this will not count on your time.

Mr. STiLLiTo. I appreciate that, Mr. Chairman.
Chairman PROXMIRE. Your response to my question will not, but it

is something that all of us are deeply concerned about, and I think
you are in a good position to give us some light on, and it does not
have anything to do with your testimony this morning.

As you know, we have greatly intensified our bombing raids over
Vietnam. We have lost, on the basis of the present acknowledged re-
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ports by our Government, we have lost some six B-52's. This seems
to me to be extraordinary and alarming to have lost that many in
such a short time of our bombing fleet.

Can you explain why we have lost that many and put it in
perspective?

Mr. SHILLITO. Mr. Chairman, first of all, the operational side of
defense is not really an I. & L. responsibility. I am sure though that
the action that has been taken has been entirely thought through
with the idea of moving us towards a sound peace. I would indeed
have to assume the North Vietnamese have a competency that allows
them to at least hit a few of these B-52's or it just wouldn't have
happened, but other than that, Mr. Chairman, I do not feel that- -

Chairman PROXMIRE. You see
Mr. SHILLITO [continuing]. It would not be proper for me to get

into that.
Chairman PROXMIRE. I would not expect you to comment on the

strategy, the wisdom of it or whatever, but what I would want you
to tell us about is, you are an expert in procurement, why these
B-52's are so vulnerable.

We have, as I understand it, what. 200 B-52's available for bomb-
ing there? We have lost six of them. We can hit with a hundred
every day, and at this rate we are going to, it is going to be a very
serious problem in a relatively short time, or is this something, could
you tell us whether or not this is an alarming rate of loss?

Mr. SHILLITO. Mr. Chairman, I was a bomber pilot in World War
II and it was not abnormal then to have a complete squadron wiped
out in a bombing mission.

To me, of course, maybe just due to my background, six does not
alarm me.

At the same time, I would have to say that you get very concerned
when any of these kinds of things happen, no question about it.
Again I would emphasize that operations are not a day-to-day con-
cern of our installations and logistics people. Naturally, as an Amer-
ican citizen, it bothers me very much any time we lose a man or any
time we lose an airplane, and I am sure this is the way the Presi-
dent feels and I am sure this is the way Secretary Laird feels.

COST OF B-52

Chairman PROXMIRE. How much do these B-52's cost?
Mr. SrILLITO. Any number that I would give you, Mr. Chairman,

would be an estimate
Chairman PROXMIRE. All right.
Mr. SHILLITO. [continuing]. At the time they were bought, do you

recall, Mr. Malloy, I don't know whether anyone from the Air Force
would recall, I would think about $10 million, maybe something like
that. The unit flyaway cost for the B-52 was slightly less than $8
million.

Chairman PROXMIRE. And the replacement cost would be considera-
bly higher.

Mr. SnanLrro. Indeed it would.
Chairman PROXMIRE. Might be twice as high.
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Mr. SHILLITO. This is indeed possible, sir.
Chairman PROXMIRE. Twice as high wouldn't be unreasonable.
Can you give us any estimate of how much the increased bombing

is costing?
Mr. SHILLITO. I cannot give you that, Mr. Chairman.
Chairman PROXMIRE. It makes sense that we would probably have

to replace these bombers, too, wouldn't it? We cannot very well suf-
fer a depletion, a loss of six in a week or less than a week and not
replace them.

Mr. SHILLITO. Of course, it is only a portion of our B-52 fleet
that is in the Pacific, as you know, sir.

Chairman PROXMIRE. Well, I understand about half of it.
Mr. SHILLITO. I had better stay away from where aircraft are

and that sort of thing.
Chairman PROXMIRE. Yes; but the number is well known, it is

around 400 or 500 B-52's, I guess, that are operational and about
200 of those are being used and losing six in less than a week the
statistics are very depressing and alarming.

Well, thank you very much. Again I didn't mean to get you off
the track. We have very important other information to discuss but
thought it would be helpful to get your comment on it this morning.

Mr. SHILLITO. Mr. Chairman, as I mentioned to you in my letter
of December 6, the transition, the budget responsibility. Vietnami-
zation, all these things have taken on a greater priority than prepar-
ing for these hearings for which I apologize. I have consequently
not had the opportunity to plan this hearing in the detail I would
like to. Of course, the subject matters that were touched on in your
letter that I responded to are subject matters that I have lived with
for a long time and, with the help of the gentlemen I have with me I
should be able to answer most of the questions that are specifically
spelled out in your letter.

I regret very much that there are no other members of this com-
mittee able to be here today because the subject matters that you did
want to touch on, as I say, are important. I wish they could have
participated but possibly like myself, with the binds we have been in,
including the holiday season, why, maybe they too have had prob-
lems, but I would suggest. However, recognizing the importance of
that which we were talking about, that at an appropriate time the
balance of your committee, sir, have the opportunity to get into
some of these matters

Chairman PROXMIRE. I can assure you they will.
We have some followup hearings in mind for this.
Mr. SHILLITO [continuing]. Because these gentlemen, many of

them, have been very helpful to us in many ways as far as our prob-
lems of defense.

You say, and you are right, I have submitted a very voluminous
report which I thought was necessary in order to cover the subject
matter.

Chairman PROXMIRE. It is welcome, we are delighted to have it
and, as I say, the full report will be made available to other mem-
bers of the committee.

Mr. SHILLrrO. Thank you.



2030

I did not include in this report, nor do I plan to discuss, Mr.
Chairman, programs in which negotiations are in process. I would
like as best we can to stay with the subjects which you spelled out.

DEFENSE BUDGET

First of all, I will just make a comment or so on our defense
budget.

As a percent of GNP it is lower today than it has been at any
time in the past 2 decades. I want to emphasize that within Defense
our budget has shifted, as you are aware, and almost 60 percent as
we move into 1974, will be devoted to manpower costs. This com-
pares with about 43 percent for manpower in 1964. We are spending
many $20 billions more for people than was the case in 1964 and wehave less people today in the Department of Defense for this addi-
tional $20 billion that we are spending than was the case in 1964.

In current dollars, defense spending has risen almost $25 billion
since 1964; other Federal spending, about $103 billion; State and
local spending, almost $113 billion.

Now, one thing I think we agree very much on is that we have to
obtain more in the way of hardware for our defense dollars. Mel
Laird feels this way, Dave Packard felt this way, Ken Rush feels
this way and I feel this way, Mr. Chairman.

Consequently we have to minimize our manpower expenditures
and we have to minimize the costs of individual weapons; if we do
not, our force size, our weapons capability, is going to suffer.

Trend lines are such that our country could very easily find itself
in a position of inferiority rather than parity. We just cannot allow
this to happen.

Adm. Tom Moorer has made statements in this regard several
times in the past year. He has suggested that particularly as regards
strategic nuclear power between the United States and the Soviet
Union, there has been a significant shift in power, and we no longer
have the predominance of strategic power to provide what for a
quarter of a century has significantly contributed to our avoidance
of nuclear war.

With regard to the balance between the general purpose forces of
the Soviet Union and the United States, he also made it clear that
the Soviets were slowly coming abreast of us in relation to our tacti-
cal Air Force and are continuing to widen the gap in relation to our
ground combat force.

MAJOR WEAPON SYSTEM

Next, I would like to touch briefly on major systems.
My prepared statement goes into detail on the entire major sys-

tems subject. Since early 1969 we have been attempting to do a bet-
ter job as regard the acquisition of weapons systems. Our policies, as
far as I am concerned, are sound. We are convinced that we are
moving in the right direction.

The development concept paper, the area coordinating paper, De-
fense Systems Acquisition Review Council, cost analysis improve-
ment group, our test and evaluation, prototype competition, the re-
duction of concurrency, designing to costs-all of these things I
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touch on in the prepared statement. They are all interdependent.
Again our policies are sound.

I would emphasize here that we have a lot to do in the implemen-
tation of our policies, no question about that, Mr. Chairman. It is
not a question of new policies, it is the implementation of the poli-
cies that we have in most instances.

PROGRESS PAYMENTS

Now in your letter you touched on progress payments. This being,
as you said, just before Christmas, I know that you are interested in
progress payments. Before I discuss this subject I would like to
emphasize one point. That is, that our problems in connection with
most of the topics that you mentioned in your letter are surfaced as

a result of our internal review; as a result of the internal reviews
within the DOD. The audit reports on progress payments typify
this.

We are, in essence, our own severest critic in most every way. At
least we want to be our severest critic and, of course, we do surface
these audit reports. These audit reports, in turn, for additional criti-
cism on the part of other people.

Progress payments are an essential element of defense production.
It has been a longstanding policy that we have progress payments.
Most contracts, for complex hardware, involve extended periods of
performance and large investment of contractors, and tie up their
working funds. Without progress payments very few contractors
would have the financial resources or working capital to perform
defense work on major weapons systems. Thus, it is in the Govern-
ment interests to make progress payments.

During the past year we have made four major changes with
regard to progress payments. These changes, in most cases, were sur-
faced by our internal audit, our analysis of our operations.

First of all, we changed our payment of direct material and sub-
contract costs. Payments now are made only on the basis of cash dis-
bursed. Other major changes include uniform biweekly payments;
the elimination of the alternate method of recoupment or liquidation
of progress payments until cost and profit trends are known; and
more accurate data gathering on the status of our progress pay-
ments.

My prepared statement goes into these changes. These are changes
again that I believe move us in the proper direction. I might men-
tion, too, as indicated in my prepared statement, that we have had
significant reduction in progress payments outstanding through June
1969.

Now, there is one other point that has to be made on progress
payments and this deals with a misunderstanding on the part of a
lot of people-such as, in your introductory comment, Mr. Chairman
-as regards those instances when progress payments have been pre-
mature. That really is the proper word, premature.

I won't quarrel with the fact that there are such instances, there is
nl) doubt about it. But, at the same time, many of the press releases
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would give the average American the impression that we are paying
more for the item involved than required. I want to clear up thispossible misimpression. It is vital, I feel, to understand that provid-
ing premature working capital funds to a contractor should not beinterpreted as a loss to the Government. It should be clearly under-
stood that the deficiencies noted did not result in the payment ofally significant amount that would not otherwise have been paid atsome future period to the contractor involved. Admittedly, somepayments again were premature, no question. We have taken into
consideration this particular problem and I feel we have taken
action to correct this.

So in summary, we believe we are moving in the right direction
with regard to progress payments.

INDUSTRIAL PLANT EQUIPMENT

As far as industrial plant equipment-my next subject-when Iappeared before the committee last year I was pleased to be able totell you that we had been able to selectively reduce the amount ofindustrial plant equipment in the possession of contractors by 25percent in the last 2 years. I am again pleased to state that thisreduction is continuing. By June 30, 1972, the acquisition value of
industrial plant equipment in the possession of contractors was
down by 37 percent when compared to June 30, 1968.

My prepared statement goes into this in some detail, and I shouldmention here too, that on June 30, 1972, we had 461 phaseout plans
that have been approved for Government-owned industrial plantequipment in contractor plants. As I recall it takes something like
650 phaseout plans in total to get this job done and we are moving
in that direction.'

INDUSTRIAL PREPAREDNESS

My next subject is industrial preparedness. We find ourselves
faced with a number of problems with regard to industrial pre-paredness. We are concerned about the impact of the defense expendi-
tures on defense-related industries.

The disappearance of production capability for defense in terms
of skills of people, has had serious implications, not only for indus-
try and the economy as a whole, but more importantly for defense
readiness in terms of preparedness plans. We have made many stud-
ies on this.

We were able to depict those industries that would be goingthrough a declining period as far as defense expenditures are con-cerned. This decline has had a significant impact, as I said, on
employment. We have also been able to highlight those industries
that can maintain relative stability in the face of our declining
defense budget. All of thse are tied to industrial preparedness.

As a consequence of our studies we are placing greater emphasis
on industrial preparedness measures to assure the retention ofsufficient capacity, when possible, to serve as a springboard for
recreating the production base necessary to meet emergency or to
meet mobilization requirements.

'The full text of a GAO report on "Use of Government-Owned Equipment By certainLarge Contractors on Commercial and Defense Work," may be found on pp. 2493-2529.
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AEROSPACE INDUSTRY

Next the aerospace industry. You asked that I talk about this. I
have attempted to very briefly say a few words about the aerospace
industry in my prepared statement.

Government policy as related to this industry has not been the
primary responsibility, as you know, of the DOD. At the same time
we are concerned, very concerned, with respect to the industry's
health. This matter is of sufficient importance that I would urge
that this committee make it a point to discuss the entire subject with
others in the executive branch, Treasury, Commerce, Transportation,
and others, sir. I had the occasion recently to review a depiction of
the world market for aircraft, 1975 to 1985. It was estimated in this
particular depiction that the world market for commercial aircraft
would be about $148 billion in this 10-year period. It was also esti-
mated that the United States could obtain about $118 to $120 billion
of the $148 billion if we could compete, but that this will drop to
something like $40 billion U.S. sales if we are not able to fully com-
pete. This industry, of course, has received a lot of criticism, and an
awful lot of the criticism of this industry is deserved. At the same
time, this industry exports today something like $4 billion. The
industry must reduce its costs, and in many instances its overhead in
order to maintain its international competitive position. This we
appreciate.

At the same time, this industry is one of the single largest areas
on the positive side of our country's balance of payments ledger. 1
assume that this has to be a subject that this committee, of all com-
mittees, is particularly interested in because here is an industry that
hrs problems but, at the same time, is able to compete on the inter-
national market better than any other segment of industry in this
country. At the same time it has a lot of inefficiencies that have to
be corrected while enhancing its international sales position.

Chairman PROXMIRE. We are going to have hearings on the 27th
and 28th of this month on the supersonic transport which is only
one phase, and a relatively modest phase.

Mr. SHILLITO. Sure.
Chairman PROXMIRE. But it has great implications for the future

of this industry and, as I say we are going to have these hearings
next week.

Mr. SHILLITO. All I am saying is that the Government has to help
this industry. I am not talking about handout or anything like that,
I am saying the Government cannot let the competency of this
industry in the international marketplace get away from us. That is
all I am really saying, Mr. Chairman, and I think this committee
can help in seeing that does not happen.

I do not think there is too much necessity for me going into detail
on the subject of profits.

DEFENSE PROFITS

The gong has rung. Christmas bells are ringing. Over half of my
prepared statement deals with the subject of profits. This has to be a
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subject that you are interested in above all others, just based on
your press releases. You referred to our recent planned approach to
profit on capital as a secret plan that would double profits of
defense contractors at the expense of the taxpayers. Those are your
words, and this is jubt completely incorrect, Mr. Chairman. I hope
that you have gone over my prepared statement, and as a result of
the questions and the discussion that can come out of our meeting
today, that we can show you that your statement is just absolutely
incorrect. In fact, I should say, Mr. Chairman, that based on a test
whereby we superimposed the planned approach on a representative
sample of the entire 1970 negotiated procurement universe, we deter-
mined that the aggregate going in profits will be about the same.

Now we can go into this to any degree that you might care to. I
will admit that cosmetically some of the weightings look bad, but we
are not in the business of doing things necessarily in a cosmetic way.
So again I would urge that we get into this as deeply as you might
care to. And again I emphasize this is a test. We are going to watch
the test closely.

We also expect GAO to watch the test with us very closely. We
expect to allow all and sundry to see what happens as a result of
this test. We have a procurement circular out, Defense Procurement
Circular 107, which I would like to introduce in the record. Again
my prepared statement covers this entire subject rather thoroughly.

[The circular referred to follows:]
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t DEFENSE PROCUREMENT CIRCUL
11 DECEMBER 1972 NUamER 107

This Defense Procurement Circular is issued by direction of the Assist-
ant Secretary of Defense (Installations and Logistics) pursuant to the
authority contained in 5 U. S. Code 301, 10 U. S. Code 2202, DOD Direc-
tive No. 4105.30, and ASPR 1-106.

All Armed Services Procurement Regulation material and other directive
material published herein is effective upon receipt except as otherwise
indicated.

Unless otherwise indicated in the introductory language preceding an
item, each item in this Circular shall remain in effect until the ef-
fective date of that subsequent ASPR revision which incorporates the
item, or until specifically canceled.

Reproduction authorized.

CONTENTS

Item Title Page

I Minority Business Enterprise Program - Reporting
Requirements. 1

II Index of 100 Companies Which Received the Largest
Dollar Volume of Military Prime Contract Awards
in Fiscal Year 1972. 3

III 1973 Edition of ASPR. 4
IV Contractor Capital Employed Policy. 4
V Restriction on R&D Contracting With Foreign Sources. 70

VI Purchases From Communist Areas. 70
VII Appendix F 200.1195 - Contractor's Request for

Progress Payment. 70

ITEM I--MINORITY BUSINESS ENTERPRISE PROGRAM - REPORTING REQUIR32N1TS

DD Form 1140-1 has been revised to require data from prime contractors
on subcontract and purchase commitments to minority-owned concerns.
A copy of the revised form is on the following page. Notwithstanding
the statement on the bottom of the 1 September 1972 edition of the
form, its use is optional for the quarterly reporting period October 1,
1972 through December 31, 1972, and mandatory thereafter.

AR
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DEFENSE PROCURU41ENTr CIRCUIAR #107 11 DECEMBER 1972

DEFENSE SMALL BUSINESS SUBCONTRACTING PROGRAM
QUARTERLY REPORT OF PARTICI PATING LARGE COMPANY ON SUBCONTRACT Form Approved

COMMITMENTS TO SMALL AND MINORI TY BUSINESS CONCERNS OMB No. 22-R163
1. COGNIZANT MILITARY AGENCY AND REPRESENTATIVE 2 QUARTERLY PERIOD

3.. NAME OF COMPANY. PLANT OR DIVISION COVEED A. ADDRESS (Nubed, Sr... ,l ChT.A s ZIP Coda)

4a. NAME OF COMPANY IF DIFFERENT FRAN ITEMS. ADDRESS (NubrA.. SNa-. CeA, SA.al a.d Zip Cod.)

S MILITARY SUBCONTRACT AND PURCHASE COMMIT- DOLLAR AMOUNT (TA neareda M11.,) c TOTAL (se *5lb)
MENTS TO SMALL BuSINEss CONCERNS (N.,)

MILITARY SUBCONTRACT AND PURCHASE COMMIT DOLLAR AMOUNT (To n-atreal 0.1- )
RENTS TO LARGE RUSINESS CONCERNS (Ned)

MILITARY SUBCONTRACT AND PURCHASE COMMIT DOLLAR AMOUNT (To .r-,.. D.'a,) =
RENTS TO MINORITY RUSINESS CONCERNS (N)..............

TYPED NAME AND TITLE OF COMPANY OR SURDIGI .,. SIANATURE 7 DATE OF REPORT
SION LIAISON OFF'IC ER

I This sport Is Io Se sabmitted for each caleodar quarIte y ah l ped. Data pertaisisg to iodividoal ompanies mill he troated
Defense cAntractors maitaining DEFENSE SMALL BUSINESS as confideotial, aoruse Of appcopeiate D.Partment of Defesse
SUOCONTRACTING PROGRAMS. except small bhsiness M ..-. ad Sm11 BusiSMss Administratis ps.ROMN. I Oly.
oets. The original of eaoch repot shall hr sabmitted direct to
Office of the Assistolt Scoret.,y of Defesse (I&L), AII.: Di- 2. Each reporting ompasy, division or plot shall report the
rectm of Small Basisess asd Econotmic Utilizatios PolIcf, Pes- roqoiced isfrmatiss for the reporting ..it asa whole os the
tagoo Biltdisg, Washimgton. D.C 20301. Fo (4) copios shall basis of the total "mix" of Departoest of Defesse bttsiness,
be sohmitted to the cognioast militarcyg y tepresetatie who (e.g., cmmitmeetas fo {t hcobr-cti.g worh ohall h Ot he ge.e-
established reportisg arrangements uoder the Defense Small gated n bhetw e.. a..cbaorct atder WIm - cder a.b-c-
Business Sobcrotracti g Program. Reports shall he submitted -trc, a at bret Aacotrot A . -lo R tf o Ibc
not more thas 25 dys after the close of the qater beisg ret Ay, Nay, Air FPre- or Defeese Sapply Agecy).

SPECIFIC INSTRUCTIOMS-
ITEM 1 Specify the military departmeot or agency asd its rep- porting cmpany my accept the rrptvsentation of a sspplier
resestative who established repotting arrangements onder the that it isasml hasoess coo c rn osdet Defisitioon 1
Defrose Subcaotraotiog Small Business Pcogram. b. Ester the net dsllaramoonts of commitments made by
ITEM 2. Eter the day. mosth and year of the first aod last the rePting arganation doisg the quarter to large basiness
days of the period cooered by this report. coscers for military sabhcostracts asd prchases.
ITEM 3. Eoter th of he reporting company or sobdivision c Ester the total nt dollr amont of omitmets made by
thereof (eg. di riaioe or pleot) mhich is covered by the data the reportis rgaiatinn dmamig the quarter to .11 bhasiess
sobmitted A cnmpaoy may elect to report n a corporate, dini- concerns fre military sbhc.otracts asd Porchases.
asi or plant basis. d. Ester the at dollar amoosts of commitments made by the
ITEM 4 If the repoil is for a division, plant or .,h., .bdi i -reporting nrganiaatioo doting the qoarter to minority business
sino of a company, eater Ike name of the company of which the c m military .ubcontr and -hases (I- (ded i
reportiog sobdivision isa prt a & h.)
ITEM Ga. Ester the net doll ar amo.t. of the commitmeots made ITEM 6. Self csplasatety.
by th prtin drisg he qoarter to small bsi- ITEM 7. Ester the datr (day, month, yeac) this report isRest concerns for military contracts and prchases. The to- sabmitted.

1. SMALL BUSINESS CONCERN. A small bhsinessonocersis
a concern that meets the pertinent criteria established by the
small B.siness Administration asd set fotth in Paragraph 1-701
of the Armed Services Procirement Reogaltion.
2 MILITARY SUBCONTRACTS AND PURCHASES Militaty
subcontracts and parchanes as ased hereio means peccurement
by a business concern of aoy srttle, material or service, in-
clodiog Defense port"o. of stack innentory aid, oherr reason
ably determined to be attrihbtable to Defense vontr-cting, Poe-
chas.. of plant maintenance, repoie, oporatin, and capitnl
equipmeot, estering into the performance of a military Mapply,
service re facility contrant received by that boniness concers
from (i) a military department or (ii) anothar bhosiness concer
Procareient of Eperimental, Denelopoestal aad Research
work is to he included. (NOTE: NatioNal Aercatiuica and
Space Adininiteatiot and Atomi Erecgy Coidiotie are not
military departmenta for th. porPotst of this repot.)

3 COMMITMENTS. "Commitment" as osed herrio is defined
as acoatract, prchase rder rte other legal obligation enecated
by the repreting Company for goods and services to he receied
by the reporting Cnmpaay Commitment shall inclode increases
to p.oehase nrders and cnotracts less downward adjostments to
poe-has. arders and contracts as resnlt of c.ntract changes,
cot-backs, or terminationN
4. MILITARY SUBCONTRACTS AND PURCHASE COMMIT-
MENTS. Military sobcontract and porchane commitments mill
inclode all commitmeots (net, ofter adjostmeeto) to a sopplier
of sob ontracted or parchased articles, materials or services
as defin-d in 2 abooe encept porchases froma compaoy,
divisino m plant which id an affiliate of the reporting Cnmpasy.

S. MINORITY BUSINESS CONCERN. A minority bhsiness con-
cern-iaconcetn that meets the criteria ant forth in Paragraph
1-332.3 of the Armed Serices P tRealatin

. . . . . . . _ _ _ . _ _ _ . _ _ _ . _ ............................. _ _, . _ .... _

NOTE: Reqaet for deoiatico from this reporting form must he oahbmitted fre codoideratian theo2gh the cqgotaoot militlay agency to
the office of she Aointaot Secresaey of Defense (f&L), Allo: Direcltr of Small 0-si-eoa and Economic Ultilaatoo Polcy.

IF ADDI TIONAL SPACE IS NEEDED, USE REVERSE OF FORA.
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11 DECEMBER 1972 DEFENSE PROCUREMENT CIRCULAR #107

ITEM II--INDEX OF 100 COMPANIES WHICH RECEIVED THE LARGEST DOLLAR VOLUME
OF MILITARY PRIME CCNTRACT AWARDS IN FISCAL YEAR 1972

(For Use in Distributing Renegotiation Performance Reports
as Required by 1-319(e)!

Company Company

A M F, Inc.
A M General Corp.
A R 0, Inc.
Aerojet-General Corp.
Aerospace Corp. (N)
American Telephone & Telegraph Co.
Asiatic Petroleum Corp.
Avco Corp.

Bendix Corp.
Boeing Co.

Caltex Oil Products Co.
Chamberlain Mfg. Corp.
Chrysler Corp.
Collins Radio Co.
Control Data Corp.
Curtiss-Wright Corp.

Day & Zimmerman, Ine.
Diamond Reo Trucks, Inc.

E Systems, Inc.
Eastman Kodak Co.
Esso International Corp.

F M C Corp.
Fairchild Camera & Instrument Corp.
Fairchild Industries, Inc.
Federal Cartridge Corp.
Federal Electric Corp.
Flying Tiger Corp.

G T E Sylvania, Inc.
Garrett Corp.
General Dynamics Corp.
General Electric Co.
General Motors Corp.
Global Associates
Goodyear Aerospace Corp.
Goodyear Tire & Rubber Co.
Gould, Inc.
Grumman Aerospace Corp.
Gulf & Western Industries

Hayes International Corp.
Hercules, Inc.
Honeywell, Inc.
Hughes Aircraft Co.
Humble Oil & Refining Co.

I C I America, Inc.
I T T Arctic Services, Inc.
International Business Machines Corp.
International Telephone & Telegraph

Corp.
Itek Corp.

Johns Hopkins University (N)

Kiewit-Morrison-Knudsen-Fischbach-
Moore (V)

L T V Aerospace Corp.
Lear Siegler, Inc.
Litton Systems, Inc.
Lockheed Aircraft Corp.

Magnavox Co.
Martin-Marietta Aluminum Sales, Inc.
Martin-Marietta Corp.
Massachusetts Institute of Technology (N)
Mason & Hanger Silas Mason Co.
McDonnell-Douglas Corp.
MITRE Corp. (The) (N)
Mobil Oil Corp.
Motorola, Inc.

National Presto Industries, Inc.
Newport News Shipbuilding & Dry Dock Co.
Norris Industries
North American Rockwell Corp.
Northrop Corp.

Olin Corp.

P R D Electronics, Inc.
Pacific Architects & Engineers, Inc.

3
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Pan Amsrican Wcrld Airways, Inc.
Philco-Ford Corp.

R C A Corp.
Raymond-n.orrison-Knudsen-Browin-

Root-Jones (JV)
Raytheon Co.
Remington Arms Co., Inc.

Sanders Associates, Inc.
Sea-Land Service, Inc.
Shell Oil Co.
Singer Co.
Singer-General Precision, Inc.
Sperry-Rand Corp.
Standard Oil Co. of California
Standard Oil Co. of Indiana
System Development Corp.

(JV) Joint Venture
(N) Nonprofit Institution

11 DECEMBER 1972

Company

T R W, Inc.
Texas Instruments, Inc.
Teledyne, Inc.
Teledyne Industries, Inc.
Textron, Inc.
Thiokol Chemical Corp.

Uniroyal, Inc.
United Aircraft Corp.
United States Lines

Vitro Corp. of America

Western Electric Co., Inc.
Westinghouse Electric Corp.
Western Union Telegraph Co.

Xerox Corp.

ITEM III--1973 EDITION OF ASPR

A new edition of the ASPR is in preparation. The new edition will consistof the 1969 edition and the eleven revisions issued through 28 April 1972,together with certain other changes approved for publication since Revi-sion No. 11. It is currently planned that the new edition will be pub-lished as of 16 April 1973. Users of the Regulation contemplating a newor additional subscription to ASPR may wish to await the new edition.

ITEM IV--CONTRACTOR CAPITAL EMPLOYED POLICY

Policy Evaluation Period

3-808.7 Establishes a revised method for determining prenegotiationprofit objectives under certain contracts by specifically recognizingcontractor capital to be employed in contract performance.

4



2039

11 DECDMBER 1972 DEFENSE PROCU0RDENT CIRCULAR #107

Rather than constituting the implementation of a new policy, the
publication of this regulation represents a continuation of policy de-
velopment that began approximately three years ago. The regulation is
being published now in order that a more comprehensive evaluation of the
proposed policy may be conducted. All aspects of this regulation are
subject to change as greater experience and understanding of the impact
of its provision is gained during this controlled test period.

During this phase of the evaluation the proposed policy may be ap-
plied only to solicitations issued after 1 January 1973 meeting the
criteria in 3-808.7(b) and only when mutually agreed by the offeror and
the contracting officer. The offerors' requests for application of the
contractor capital employed policy shall be submitted with the initial
price proposal in response to the RFP.

Notwithstanding 3-808.7(b)(iv), the contractor capital employed
policy may be applied to proposals ranging between $500,000 and $3 million,
provided the offeror requesting application of the policy has received
negotiated defense prime contract awards averaging between $500,000 and
$3 million for the respective profit center during the previous twelve
(12) month period. The decision to employ this concept on such contracts
will require agreement between the contracting officer and the offeror.

Suggestions for changes to improve the approach for determining pre-
negotiation profit objectives are solicited and should be directed
through channels to the service monitor for this program.

Forms Reproduction

Local reproduction of forms is authorized.

Training Program

A training program covering utilization of this phase of the concept
has been developed by the Department of Defense. The program is now in
process and will be revised as changes to the policy are introduced.
Personnel interested in attending the training seminars should check with
their local procurement training office to determine specific eligibility
criteria, dates, and locations of sessions.

Examples

Case examples illustrating application of the attached contractor
capital employed policy are included.

DD Form 1499

A revised DD Form 1449 (1 Sep 72) and changes to Section X0I, Part 3,
conforming to the new 3-808.7, are included in this DPC.

5
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3-808.7 Contractor Capital Employed.

(a) General. On certain contracts (see paragraph (b) below),
the weighted guidelines profit objective shall be adjusted to include
recognition of the estimated amount of operating and facilities capital
a contractor will employ in contract performance. This adjustment is
designed to correct inequities and disincentives that can occur when a weighted
guidelines profit objective based solely upon cost is used in negotiating
contracts for which the ratio of required contractor tivestment to
contract cost varies over a wide range. The recogni.sicr of capital
is achieved through the use of a Contract Capital Index (CCI) as
explained in (d) below.

(b) Applicability. A Contract Capital Index shall be computed
and applied when each of the following criteria is met:

(i) the weighted guidelines (WGL) are
applicable (3-808.2);

(ii) the primary purpose of the contract is
production of hardware items;

(iii) the proposed engineering costs (engineer-
ing labor plus related overhead and G&A)
are 25% or less of the total proposed
in-house costs; and

(iv) the total estimated contract cost is
$3 million or more.

Under normal circumstances, a Contract Capital Index shall not be
computed for Time and Material contracts, contracts for services,
research and development, inspection, repair and overhaul, and similar
labor-intensive efforts.

(c) Determining a Profit or Fee Negotiation Objective. Except
for "Selected Factors" and "Special Profit Consideration" an initial
profit or fee objective is developed using the normal WGL method. Under
the heading of "Selected Factors," the "Source of Resources" element is
disregarded.

"Special Profit Consideration" (when applicable) shall be
additive to the capital adjusted profit objective.

(d) Contract Capital Index. The Contract Capital Index is
computed as follows:

(i) The amount of capital a contractor will use
to perform a contract is computed (see
paragraph (e) below).

(ii) This amount is divided into the total
estimated contract cost to develop a
"capital turnover rate."

6
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(iii) Using the "capital turnover rate" and
contract type, a Contract Capital Index
(expressed as a percentage of cost) is

obtained from the "Contract Capital
Index Table."

(iv) The adjusted profit objective is computed
by adding the Contract Capital Index to

50% of the profit or fee objective
developed using weighted guidelines.

(e) Capital Employed.
(1) General. The capital estimated to be employed in

the performance of a contract by a contractor shall be developed on

the basis of separate estimates for Operating Capital and Facilities

Capital.
(2) Operating Capital. For the purpose of the capital

employed policy, Operating Capital is defined as the net current

assets necessary for financing the performance of Federal Government

contracts. The Operating Capital estimate for a proposed contract
action shall be derived from the historical accounting data of a

Profit Center unless one of the following conditions exists:
(i) the Profit Center has no negotiated

contract experience for the last
completed contractor fiscal year,
for the contract type (either cost
type or fixed price type) to be
used; or

(ii) the average annual estimated cost
of the contract is greater than
50% of the Profit Center's annual
cost incurred for that contract
type (cost or fixed price) in the
last completed fiscal year; or

(iii) the Profit Center was during the
last completed fiscal year, trans-
ferred from one DoD component to
another for contract administration
cognizance and/or payment action.

When any of the above conditions exists, the contractor shall be required

to project operating capital requirements.
a. Historical Data Method.

1. DD Form 1858 "Profit Center Historical

Operating Capital" shall be utilized by contractors to report the

required account average balances recorded in the Profit Center's

historical accounting records separately for cost type and fixed price

type contracts for both prime and subcontract Federal Government busi-

ness. This financial data shall include transactions attributable to

all Government subcontracts being performed by the Profit Center.

7
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2. Section I of DD Form 1858 will normally be
completed by a contractor annually, within 60 days following the close
of the contractor's last completed fiscal year, and shall be used by
all DoD procurement activities to estimate operating capital require-
ments for the entire performance period of a contemplated contract
action. Section II of DD 1858 shall be completed by the Contracting
Officer using his own cost objectives at the time of the pre-negotiation
profit evaluation. For definitization of a letter contract, the latest
complete contractor fiscal year available at the time the definitive
contract is negotiated shall be used to estimate the Operating Capital
requirements for the entire performance period of the contract.

3. Annual costs incurred are to be reported
separately for cost and fixed price type contracts. Annual costs in-
curred are the total costs allowed or allowable under ASPR Section XV,
Part 2.

4. All Federal Government work shall be included
in calculating the amounts reported on DD Form 1858.

b. Pro'gted Method. When it is necessary that
Operating Capital requirements be estimated on an individual contract
projection basis (see 3-807.7(e)(2)), the contractor shall complete DD
Form 1859 "Contract Average Operating Capital Projection" in lieu of
DD Form 1858. This method estimates the Operating Capital requirements
on the basis of the cost incurrence, delivery, and payment schedules
anticipated for an individual contract action. Consequently, contract
Operating Capital estimates on DD Form 1859 shall be consistent with
other related proposal data for that contract and, to a large degree,
should be a by-product of this data. Justification for using this
alternative method of estimating a contract's Operating Capital re-
quirements shall be furnished with the DD Form 1859 as part of the
proposal package.

(3) Facilities Capital.
a. Facilities Capital to be reported includes land,

buildings, machinery, equipment, vehicles, tools, patterns and dies,
furniture and fixtures, and similar capitalized property having a physi-
cal or bodily substance. All reported Facilities Capital shall be
classified into one of the categories as described below:

(i) land - Includes non-depreciable
real estate and related non-
depreciable improvements and
property rights, including land
leasehold improvements that are
subject to amortization.

(ii) Buildings - Includes depreciable
real estate and related depreci-
able improvements, including
building leasehold improvements
that are subject to amortization.

8
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(iii) Equipment - Includes all reported
Facilities Capital other than that
classified as land or Buildings,
including all improvements not
included in (i) or (ii) above that
are subject to amortization.

b. The estimate of Facilities Capital to be employed

in the performance of a proposed contract action is derived from "Over-
all Profit Center" facilities capital data projected by the contractor.

c. DD Form 1860 "Profit Center Facilities Capital

ProJection" shall be used by the contractor to project estimated book

values of fixed assets to be employed by a Profit Center in the conduct

of all its business, including non-Federal Government work. A separate

Form 1860 shall be prepared for each contractor fiscal year during
which Government contract performance is anticipated. Regardless of
whether a contractor submits operating capital data on DD Form 1858
or 1859, DD Form 1860 shall be used for Facilities Capital projections.
Submission of Forms 1858 and 1860 will be initiated under the same cir-

cumstances as Forward Pricing Rate Agreements (see 3-807.12(b)), and
will normally be submitted and evaluated as complementary documents
and procedures. If this procedure is not applicable, submissions may
be made annually or with individual contract pricing proposals, as
agreed to by the contractor and the cognizant ACO.

d. Facilities Capital to be reported for this pur-
pose shall include only those tangible fixed assets (i) used in the

regular business activities of a Profit Center, (ii) not intended for

sale, (iii) capitalized on the books in accordance with the contrac-

tor's accepted accounting system, and (iv) that, except for land, are
subject to an allowable depreciation or amortization expense in accord-
ance with the contractor's accepted accounting system. Leasehold
improvements (as distinguished from the lessor's real or personal
property) and ADP system software that meet the criteria of (i) through

(iv) above shall be reported as Facilities Capital. All other recorded
intangible fixed assets, either subject to amortization (e.g., patents,
copyrights franchises), or not subject to amortization (e.g., goodwill,

trademarksS shall not be reported as Facilities Capital.
e. Facilities Capital is the total net book values

of: (i) all contractor-owned fixed assets recorded on the books of

the Profit Center, (ii) all leased fixed assets, under control of the

Profit Center, when constructive costs of ownership of such fixed
assets have been allowed in lieu of rental costs, and (iii) an allocable
share of general purpose assets of the nature of (i) and (ii) above
which are held, or controlled by the corporation outside the Profit
Center. Net book values reported for each year are after amortization
and depreciation allowable under Section XV, Part 2, and are the
average of the beginning and ending final year balances. The reported
net book values of facilities available to a contractor for less than
a full fiscal year's depreciation, or amortization should be reported
on an annualized basis.

9
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f. The projection of facilities (land, buildings,
and equipment) book values and overhead allocation bases is an inte-
gral part of a contractor's overhead rate forecasting process.
Therefore, projections of Facilities Capital data and allocation
bases on DD Form 1860 shall be consistent with the data base used
by a contractor for overhead rate forecasting. For example, net
book values of fixed assets reported on DD Form 1860 shall be the
same values that generate related depreciation expenses in projected
overhead pools, and the Facilities Capital allocation bases shall be
reconcilable with the bases projected for overhead rate pricing
purposes.

g. If a Forward Pricing Rate Agreement for over-
head rates has been negotiated, the inclusion or exclusion of net
book value for capital-employed determinations shall be consistent
with the allowability or unallowability of costs generated by those
facilities, for overhead and pricing purposes. For example, if costs
of excess facilities have been disallowed in forward pricing rates,
the value of those same facilities shall be excluded from the capital
base. The file shall contain similar information relative to the
overhead and Facilities Capital allocation bases. When audited over-
head data are used for contract pricing, both the audit report recom-
mendations and subsequent contract pricing negotiations shall treat
the facilities values and allocation bases reported on DD Form 1860,
and the related facilities expenses and bases contained in the over-
head rate(s) proposal on a consistent basis.

h. In either of the above methods for allocating
indirect expenses to individual contracts, overhead rates often are
arrived at on an "overall" basis, i.e., without settlement of individ-
ual elements of the overhead cost proposal. Under such circumstances
it will be necessary, when establishing a contract profit objective,
for the Government negotiators to estimate any adjustments to the
proposed Facilities Capital data considered appropriate. Also, when
an advance agreement covering the cost of idle facilities or idle
capacity exists for a contractor Profit Center, the fixed asset
values reported on DD Form 1860 shall be consistent with the pro-
visions of such agreement.

i. Leased property is a special case. If full
rental costs have been accepted in overhead pools, no capitalized
value shall be recognized. If rental costs have been limited to the
constructive cost of ownership, the constructive value of the leased
property shall be recognized. When contractors enter into a long-
term lease of property whereby the conditions of such lease require
the advance payment by the tenant to the lessor of the total rental
amount for the cumulative term of the lease, such prepaid rental
payments made by the contractor under a long-term lease shall be
treated similarly to contractor-owned fixed assets and a capitalized
value of the prepayment shall be included in the category of "Leased
Property" on the DD Form 1860, provided that the lease payments are

1 0
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otherwise considered allowable under Section XV. The capitalized
value reported for each year shall be the average of the prepaid
lease account for the year, except when such leased facilities were
available for only a portion of the year; in those circumstances,
an annualized (see e. abovej prepayment amount shall be reported.
In the event any leased fixed assets are included as Facilities
Capital, a separate attachment to DD Form 1860 shall show the fol-
lowing information:

(i) Description of the asset
(ii) Initial valuation of leased property and basis for value

(iii) Amortization Schedule
(iv) net book value included on DD Form 1860

(v) Identification of Government authority and date when determination
was made to allow only the constructive cost of ownership for the
asset, in lieu of full lease or rental costs. (Not applicable in
case of prepaid leases.)

i. A Profit Center is defined for this purpose as the
lowest accounting level (e.g., division, plant, product Ifre) for which
the balerce sheet items of accounts receivable, inventory, accounts payable,
and tangible fixed assets (land, buildings and equrpment; are -- auie.

k. A Productive Burden Center is the accountinc
level within a Profit Center for which overhead rates are calculated
for distribution of indirect costs. The Productive Burden Center
structure listed on DD Form 1860 shall be compatible with that used
for pricing purposes on the contractor's cost proposal (DD Form 633).
DD Form 1860 shall include all Productive Burden Centers in the Profit
Center, without regard to the proportions of Government and commercial
business involved. Contractors utilize various methods of overhead
pooling and distribution bases, sometimes with multiple allocations
between pools. When an elaborate overhead allocation system is util-
ized, or when there are a large number of Productive Burden Centers
within a Profit Center, contractors are encouraged to consolidate and
simplify allocation of Facilities Capital to a limited number of
allocation bases. However, any consolidated structure used shall be
compatible with the contractor's cost breakdown, so that consolidated
Facilities Factors can be equitably applied to appropriate contract
allocation bases (see DD Form 1861).

1. Service or support centers are cost centers for
the collection of costs for performing specific functional services,
e.g., data processing center, plant services, administrative services,
or w tunnel facility. The fixed asset values of service or support
cen4e's whose costs are allocated to contracts through a G&A expense
rate may be treated similarly to a Productive Burden Center or handled
in accordance with the "undistributed" definition below. When service
or support center costs are occasionally charged direct to customers

11



2046

DEFENSE PROCUREMENT CIRCULAR #107 11 DECEMBER 1972

on a use charge basis, e.g., computer direct charge, the fixed asset
values shall be handled similarly to a Productive Burden Center as
defined above.

m. Distributed Facilities is the net book value
of all fixed assets that are identified in the plant records as
wholly assigned to a Productive Burden Center. Such identification
usually results in related charges (e.g., depreciation or taxes)
direct to the using burden center. When some costs cf a service or
support center are charged direct to customers on a "use charge"
basis (e.g., computer center), the assets of such center shall be
allocated between "distributed" and "undistributed" assets in the
ratio that the service or support center direct charges bear to the
indirect charges.

n. Undistributed Facilities is the net book value
of all fixed assets which are not specifically assigned to a Produc-
tive Burden Center (e.g., housekeeping and general service equipment,
land, or general plant buildings), and that portion of corporate
fixed assets that are allocable to the Profit Center (e.g., general
office equipment, corporate headquarters, and land). Undistributed
assets are allocated to Productive Burden Centers on any reasonable
basis that approximates the actual absorption of the related costs of
such assets.

a. Allocation Bases are the direct input bases
(e.g., direct labor dollars, direct labor hours, direct material
dollars or machine hours) projected to be incurred in or by each
Productive Burden Center (including service or support centers) for
the purpose of allocating overhead costs or use charges. As stated
in paragraph f. above, the estimated allocation base projected for
the capital employed computation shall be consistent with the base
projected for estimating overhead expense rates of each burden center.
In addition, when a Productive Burden Center allocation base estimated
for overhead rate purposes normally includes the efforts to be ex-
pended in the accomplishment of IR&D and B&P tasks, the allocation
base for this profit on capital computation shall exclude such efforts.
Such allocation base exclusions (e.g., engineering direct labor
dollars, model shop direct labor hours) shall be consistent with the
estimated amounts of these bases used in establishing the allowable
costs under either an advance agreement or a formula computation.

(f) Evaluation of Contractor's Submissions.
(1) Contracting Officer Action.

a. The cognizant ACO shall, with the assistance of
the cognizant auditor, evaluate contractor's capital-employed data
when submitted. The evaluation shall be in writing and furnished to
the PCO with other field pricing support information.

b. The PCO shall obtain the ACO and auditor's
evaluation of capital-employed data prior to the negotiation of profit
or fee for use in completing DD Form 1861, and Section II, DD Form
1858.

12
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(W Contract Capital Employed.
(1) tForm 1861 and Section II of DD Form 1858 shall be prepared

by the contracting officer based upon his cost estimate and assessment 
of the

auditor's evaluation of capital data.
(2) The completed DD Form 1861 contains the various

Profit Centers' operating and facilities capital-employed factors

applicable to the contract cost objectives. It provides, by Profit

Center, the estimated contractor operating and facilities capital

to be employed, and, by dividing the total capital into the contract

cost objective, determines the Capital Turnover Rate.
(h) Capital Risk Level.

(1) Compensation for cost risk is described in ASPR

3-808.5(c) and is related to contract type. Capital risk shall be

related to contract type as follows:
Contract Type Capital Risk Level

CPFF Low
CPIF Medium
FPI, FPR High

FFP Very High

(2) In those instances when contractor capital employed

is considered in definitization of letter contracts for which more

than 20% of the total expected costs have been incurred (including

negotiated subcontracts), PCO's may select a lower Contract Capital

Index. The selection should reflect the PCO judgment of the specific

circumstances of the letter contract being definitized. The Contract

Capital Index selected may vary between that index shown in the risk

level column designated for the particular contract type and that

shown in the next lower risk column for the capital turnover particular

to the contract. In the case of CPFF contracts, the PCO may reduce

the appropriate index by as much as 10%.
(3) When this Regulation is applicable to CPIF and FPI

contracts for which the contractor share of costs in excess of target

cost is more than 20% for CPIF and 30% for FPI contracts, the PCO may

increase the appropriate Contract Capital Index by a maximum of 10%.

Correspondingly, when the contractor's share is less than 20% for

CTL and 30% for FPI contracts, the PCO may apply a reduction of as

much as 10%. The size of the incentive adjustment of a Contract

Capital Index is dependent upon the PCO's assessment of the impact of

the shoreline upon the risk associated with the specific contract.

In the case of multiple shorelines, a dollar weighted average shall

be used in applying the test of applicability of this paragraph.

(4) In no event shall the effect of the flexibilities

provided for in this paragraph serve to increase the ordinarily appro-

priate Contract Capital Index by more than 10%. Conversely, the

compound effect of these flexibilities shall under no circumstances

reduce the ordinarily appropriate Contract Capital Index below that

shown in the next lower risk level column or by more than 10% of the

capital index shown in the low risk (CPFFS column.

13
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(i) Contract Capital Index. The following table relates the
Capital Risk Levels to Capital Turnover Rates to provide a Contract
Capital Index.

CONTRACT CAPITAL INDEX TABLE

CAPITAL
TURNOVER CAPITAL RISK LEVEL
RATE LOW MEDIUM HIGH VERY HIGH

1.2 & below 8.3 10.0 11.7 13.3
1.3 7.7 9.2 10.8 12.3
1.4 7.1 8.6 10.0 11.4
1.5 6.7 8.o 9.3 10.7
1.6 6.3 7.5 8.8 10.0
1.7 5.9 7.1 8.2 9.4
1.8 5.6 6.7 7.8 8.9
1.9 5.3 6.3 7.4 8.4
2.0 5.0 6.o 7.0 8.0
2.2 4.5 5.5 6.4 7.3
2.4 4.2 5.0 5.8 6.7
2.6 3.8 4.6 5.4 6.2
2.8 3.6 4.3 5.0 5.7
3.0 3.3 4.0 4.7 5.3
3.3 3.0 3.6 4.2 4.8
3.6 2.7 3.3 3.8 4.4
4.o 2.5 3.0 3.5 4.o
4.5 2.2 2.7 3.1 3.6
5.0 2.0 2.4 2.8 3.2
6.o 1.7 2.0 2.3 2.7
8.o 1.3 1.5 1.8 2.0

10.0 1.0 1.2 1.4 1.6
15.0 .7 .8 .9 1.1
20.0 & above .5 .6 .7 .8

Interpolate when extracting the Contract Capital Index.

(j) Capital-Adjusted Profit Objective.
(1) DD Form 1547 shall be used by the contracting officer

to determine a cost-based profit objective by the WGL method (except
that the Source of Resources and Special Profit Consideration factors
are omitted).

(2) The Contract Capital Turnover Rate (line 11) is
carried forward from DD Form 1861. A Contract Capital Index (line 12)
is extracted from the table and added to one-half the WGL profit objec-
tive to compute the Capital Adjusted Profit Objective (line 13).

(k) Total Profit Objective.

(1) The Total Profit Objective (line 15) is the sum of
the Capital-Adjusted Profit Objective (line 13) and Special Profit
Consideration (line 14).

14
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(2) The Total Profit Objective (line 15) shall be used

to negotiate the contract profit or fee.
(1) (not used)
(m) Administration and Reporting.

(1) To provide the data necessary for evaluation of the

profit-on-capital policy reports shall be made using DD Form 1858

(or DD Form 1859 if usedS, DD Form 1860, and DD Form 1861. DD Form

1499 shall continue to be used pursuant to 21-300 through 21-304. A

complete reporting package shall consist of DD Forms 1499, 1858 (or

1859), 1860, and 1861.
(2) App liability. The reporting requirement shall

apply to those purchesing offices listed in 21-301.
(3) Coverage. Reports shall be submitted when both

the following conditions are met:
a. A DD Form 1499 must be filed pursuant to 21-302.
b. The Contractor Capital Employed policy (3-808.7)

is used in the development of pre-negotiation profit objective.
(4) Due Date and Distribution. The due date and dis-

tribution of the reports shall be the same as that prescribed for

DD Form 1499 (21-303).
1 5) Authority. The use of DD Forms 1858, 1859 and 1860

are authorized by OMB No. 22RO306. Authority for DD Form 1499 is

cited in ASPR 21-303. The use of DD Form 1861 is authorized by

RCS-DD-I&L(M)1216.
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DEFENSE PROCQRFENT CIRCTLAR 4107 11 DECEMBER 1(72

PROFIT CENTER FACILITIES CAPITAL PROJECTION

INSTRUCTIONI
(DD Forr 1 )

PURPOSE. The purpoe of this Ior=t i to (a) prjoect ad
acctuulate ot1. f.acilit ie -aloeo lot each Profit Cetler

hycor-tratot fi-cl yesa, xd lh) tedthce .osec lues to
Facilities Capital Eoployed Factors applrcoble to the
torn: Ooetlead Allo.cior Base of each Prductite BHo

den Cnter.

BASIS All datap Fperas to the sre fiscal yearn fo
which the ctrmlacto prParms capitol budgets md o-e-

head pt ojetioos. ctd ahoold he co-patible with both of

those proced-tes. ore specifically. facilities -I
projoted here should relate to focility -generated costs

propsed or allowed it ocethead rate projentios.

IDENTIFICATION. Idetify the cotractor, pofit cente-,
oddreas sod fibal ears to chich the data pertains. lli-
cilet fiscal yeara cost be projected to coter the eatiar-

ed perormance periods of lcotracra to be re&otisred.

DEFINITIONS. See ASPR 3-SO.7(e)(13)(i) for definiti.os
ol the failities ctoes to he included the dtifcrect

souces Iod clatnes oI those osloes, the distinction be
tween Bistributed and Undistributed ftcilities, end defini-

t... of Prductioe Borde Centers oad Oocrboad Alloca'

tioo Hoses.

PRODUCTIVE BURDEN CENTERS. Lim owe-t Produc-
tice Borden Ceter witbhi the Profit Center fot ohich u-e-

heed rates are nalcotated lot the allocatio of indirect
coats. The strocrr reportetd coal be coopotibte with
th. osed it DD 633 cost propos or supportiR detail.

LAND, BUILDINGS, EQUIPMENT. 'Lad' is no-
deprcciable reolty, improoents and propony ri.tt

'Buildings' is dopreciable realfy and related idprooeeo
'Eqoipoent' is a11 depreciable prpeny other than Buildings.

RECORDED. LEASED PROPERTY. CORPORATE 'Reconded'
arcilicie. the no onl Fised Annts owned by and

caeried an the boks or die Pofi Canto. 'Leand Propty'

is dhe capialited vc.ue ol leases for which -- cli-
ol -enhipbsoe been aluo ed in lim of -mtol

coats uoder ASPR 15-2fS.34 b& 4. The gvveroee de-
wi-wo must be idntilied. 'Cofrpate' taciliries -re

the Prfit Center'allocable abate of copo-ate'o-ned ad

leased acilities. Allol the bove aresu oed t he
'Total' tire which repents the Polit Center's tota1
facilities oslues reoised for this "uProe.

DIRECT DISTRIBUTION. (Col's Ia, h. c). All frsilities
oalues that a.e idenriied in the plant records as wholly
asaigoed toot mated in Paondctio Burden Centers, ar

listed agaioat the applicable P.B. C. Detail is totaled

upward to the Ptfit Center 'Distdhrted' line. Prolit

Center 'bUdistribued' is the ermainder of the P.C. 'Total.

Both s-o.ce ed disributi.o of Profit Cnter facilities
co.st - Mance t the 'Total' ine.

ALLOCATION OF UNDISTRIBUTED. (Cola 2-. b. c).
Profit Ce ter 'UDdistriuibed' facilities are allcatd to

Padoctioe Burden Ceters or any reasonable basis that

approoieales the -cruat obanrprion of the related costs
of sch facilites. This ocation will usuolly reflect

the =ethod of a MloatioB ShA and/or S-nice Cnter
coss_ oIr heprposeolouoputirgovediead rates.

PRODUCTIVE BURDEN CENTER
TOTAL NET BOOK VALUE (Col's 3a., b. c). The ane of
Cola Is. b. c, & 2a. b, c. Toal each claso of Wacility

searately, and prone backt the Profit Centel 'Total'.

OVERHEAD ALLOCATION BASE (Col 4). The dircl in-

put bases (e.. DLI, DLH DSI. '-H. etc.) projen4td to
be irouted in or by each P.B.C. (inclodi.g ae-ice/
Stppo ucnters) for the proane of slocating oethead or
usechares. Idetily each baseu.ir.ols-eaareo hrcb
oust be cooporible eirh the bases used lot appliud over

head in DO 633 coot pr,,o-os or supponioE detoil.

Q.aoities oust agree Weith negotiated ocerhead 1ates fo

foroard pricing purposes or FPRAs (ASPR 3A807.12).

PROJECTED FACILITIES CAPITAL-EUPLOYED FAC-
TORS (CoI's Sa, b. c). The quotiens oldie PD C. Torsi
Net 3xkf VIlues (Cola 3a. b, ,c) separaely divided bv bhe

P.B.C. Ove"head Allcation Bases (Col. 4). Curry each
Fator lo thrc- decimal placco. e., XSXXX. This Factor

represens the ouqnt ol Focilibes CaPital reqoircd to sup-
pon each itolthc Otehead Aoation Base.
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PURPOSE Tbt purp or tit fat a tot nopoto

t.ntinaItrd Contact C mittl Ttmaovo~
R b an ind.. ot capital amplo7ya on tCnt Cntnot.

A. intanneditb atp to d-on1in tta fitdi..

ito to to bo npioyd In eada Panfit Cantn and FPa-

doctin Doodn Cantr g c tb. Fdtii. F-oto

dt-lopad on DO F.-n 1860.

HEADING. Croptat Oat iddatfi-tinton dot, at th.

top of th, nto. 7bn Partonnono Padod dttc.in

tto Ftdliti. Factora, by Fitcil Yt... tn cato bt
t d in tLb. aPetotiou.

1. PROFIT CENTERS AND PRODUCTIVE BURDEN

CENTERS Lit th. a Jcntlor Fontit Cntca and

Pcad-tina Bmcdbn C.n.. thot ill parfonm tmrk on

tbi pnncn t ation. TM. bcaoildo D .ntcantad

fron th. pon. hbrcdot, pd0n. tantya capot

and/or aodit cpon., and m.iti an ,tata td. fadcila

btokdon ttid on DDOFmn 1800.

2. FISCAL YEARS. For .a b 01 Ito aboca orlmio
tinmd blmoto. toankntbtto FPi.t Yc f1 pnfat.m

ancaby tdch Thit bocaknti. Wd fron tih

lbe ato. .

DEFENSE PROCRENEN'T CIRCULA #107

STRUCrIONS
DD Fo.- 1861)

3oRbl FACLITIESCAPITALEIIPLOYEDAMOUNTS.
Tbm ptodit of nt CboZntrut Onnode Allotion
Bt t (5) tin. i totod Fadlitini Futoa (4., b
& 0.1.

S. CONTRACT FACILITIBS CAPITAL EMIPLOYED.
Sot tdo ao. to datooinat dto ftdl b00bti. apitbl
mpioy.d, by cb_

7 OTRC OPERtA-ii CAPiTAL EMPIIOY...
Con, lrotj -t opatit C.pitu &- DD FP.-
M"S or tlS9.

B. TOTA CAPITAL nEMPLOYED.
Ttba aont il elaa iiiI...t capitol anplonad (lloaa

9. CONTRACT TOTAL ESTIMATED COO.
TOO ltalati elnatal ot ioaead coal. or coat oictione,
tr oa b contact, r'ota coeteactort.l wba et apan nllb

to Do.- 033 coa rpoa.P. aceatn
coat a otticor. altO bb. DD Pen. tOi total - at
oiatlctina.

3. CONTRACT OVERHEAD ALLOCATION BASES.

For oicb Peodoctit SBMrdn C-olat -ad FLtvI Ynta,

-tt I Ui eo.t oth. ratd Alloctalio S. noad to
di i t eh ta-ot ctitabd totl nt. Tbs bt

aould bt don thro u donha n.d lot b.rdanlon cantonet

-httad. mai ban. oiUta 01 ata (a.g.. DLI. DLH. DMtS,
ato.) mitn qta alb don -d n.a C. 14 01 DD FP0

1t60.

4., b & c. FACILITES CAPITAL EMPLOYED FACTORS

CatY fn-aad dth appopiota Facliti. F.acn. fWon

Col' On
t

DO Pnn 1860. Pofit Canton, PendoUtin. Boud.

Canton and Fitt Ya ntnt aga

IS. CONTRACT CAPITAL TMRIOVER RATE.
Tbn qolleotc ot Ccatcact Total Eatinatad Coal (Ii
dTbadad by lba Contact T.t- C .pi'al
eS_.o p d (I).
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INTRODUCTION

These examples are presented to demonstrate several ways of

developing pre-negotiation profit objectives using the capital-employed

concept. They are not all inclusive, but are intended to serve as

guidance for parties in a negotiation. Application of this new policy

requires the same good judgment and common sense by the negotia-

tors for both sides as existing policies.

All examples have the same set of facts leading up through the

determination of a capital turnover rate on DD Form 1861 (Contract

Capital Dnployed). Further discussion of the procedure for developing

the capital turnover rate is included in the instructions for DD Forms

1858 (Profit Center Historical Capital), 1859 (Contract Average

Operating Capital Projection), 1860 (Profit Center Facilities Capital),and

DD 1861 and the explanations accompanying each filled-out form in the

example.

Both DD Forms 1858 (historical method) and 1859 (projected method)

are filled out for purposes of this example only. In practice only

one will be used; rules for determining the method to use are in

ASPR 3-808.7 (e)(2). The examples are calculated in such a way that

the operating capital is the same whether DD 1858 or DD 1859 is used.

This is a very rare circumstance; it is done here to facilitiate sub-

sequent steps in the example.

Since the operating capital is the same, the method used (histor-

ical or projected) makes no difference in determining the prenegotia-

tion profit objective. When the historical method is used, the

25



2060

Profit Adjustment for Additional Capital Investment (Item II of this

DPC (page 68)) is added after negotiations are complete.

Using the turnover rate developed on Form 1861, several varia-

tions which the policy permits are shown. In all examples the

weighted guidelines profit/fee objective is determined to be 10.004%.

The only variation is in the areas where capital employed has an

impact and are shown on the DD 1547 (revised).

Example 1 - Basic example, FPI contract 70/30 share line

Example 2 - Definitization of a Letter Contract

Example 3 - Contractor Cost Share Less Than 30%

Example 4 - Contractors Cost Share More Than 30%

Example 5 - Definitization of a Mature Letter Contract
and Contractor Cost Share Less Than 39%

A more detailed explanation of each example accompanies the

DD 1547 extract for it.

The complete list of items in the example package is as follows:

Page 25 - Introduction

Page 28 - Fact Situation for All Examples

Page 30 - Step-by-Step Procedure

Page 32 - Organization Chart

Page 33 - Cost Breakout

Page 34 - Engineering Cost Calculation

Page35 - Note to DD 1858

Page36 - DD 1858 - Contract Average Operating Capital Projection --

Vehicles Division

Page37 - Instructions for DD 1858

26
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rage 38 - DD 1858 - Contract Average Operating Capital Projection -
Controls Division

Page 40 - Note to DD 1859

Page 41 - DD 1859 - Contract Average Operating Capital Projection

Page 42 - Instructions for DD 1859

Page 43 - Note to DD 1860

Page 45 - DD 1860 - Profit Center Facilities Capital Projection
Vehicle Division

Page 47 - Instructions for DD 1860

Page 46 - DD 1860 - Profit Center Facilities Capital Projection
Controls Division

Page 48 - Note to DD 1861

Page 49 - PCO's Negotiation Objective

Page 50 - PCO's DD 1858 - Section II Markup

Page 51 - DD 1861 Contractor Capital Employed

Page 52 - Instructions for DD 1861

Page 53 - Note to DD 1547 (Revised)

Page 54 - DD 1547 - Weighted Guidelines Profit/Fee Objective -
Example 1

Page 55 - DD 1547 - Example 2

Page 56 - DD 1547 - Example 3

Page 57 - DD 1547 - Example 4

Page 58 - DD 1547 - Example 5

Page 59 - Note to DD 1499 - (Revised)

Page 60 - DD 1499 -(Revised) - Report of Individual Contract
Profit Plan

Page 61 - Calculation of Contract Capital Index

27
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FACT SITUATION FOR ALL EDAMPLES

1. ABC, Inc., recently received Request for Proposal #N00099-72-R-

99999 from an agency of the Department of Defense, for the design and

manufacture of Target Drones. The RFP included the following terms

and conditions:

a. The contract type would be Fixed Price Incentive (FPI).

b. Progress Payments would be made on 80% of 'eligible costs',

under ASPR E-510.1 made effective 1/1/72 by DPC #94.

c. ABC, Inc. requests use of the capital-employed concept and

therefore submits certain 'capital-employed' forms for each Profit Center,

Productive Burden 'enter and Fiscal Year involved in performing the con-

tract. (DD Forms 1858 (or 1859), 1860, and 1861);

d. After analysis of ABC, Inc. capital data the PCO approves

offeror's request to consider capital employed in development of his

prenegotiation profit objective.

2. ABC, Inc., included the organization chart on page 32 in their

proposal package. Narrative information revealed that ABC intended to

perform the contract entirely within their Government Group,

involving both the Vehicle and Controls Divisions, and that the

anticipated period of performance was from 3/1/72 to 9/30/73. Each

division qualified as a separate Profit Center under the instructions

provided in ASPR 3-808.7 and in turn contained Engineering and

Manufacturing Productive Burden Centers, plus certain Service and

Support Centers.
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3. A DD Form 633 summarized ABC, Inc's., Price Proposal and

was supported by a breakout by organizational 
segments and years of

performance. The breakout is included on page 33. (The DD 633

summarizing the data is not shown.) AU data was covered by a

Certificate of Cost or Pricing Data since PL 87-653 applies, and was

adequate for evaluation by the government negotiating team.

29
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STEP-BY-STEP PROCEDURE

Step 1: Mr. Bill Smith, the Government Sales Manager for ABC,

Inc. decides to respond to RFP #N00099-72-R-99999. He develops his

cost data in the usual manner and prepares a cost breakout (page 33)

and a DD 633. He also determines that no proposals have been pre-

viously submitted and evaluated for the current year in these profit

centers, so he requests that Section I of DD 1858 and a DD 1860 be

prepared by his staff for the Vehicles Division and for the Controls

Division. (If DD 1858 - Section I and DD 1860 have already been

prepared and the factors determined, no additional preparation is

required. Copies of previous DD 1858 - Section I's and DD 1860's are

adequate for inclusion with the proposal package.)

Step 2: Once the DD 1858 and DD 1860 for each profit center have

been prepared, Bill completes the preparation of his proposal.

Step 3: Bill Smith submits the entire proposal to the requesting

activity. It is given to the PCO along with other responses, and

the cost and price analysis begins.

Step 4: Harry Charger, the PCO, requests audit and pricing

assistance from the resident auditor or ACO. The auditor completes

his evaluation of the DD 1858-Section I (or DD 1859) and DD 1860 data

as part of his normal audit procedure and presents his audit report.

tben all the data is assembled, Harry and his staff develop their

government cost estimates and capital factors.

Step 5: When the government cost estimate is prepared, Harry then

prepares his DD 1858-II and DD 1861 and from that generates his pre-

negotiation profit objective. He applies the operating capital and

facilities capital factors to the cost estimates to determine contract

capital employed and the turnover rate; also develops his weighted
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guideline objective. He completes his DD 1547 - Weighted Guidelines

Profit/Fee Objective (page 54) by determining the capital index and

adding the other factors.

Step 6: Negotiations are conducted and concluded with an

agreement satisfactory to both parties.

Step 7: Harry fills out the DD 1499, "Report of Individual

Contract Profit Plan" (Revised) (page 60) and submits it through

regular channels. As part of his reporting package he also submits

the contractor's DD 1858 (or DD 1859) and DD 1860, and his own

DD 1861.
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COST PROPOSAL BREAKOUT
(SUPPORT FOR DD 633)

COST ELEMENT

Direct Materials
Purchased Parts
Subcontracted Items

Engineering Labor

Engineering Overhead

w Manufacturing Labor
w

Manufacturing Overhead

Other Direct Costs
SUBTOTAL

VEHICLE DIVISION

1972 1973 Total

25, 000
765, 000

66, 000 9, 000 75, 000

85, 000 15, 000 100, 000

125, 000 575, 000 700, 000

145, 000 675, 000 820, 000

140, 000
2, 625, 000

CONTROLS DIVISION TOTAL

1972 1973 Total COSTS

85, 000 110, 000
225,000 990,000

210, 000 45, 000 255, 000 330, 000

295,000 65,000 360,000 460,000

210, 000 300,000 510,000 1, 210,000

280, 000 420, 000 700, 000 1, 520, 000

80,000 220,000
2,215, 000 4,840,000

330,000 660,000

2, 545, 000 5, 500, 000

825, 000

6,325,000

t0

General & Administrative

TOTAL COST PROPOSED

PROFIT @ 15%

TOTAL PRICE PROPOSED

330, 000

2, 955, 000
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TEST FOR APPLICABILITY OF
CAPITAL-EMPLOYED CONCEPT
ASPR 3-808.7 (b) (iii)

RATIO OF ENGINEERING COSTS TO IN-HOUSE COSTS

PROPOSED ENGINEERING COSTS:
Labor 330,000
Overhead 460,ooo

790,000

(4 66oooo 13.639%) 108,000

TOTAL ENGINEERING 8980oo0

PROPOSED IN-HOUSE COSTS:
Total Cost 5,500,000
Less Outside Procurement:

Purchased Parts 110,000
Subcontracted 990,000 1,100,000

TOTAL IN-HOUSE 4.400 000

RATIO OF ENGINEERING TO IN-HOUSE 20.409%
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Note to DD Form 1858

1. This historical method for estimating working capital is a

much easier method for estimating operating capital in most instances.

It is intended to be prepared annually by the contractor not more

than 60 days after the close of his fiscal year and can be audited

by DCAA at the same time as data is audited for Forward Pricing Rate

Agreements (where FPRA's are used). For the second and successive

contracts involving a profit center in a fiscal year, the information

in Section I should be available.

2. Information on payables specifically for Federal Government

Contracts should be used if available, because it is more relevant.

In many instances it will not be available and information for the

profit center can be used as a substitute. The DD 1858's in the exam-

ple have entries under the "Federal Government Contracts" heading

(labeled P, R,& T). Had this not been available, entries 0, Q, and S

would have been used. The same Accounts Payable Financing Factor

(either entry S or T) is subtracted from both fixed price and cost

reimbursable Gross Operating Capital Employed Factors to arrive at the

Net Operating Capital Employed Factors for the respective contract

types.

3. Section II is prepared in accordance with the instructions on the

form. It must be filled out for each contract action by the contracting

officer. Since operating capital allocated depends on the cost estimate

used, operating capital estimates used by contractors and contracting

officers will differ by a factor reflecting the different cost estimates

used. Section II - DD 1858 on page 38 reflects the contractor's cost

estimate and the operating capital factors developed. The PCO's "markup"

using his own cost estimates is on page 50.
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PROFIT CENTER HISTORICAL

CONTRACTOR: ABC, Inc.
PROPIT CENTCR: Vehicle Division
ADDRESS,

SECTION I

GROSS OPERATING CAPITAL REQUIRED
(7.4.., GOf-R CScI. O.b)

AVERAGE ACCOUNTS RECEIVALCE

AVERAGE GROSS INVENTORY

LESS PROGRESS PAYTSCTO ADVANCES.
REINCUROEMENST AND SIHER CREDITS 31

AVERAGE NET INVENTORY INVESTMENT

AVCRAGOE CONTRACT INVESTNENT A.0

ANNUAL COSTS INCURRCD (, C_,c 5)K

GROSS OPERATI7G CAPITAL IlKl
E"PLOYCO FAbTORS J *L

FINANC1WG BY TRADE ACCOUNTS PAYABLE TOT

AVERAGE TRADE ACCOUNTS PAYABLE O

ANNUAL COSTS INCURRED R= Q
S+L

ACCOUNTS PAYABLE FINANCING FACTOR 0Q0
P.RI

NET OPERATING CAPITAL
amPLOYCD FACTORS

FIXES PRICE CONTRACTS A-T S

COST REINURNANLE CONTRACTS N.Y -

SECTION 11

9O7TRACT OPERATING CAPITAL
SCOp.l fS _b PSI N. AA.UA

PERFOSMISS PROFIT CENTERS
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PROFIT CENTER HISTORICAL OPERATING CAPITAL

INSTRUCTIONS
(DD Form 1858)

Porpoe Tbho fom baa two setloos. Th. pmeo.. of tbo tint
eotIoI t Ia o o dtrie tbe oprtig ospitol bhotoically r-
qptnd by e..b PWotIt Coctee to pdr log tbe fedhnl gov9ro-
pat c L.tnot, to ter. of a fetor p.r dollr of oot. tco rvd.
Tbe ppoe of tl. ...od ...ott to to detol. tbe e..timted
op.rtlosg cpiwot lroqoted to prtort * spekiftc cootot r pro-
cororost ..tioa. by pplicstio of tbo *pProPrit- histouicl
factor to lb. e0atnet estirotod or poopoed eoots.

Boot. Tbh Profit Ceosr opertig capitol d-t- sod f.etmO
.boold W.presot ctoI loportioce ia lb. ltest co.plote

.. I yp-r, for fed.rl g..o-be t cootnote or .ob..trats
.od by the two piroip.l typos. Tbrofore tbe offot. of
cmorociol (ooooerooorol) poodootio I. oclodbd.

Net Oporotig C.pltol. Not OperatiLo Copilt Emplcyod
Pectors represeot the oat Loa..twoot after .obtrettag II-oa
iog by Tod. Arcopt. Pyobb.

H odld. Idrotify tbe cootrnco Proft Cootor .od Placol
Y.ar to I blb tbe bitolcarl dWt portolo

SECTION I

Ara-de A.co..rt R-e-lvoble (A & C). Eator th. overage
fPd.nl goverm...t eoatnet ... oots reve. btb baoc-...
Normc lly tbe so of the moothbi balce. dilvided by twelv.
.Itbohgb -.a-al bilUlo or poProsot Ptt-r.. way reqolr
mm deitlhd shlysi. to dt.lrmto erop.esatatlv- avaags.

Atwoo. Goss fofmtoy (C & 0). D.ster .r avon. .net-nt
goos I .v.try b. I-os., by * mmthbi or mon freqaat rbh--
od. tcld. to metaria. .pplih., .k ta pre-e sod
Ptleb.d good. Lvtort. committed to Pdar-l govoromat
cootraot.. Poohd taveatorb- thbt appcrt bahb gove-omt
and com etat wI h-Iboptd be allosted oa osae- or otber
.qoitabl. boat..

Proqre. Poymoot., Ad,-.. R-lmbv paote, Crdlt. (Z &
F). Eotr any ordit baWoes .sroded .sPor.t.y, tht oft-
eet .od ndw tb. contetor. tvestmat lo tov--torhios

A era9e Net fnYantopy fatae d(G & N). Tbhi Ia the a..
ag sat Lovetat ft., off.sttLto tb. obos ordt b lac.
U the oostotw' system. nets ndit. dintly ta tb. ocot,
thb. average may be dstr d di.etly Prom tbe soota
I... omit the 'Gross' sod Cndit' Mtep.

Aewoog Cootpr-c foveetM (1P ). The som o Arorge
A.oosots Rs.e.vobl. sod Average Not tva.tory. Those
total. hbo-d rel.t th ooaotms even. oportiog 00p-
Ito Is tesent tp ...b typo o gove-at Coatwt.

Aeeool Cost Povrd (K & L). Enter the to. eoI coats
toooord by the ProWit Cnter o- s.h typo OP -patrot. Coate
c-llo-able o.der ASPR Section 15, a.d oncostrnted costs

(.g. ooeroctor'e eber- of et .- borto h otdrao1) ms t he
s-oao-d ost so tbht these veloe sn th sa thbt flow
tbroogh the above Acrots Rc.l.s-bl. sod NOt venory.

FINANCING BY TRADE ACCOUNTS PAYABLE

A-grege Trod. Aeconele Psyobt (O & P). Tad. A.ooo.ta
Pyab on- the oot.tdtig bWe--c r 'dotid- -ed.
soPPltor sad .oab-tootor bIllMgs. Pm pr..e. sod sob-
rootost. coveiog wteeao conpooass sod ae e-
.l-. on-a d. popobl.. sod croa *, ag. payrols, >is
k pornce coottogecebs so Paes Isolate Fsdorel Govera-
want Combect pyabl.. if po.ibl. (P). Otherwe eiter the
Total Proft Center poyabls (O).

A-n-aI Cots repd (Q & R). Ester total s-oI costa
tbht crre-pod to tbe above Tade Accosote Pryobbe.
Goveromeot costs t rrd (R) L. the s.m ot the two coMt.ot
typos M K L).

Acconeto P.,.bl. Fleeliag FPcor (S & T). The qootlnt of
Av-oge Trade Acco-ots Peysbi divided by A--al Costs
te--nd.

NRt Op r..tod Copit.l Employed Poton (U & Vn. The ... It
ot the Gross O.C. Fcto (M & N) Is.. the apropot. A/P
Flos ag Psctor CFr . S). This rpesnt the cottrotma
net oporttog ..pit1 emploryd F.r ..b dolr ot cost.

SECTION 17
CONTRACT OPERATING CAPITAL

Trideg d Idtifl..tlos. This aotos is bomspbtd osly wh
eatbatlto the oPWrtto. capital reqlrscte Pm en isdbid-al
p- -nwat sotil. Idestify the spocift RFP/Costrent PIIN
nomber sad the lentrct typo.

Pdonrdn9io Ppotit Cater. .d Contract Cost.. List 11 ProPtU
C.ahnt sepoted to porfrm the conrt, aod .st. the Co.
tnot EWtimatd Costt (W) to he ILsatrd by .b. Th.e Totol
Costs (Z) mpst egs. wItb the DD 633 cost p opoai.

Nat Op..tlog9 Copit.1 Bepltopd Fotoro (Z). Tb. .eisotio
oP the appropibt Net OPsotIto Capital Employed Factor b
detaomisd by (0) tbs Profit Cote lited, *ed (b) the omeset
Cotract Typo. Collnt the ltest bhltortoo dais no Sectiom(s)
I fr .hob ProPtI Coster sod determis the ontboct typo Pm the
ca nat premn t ction.

fflth-Nd OPo-atie C.Pilot Reqaird IY). Tb. prodnet OP
Profit Cenisd W-ttmoad cota (W') tOme thl. app opito
Opeatio~g Cepitl Fctor (X). Sm the Proft Center nqaln-
wants to aiv t tba cootoct total oprttog9 Oapital (A ').
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PROFIT CENTER HISTORICAL OPERATING CAPITAL Form Approved
CONTRACTOR: ABC, Inc. .. M.B. No. 22RLCR O

POIT CENTER: Controls Division FC YERE7 E
AODSEASU 12-~~~~~~~~~~~~~31/71

SECTION I

GROSS OPERATING CAPITAL REOUIRED CONTRACT TYPEA(Nd. AI ODUGNO I m Cmllnc-. Olb)
FIXED PRICE CDT RlSIUUr.SSEN

AVERAGE ACCOUNTS RECEIVABLE

900,000 1,140,000
AVERAGE GROSS INVENTORY C D

13,040,000 9,000.000
LESS PROGRESS PAYMENTS, ADVANCES, F
REISUURSEMENTS AND OTHER CREDITS 9,780,000 9,000,000
AVERAGE NET INVENTORY INVESTMENT C-E G. ND-F 3,260,000 0
AVERAGE CONTRACT INVESTMENT AG Ij

* ,5 4 ,160,.000 1,140,.000
ANNUAL COSTS INCURRED 0, CcVnb 7_) K L

20,000,000 10.000 000
GROSS OPERATING CAPITAL IK NEMPLOY9IFAbTORS JUL .20

8
.114

FINANCING BY TRADE ACCOUNTS PAYABLE TOTAL PROFIT CENTER FEDERAL COVERNMCS?________________ ________________ ________________CONTRACTS

AVERAGE TRADE ACCOUNTS PAYABLE 0

1,050,000
ANNUAL COSTS INCURRED R; Q AEUIL 30,000,000
ACCOUNTS PAYABLE FINANCING FACTOR p, R * T".,~~~~~U 50 . " ... 35

I HCT - .R.TINS CAPITALEMPLOYED FACTORS FIXED PRICE COST REIMBURSEMENT

FIXED PRICE CONTRACTS T 17u

COST REIMBURSABLE CONTRACTS N.T eN .*:::::>.::....s*

.079
SECTION 11

ONTRACT OPERATING CAPITAL RFP/CONTRACT PON NUMBR TON TYPE
(C 1. .1D GUAh FAXUDDD.,A.S ) N00099-72-R-99999 FPI

PERFOSMING PROFIT CENTERS CONTRACT RET OPERATING EGTIMATED'ITI MATED CAPITAL EMPLOYED opERATING CAPITALCOSTS FACTORS REQUIRED

VEMCLE DIVISION 2,955,000 *175 517,000

CONTROIS DIVISION 2,545,000 .173 440,000

nn ro." ;fig;; 5'5°°'°°° * 957. 7A
OPERATING CAPITAL -TOTALS ,0,0 5,0

nnE FORM II i~A
UV I SEP 75 1 010
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PROFIT CENTER HISTORICAL OPERATING CAPITAL

INSTRUCTIONS

P.0poo- Tbh t.m h.. t.o .. ttooo The p-.poo of thM tb t
oati- 1b to dotetmci the optntlug cpPtt o btol.cUly rO-
q"'bd by *-ch Prdit C.t- to pdt m the tbt ertl goW et

.t o.oetb. to< to o. fPtt dtt 6d.. .1 .o.t t. -d.
Tbh p o-. o of the . h-d -tl to to dtt.. the -ot tod

ePtlta -pitotl re.tottd to pert.m . ptcifl -otttct - po-
. mtt c.t0.. by eppUcoti- of the appeopett bhtotoel
f.to to the .oooaot o.ti-ttd . peopo-ed o.t..

B-t.. Th. Prft Coot., o;peotto ..pl l d.tt od tafto
*hoeld rPtoo.m t . o c .oaPt-f to the o.tet tOtvItte
ft .. I ye... Ior foder go--orl ooot,,o .. ooatoi
..d by the 0W prtootptype.. Tb.foe the ffeot. of
.oo r (doeir- .t) eodootto. t ..o dod.

Not Op.rtitU Cpiftl. Not Opora
t
iog CopitWt Eoployod

F..ot- pewoo the oet tohot-tot dftr .obttft ftt--
tbg by Tred. A-coloom PeYbb.

B.Hdittl. Idotify th. .oo to,. Proit C.000 0.d FtLo.l

Yt to ohiob the bhlto.tl dat. prt.!..

SECTION I

A .rod Aot..-* R-o.t,.bi. (A & B). Eote. the .00-05

fderIt g -ft o<tot .- o-t. eoeirbbb btl.-...
Ntote Uy the o. Of the mothly bWt.e. d61d4d by 0t0.0Iv
ctthoogh -- I bill! o p ymtttt o -y tMqobt
- dttlid obycto to dot.-mdo C r. io fotti.e 0.0 .

A _od Ot- I-tecoy (C & 0). D.t.onh .vg. -nfttoct

t.- tur.o7 Wbthne. by . mOthly . mor feqoot 0th-
0d. 110d6 r. toto .. *uppU-.. rork to 000000 .0d
ftobtihd good t. .0oeUotttod to ftderol gortnt
oobot. Pootod tnototo. thbt .opport botbh go ot

.0d .otki.l .k h-old bh aUlocotd o go g 00 othr
oqoitoblo bob..

Prod Poyeoon Ad,.---. R-hrbt- i0 tna- Credit. rE 4
F). Roto o.y odit Wboe -.0cd d .ei.p-t.byt that ot-
.t .0d6.d the .o.tore to- ,tdot to to1etoto

A -
4

Nt MI Z tW.Y ht-tot (O d H)- Tthb ho the *0
.00 oat itvtmet aft off .tettlUt t bo,. oedit Wh.eto.
El the .oorecto'- yyt. ot o rcditt deotly to the .tbt * t
thi. coeng. cyobt d.t-.mLd dbkctly roc the .000.o0t0
L. o00t the '0,.' .0d Credit' ftp..

A--b C-tr c . (I & n ). Tbh .* of Av-9t.e
A-o.oft Rnr-blt 0d Ao..ip Not Ioweetmy The.
tot.. ohoold efltet the oobt.W. co 0.-nt operttgit ceP

tttl 1 0ot to e.-b type o gof r mnet -0tr-ct.

An-tI Coot c.d (X K L)& Eot-e the total *ptntl co-te
toetted byth Pofit Coot.. -o..hb typo d -oUo ct. Coot.
oo.Uo-.bton oodr ASPR S-ticoo 15, .d oon.t..ctd t-oot

(.4. 000tr ohe.I o co t.toirtCt trctO) mOot bh

.000000d ot eo that tUece s- o-e the -ot that fin
teogh, the bhore A.co..ft Ro. e-bb, 00d Net oveotny.

FINANCING BY TRADE ACCOUNTS PAYABLE

A ro..o T.rt Atcontt Pysbbl o 0 P). Trade Accoo-.
PtYbto - the oot-toditob hWelot of 'U0id.' d.,

o.ppU r .*d .obooot..to, bilito.., Ip.ho ... .. ot- h-
co.etfto 0000,10 mater.!. componat .0 Eoi..i..

oIde n-toad. pey-bto d . c. l. e.g. pyrol.. to...
tn t.o. cotlog-otoeb .0d to.. boftte Fed.ral OGoom-
t-t Coo-toti pty-bb. U poo itb (P). Othb.toe ent.r the
Total Pofit C t.n. pyabl. (0).

An-o- Co-t. IZtcte tt (& R). Eot, totnl .n-I coot.
thit oorr-pood to the obo-. Trde A.ooooot Pyabl.
Gtoetneoeot coot.- Lacnnd (R) bo the .- of the teo co-ttbct
type. (K. L).

Acrontf Pybl. Flctn n F-ctot., (S r). Tb. QD0t01,t of
Acoroge Tt da A-coto Pty.bto dhbl1d by Aoal Coo-t
Io.0r-d.

Net OperotirV Capitol Eoapt.,rd Foct. (rJ & V). The re.tt
of the Ot.- OC. Fattor (M & N) I.. the .pPrleltr A/P
Ftoeootog Fcti. (T . S). Tbh . p.0.t0 . tbh .oOtnci.0'-
e pt pertig capitol eIployed f. e..b doll. o coot.

SECTION H
CONTRACT OPERATING CAPITAL

orionh & idetfiktotboo. Tbh. ..etioo b. .oplotd ooly bre
*timatiog the oP0retyto capital rqol-oftt fo1.. lbdlidodl
P- -rnotn tt..t. Idtotiy tho p..Ptoc RFP/Coolt..t PFN
oomhor .0d tbr tootrsot type.

P foi~r8 Prfit C-nt-t. 08 Cootct Coot..t Lbt .11 Profit
Coot.-.. pettd to pwt tha U oontet. .d eater the Coo-
qtot Etimotod Coot. (W) to he bo orod by eetb. Tb. Totol
Coob (Z) mt o.. etith tho DD 633 toot pcpoo-..

N OtO;petied C-pftte.Eoplopd Foct-0a (X). Tb. .otot
of tbh oppWopetot Not OProtiog Copit.1 Employed P.cto L.,
doto-mtod by (.) the Potfit C-r000 Iitod, *nd (b) the c-ot
Cooft-t Type. Coltet tha lUtoot htot.ic. dob oo S-ttooC.)
I to.. oh Profit Cotet .0d d ote..! the ooet type Io the
0.00.0 P00--.I00 .otlo.

Eat h-ttd Ope-otIe Copitol Reqoiced (Y). The prodect ad
Profit Crotr .ottetd coot. (W) time the pprowite
OportLog Cepitel Fcto, (X). 0S ti Profi Crte, req..-
meat, to -ia-t t th. coatbact totl .Po-otiog capitl (AW).

39
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Note to DD Form 1859

1. The projected method for estimating operating capital requires
significantly more data than the historical method and is for use only
when historical data is an inadequate or inappropriate basis for
estimating. It has the disadvantages of requiring much more esti-
mated data and having to be completed in its entirety for each contract
action.

2. Costs for all profit centers performing work under a contract
are aggregated on one DD 1859. Unlike the historical method which re-
quires a DD 18 58 -Section I for each profit center, there will be only
one DD 1859 per proposal.

3. The net operating capital required total is carried forward
to line 7 on DD 1861.
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CONTRACT AVERAGE OPERATING CAPITAL PROJECTION FOrm Approved
OM.3. HO. 22RO3o6

COSTEA.TO.: ABC, I... IPP/ o.T.A. T PI. MO.
PROFI T CE-TE- VEHICLE & CO4TRO1 DIVISI0ON D00099-72-R-99799

CONTVACT TYIP . .LLINA ESTIMATED SAYS TO

21 COST EiME"BVASOAML A C c DFF1 ,AD PMD0cASE P VATMEDY~S Monthly EOC 10 20
80 %O OT: 

7
PARTIA OR DELIV Y PAYMNTS 5 25

MTSA YPE EPO EMA AE PVO- C CIO N ----- ---- - R 3/1/72 E6ir 9/30/73

73- 5 0 S2 40 2~9p 
_

4 2 200 4200 2
53 350 450 56 6

6 *~ 200 3200 50n00 3 ___

75 40 200002
a . 400 2400 

29 7 40 0 2 8 0 03

10 a| 400 3200 
JllL 9 400 3600 S0 - S 3212 10 400 4000 500 15000 33=7 3 - i -- 40 0 4 40 0 5 0 0 5 5o o3

2 12 350 20 500 60 C0 33 U 350 455 0 5 00 6590 0 3
4 4 30 420 42 00 7000 3

5 5 250 3750 500 75oo 00
6 6 200 320 500 80 0 39 _

707 150 2550 500 8500 _C

U I00 il 0 0900 0 4_4 
9n0 50 902o19o 

4

2 2_

C TMRMACT T0TXL 5Q SS SO I SSOO J 77000

INCUVHCD COSTSo~r 0 .N OA IO CA PV TA 5' PA

flAMEc~ T IM M L ~a (4 P M ) P6 4D T .2 M A 1 7 6 Fl " O A S A IA A VT C PA.A R L E

+,. JHr) i324 " 482 M P L ET 
sRo 9SPEi HED ,,T J 7700 5,500 |R4AOM.pRI 12 

_ 2550
D,..,. Es- A LI A 0 x 4400 11 A -Mi 4 D 8 M' 30 C 170

T A.L M) y *4 s .42 M A I460 .2 3 D. D M 170
A ~aiRAA LZOO CAflT A9ST Tt~iX DC.IV5iiy ClrDO T34.1. 1AAATM.M 82S

CO6T TDt~csIPT Pec Pis6 530sN~ P SIMM FIMOIO ei A/ ER Aze i

100 
_

O IT C°0 IA5,2AL i7R 146 + v A - L' 95 R7
R.-- t D .1. c0Hll C 1_A---. -~i -I...... LA, (11.) D' .082 jHt~~~~~~~,u II20_ D.1 

--. E CCOU- W 68 
25AYULI60'~tL6

T-r ̂F(Ag)P 4 R- I76S rl"AT") Y4. ACCOVN .1 PAA. .T IA5 365 rte) Q vL~~~~~.24 .482 INDATO 
PA .ei1.IC"LT |Pon | eX-

cO T s 5 s 500 Asori,50 A -c A--iO P j- j. .2550P P-rs 6 M T 8 Tu 0 T 4 OGIdC -~ ois IQ T'jIrSSODt~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~ ~~4 , K e pi i0 AA-h 
dI- V' 4 4 0 |1O7A. V P T _ L a 1 ) I R 71 T-u i*L 1 Q @L4| 0 -148 1 .82 A/P P~sAT s- 1 

170are e
UfU QiE W .rA 546| 530 

./i ..
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187ngtA; Lo
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CONTRACT AVERAGE OPERATING CAPITAL PROJECTION
INSTRUCTIONS

s001s U palo 0.1 0t bin... 1 .o0.t

n.SPo n. W . -

flDD CF PAY1173I~T n1.10. .41. ato 01,.na b,
41. uo..1nt 1001.b011, to. b OOO

"S PW_.0 -b ' .- Yh1 ao. bd. UY pI- bo
(Co Y.b~.. I_d Ploo.. P_.0.

3 .PI la. 1 o a y .a . =.. P.p,|f.l *O . d 1,O.0 ,, b b oO (P P.) 004 D0 U U-
HllO looC_0 .. C4U. ..d bl .U n. b.

010470(0 10.01,S t. Co.b oto. 004 ,.1o1, P1.01 Col.
l.01.44111...- 00.000111.11b, 94. 0, 001,

mlU I'.. Ub00 tI 0.01 Ivy.l

PAYIIIT 110lD. Ch- 41. opl.. 100.10 S,.
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NOTES TO DD FORM 1860

1. The basis of allocation of undistributed assets in each profit

center between the engineering productive burden center and the

manufacturing productive burden center (located under Item 2) should be

related to the manner in which the expenses generated by these assets

are absorbed in the overhead rate. The bhoice of the basis for alloca-

tion is up to the contractor within the limits stated above. The base

unit of measure in the allocation base (column 4) is determined by his

accepted method of overhead allocation. In the example, the basis for

allocation of undistributed assets assumes an analysis was made of over-

head distribution. These bases for allocation must be consistent for

all fiscal years during which the contract will be performed.

2. The sum of the entries in Column 2a for the engineering and

manufacturing burden centers is equal to the entry in the undistri-

buted line, Column la. The same relationship holds for Column lb and

2b and lc and 2c.

3. The base unit of measure used for allocation in Column 4

refers to all work done in a productive burden center, not government

work alone.
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4. The average of the beginning of year and end of year values

is used to determine asset values for DD 1860. When an asset has not

been or is not expected to be owned for an entire year, an annualized

asset value is used.

5. This form is submitted annually, and projections must be

consistent with capital budgets and the overhead rate projections

of the submitting corporation. Should these budgets be revised signi-

ficantly up or down between annual submissions, a new set of DD 1860's

should be submitted reflecting the changes.

44
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PROFIT CENTER FACILITIES CAPITAL PROJECTION

INSTRUCTIONS
(DD Form 1660)

PURPOSE. The purpose of this form is to (a) project mnd
accomulate total facilities values for each Profit Center
by conttrctor fiscsl years, mnd (b) reduce those values to
Fscilities Capital Employed Factors spplicsble to the
total Overhead Allocation Base of each Productive Bur-
den Center.

BASIS. All data perttins to the some fiscsl years for
which the contractor prepsres capital budgets mnd over-
hesd projections, mnd should be compstible with both of
those procedures. Uore specifically, facilities values
projected here should relate to facility -generated costs
proposed or allowed in overhead rate projections.

IDENTIFICATION. Identify the contractor, profit center,
address mnd fiscal years to which the data pertains. Suffi-
dent fiscal years must be projected to cover the estimat-
ed performance periods of contractc to be negotiated.

DEFINITIONS. See ASPR 3-8087(e)(3)(i) for definitions
of the facilities values to be included, the different
sources mnd classes of those values, the distinction be-
tween Distributed mnd Undistributed facilities, mnd defini-
tions of Productive Burden Centes mnd Overhesd Alloca
tion Bases.

PRODUCTIVE BURDEN CENTERS. List every Produc-
tive Burden Center within the Profit Center for which over
head rates me calcolated for the allocation of indirect
coats. The structure reported muot be compatible with
that used in DD 633 cost proposals or supporting detail.

LAND, BUILDINGS, EQUfPNENT. 'Lmnd' is non-
deprecihle realty, improvements mnd property rights.
'Buildingsp is depreciable realty mnd related improvements.
'Equipment' is all depreciable property other thmi Buildings.

RECORDED, LEASED PROPERTY, CORPORATE 'RecOndad'
facilities are the normal Fixed Assets owned by mnd
caried on the books of the Pwrfit Center. Lmed Property'
is the capitalized value of leases for which constructive

costs of ownership have been allowed in lieu of rental
costs under ASPR 15-2E5.34 & .48. The government de-
termination must be identified. 'Corporate' facilities are

the Profit Center's allocable share of corporate-owned and
bease4 facilities. Ai of the shove are summed on the
'Total' line which represents the Profit Centers total
facilities vslues recogpized for this purpose.

DIRECT DISTRIBUTION. (Col's la, b, c). All facilities
values that are identified in the plant records as wholly
assigned to or located in Productive Borden Centers, are
listed against the spplicahle P.B.C. De tail is totaled
upward to the Profit C enter 'Distributed' line. Profit

Center 'Undistributed' is the remainder of the P.C. 'Total'.
Both source mid distribution of Ptofit Center facilities
values must balmice at the 'Total' line.

ALLOCATION OF UNDISTRIBUTED. (Cot's 2a, b, c).
Profit Center 'Undistributed' facilities are allocated to
Productive Burden Centers on my reasonahle basis that

approximates the actual absorption of the related costs
of much facilities. This alloction will usually reflect
the method of allocating G&A and/or Service Center
coats for the purpose of computing overhead rates.

PRODUCTIVE BURDEN CENTER
TOTAL NET BOOK VALUE (Col's 3*, b, c). The sum of
Col's ia, b, c, & 2a, b, c. Total each class of facility
separately, mnd prove hack to the Profit Center 'Total'.

OVERHEAD ALLOCATION BASE (Col 4). The direct in-
put bases (e.g,. DLS, DLN. D$S, I-N, etc.) projected to
be incurred in or by each P.B.C. (including service/
support centers) for the purpose of allocating overhead or
use charge Identify each base unit-of-measure, which
must be compatible with the bases used for applied over-
head in DD 633 cost proposals or supporting detail.
Qumntitiesmust agree with negotiated overhead rates for

for*ard pricing purposes or FPRAs (ASPR 3-807.12).

PROJECTED FACiLmTES CAPITAL-EMfPLOYED FAC-
TORS (Col's Sa, b, c), The quotients of the P.B.C. Total
Net Book Values (Col's 3a, b, c) separataly divided by the
P.B.C. Overhead Allocation Bases (Col. 4). Carry each
Factor to three decimal places, e.g., X.XXX This Factor
represents the eaount of Facilities Capital requied to sup-
port each unit of the Overhead Allocation Base.
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NOTE TO DD FORM 1861

1. This form brings together all previously calculated information
for the purposes of determining a capital turnover rate. The capital turnover
rate can also be thought of as the number of dollars of cost supported by a
dollar of capital.

2. The "PCO's Negotiation Objective" and Section II of DD 1858 must
be prepared prior to beginning preparation of this form.

3. Each productive burden center involved in the contract must be
entered for each year affected. The Contract Overhead Allocation Base (Column
3) used in this example is direct labor dollars, taken from the "PCO's
Negotiation ObJective" (page 49).

4. The overhead allocation base unit of measure for the contract
must be the same as overhead allocation base unit of measure in Column 4 of
DD 1860.

5. When this form is completed the capital employed will have been
determined and the turnover rate calculated. Up through this point the only
variation in the procedure for determining a capital turnover rate that can
take place is a decision being made as to whether the historical method or the
projected method for determining the estimated capital employed should be used.
After this point in determining a prenegotiation profit objective, several
different variations in methods of calculation are possible.



PCO's NEGOTIATION OBJECTIVES

NOTES

1. After the normal cycle of technical review, audit evaluation, price analysis and pre-negotiation

conference, the PCO determined the following negotiation cost objectives:

2. The overhead allocation bases are adjusted and spread by years of performance, since overhead

rates have been separately proposed and negotiated by years.

COST ELEMENT VEHICLE DIVISION CONTROLS DIVISION TOTAL

1972 1973 Total 1972 1973 Total COSTS

Direct Materials

Purchased Parts 20,000 80,000 100, 000 1.

Subcontracted Items 700, 000 200, 000 900, 000 0o

Engineering Labor 62,000 8, 000 70, 000 190, 000 40,000 230, 000 300, 000

Engineering Overhead 76, 000 14,000 90, 000 270, 000 60, 000 330, 000 420, 000

Manufacturing Labor 115,000 525,000 640,000 190,000 270,000 460,000 1,100,000

Manufacturing Overhead 130,000 620,000 750,000 250,000 380, 000 630,000 1,382,000

Other Direct Costs 130,000 70,000 200,000

General & Administrative 300,000 300,000 600,000

TOMAL COST OBJECTIVES 2, 700, 000 2, 300, 000 5,000,000
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PROFIT CENTER HISTORICAL OPERATING CAPITAL Form ApprovedO.M.B. No. 22Ro3o6

CONTRACTORI ANC, IaC. FUCAL TEAR 1N0ED
PRO1`fCEcTERs Vebicle Diviaioti
ADRESS 12-31/71

SECTIONI I

Iross ORFROc^UL solso |CONTRACT TYPE
. 55555 OPER ACTffl CAPITAL REOUIRED _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _ _

(Pr.qal a C-N. CR9 G.&)CRICE cOAt ...I.UR..E...T

Since the PCO's cost objective was less than the

contractor's cost proposal, he recomputed the estimated

operating capital required by 'markup' of ABC's DD 1858.

(NOTE: If used, the DD 1859 would also be adjusted for
the PCO's cost objective.)

MT

ACCOUINTSPATYALEK FINANCING FACTOR 0 NR T
P.R N N

NET OPERATING CAPITALj* FIEPRCCOTRMIREEN
ERPL*Y9O FACTORS FXDPIECS EMUSMN

FIXED PREC CONTRACTS A.YT P j U * 173

colT REIURSAILE COSTRACTS .* .079

SECTIONS

ICONTRACTOPEN RATING CAPInAL RFP/C0MTRACT PION NUSER CONTRACT TYPE

.I. P- I= h_..N A.II. N00099-720R-99999 FPI

.a~rORN~as PR6,m CENTERS CONTRACT CNET OPERATING ESTIMATED
PrrSRUIIIG PRoFIT CENTERS ESTI MATLD CAPITAL EMPLOYCD OPERATING CAPITAL

cOMT FACTORS REQUIIRED

VEHICLE DIVISION 2,700,000 .175 472,500

CONTROLS DIVISION 2,300,000 .173 397,900

OPERAT _.P.TAL- TO5ALS

DD'~~~~~18~~~~S 5.~5, 00o4o
DD COA18#1 5-
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CONTRACT CAPITAL EMPLOYED

CONTRACTOR: ABC, Inc. NPP.coI.TFRACY PII No.

PROFT CENTER VEHICLE & CONTROIS DIVISIONS N00099-72-R-99999
ADORESS: P ...ONNCE PERIOD

3/1/72 - 9/30-73
2a. a. 1 CESTIM TED FACILITIES CAPITAL EMPLOYED

PROFIT CENTERS FISCAL CONTRACT OVER- *. PAY tANJACTORS S PACILITIEN AOUNTS
PRO.UCYTCE YEARS DEAD ALLOCATIOS

*UNORN CENTERS OASES LANL ( ... QUIP

VEHICLE DIV.

S DIV.

1Q72

1Q7'R

40

-9D

270

-pP I rnih

-ii

71.

4

120

1IZ77

S. CONTRACT FACILITIES CAPITAL EMPLOYED 464 721

I7 CONTRACT OPERATING CAPITAL EMPLOYED DD F- 158 U- 1854 870

S. TOTAL CAPITAL EMPLOYED SD LI . t 7 2100

S. CONTRACT TOTAL ESTIMATED COST DD F- JS7 5000

I.0 CONTRACT CAPITAL TURNOVER RATE Lln N t 8 X 2 * 381

DD I 'Nop 1861 51
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IN9TRUClfONS
(DD Form 1861)

PURPOSE. The purpose of this form is to compute
the esti.ated Contract Capitai T-rover
Rate, as an index of capital employed on the Contract.
An intermediate step is to determine the facilities
capital to be employed in each Profit Center and Pro-
ductive Burden Center, using the Fadlities Factors
developed on DD Form 1860.

HEADING. Complete the identification data at the
top of the form. The Performtance Period determines
the Facilities Factors. by Fiscal Year, that muat be
used in the computations.

1. PROFIT CENTERS AND PRODUCTIVE BURDEN
CENTERS. List the contractor Profit Centers and
Productive Burden Centers that will perform work on
this procurement action. The breakdown is extracted
from the cost proposal shredout, price analysis report
and/or audit report, and must correlate to the facilities
breakdown ueed on DD Form 1860.

2. FISCAL YEARS. For each of the above organiza-
tional elements, breakout the Fiscal Years of perform-
ance by each. This breakout i secured from the sme
source us the above.

3. CONTRACT OVERHEAD ALLOCATION BASES.
For each Productive Burden Center snd Fiscal Yer,
enter the mount of the related Allocation Base used to
derive the contract estimated total cost. These bases
should be the same ae those used for burdening contract
overhead. The base units of measure (e.g., DLS, DLH, DM$,
etc.) must agree with those used in Col. 4 of DD Form
1860.

Sab & c. FACILITIES CAPITAL EMPLOYED AMOUNTS.
The products of each Contract Overhead Allocation
Bas (8) times Its related Facilities Factors (4a, b

&C.).

6. CONTRACT FACILtIES CAPITAL EMPLOYED.

Sum the above to determine the total facilities capital

employed, by ruses.

7. CONTRACT OPERATING CAPITAL EMPLOYED.
Carey forward the Operating Capital from DD Foes
1858 or 1859.

8. TOTAL CAPITAL EMPLOYED.
The sam of all cl.sses of capital employed (li.es
6 & 7).

9. CONTRACT TOTAL ESTIMATED COST.
The total estimated or proposed cost, or cat objective
for the contract For a coatractor this must ap.e with
his DD Form 63'i cost propsal. For a procseomeat
ceatractisa officer, with his DD Psn 1547. total cost
objectiv-

10. CONTRACT CAPITAL TURNOVER RATE.
The quotient of Coeteact Total Eatinated Cost (9)
dieided by the Coetract Totsl Capital
Employed (8).

4a, b & c. FACILITIES CAPITAL EMPLOYED FACTORS.
Carry forward the appropriate Facilities Factors from
Col's 6 of DD Form 1860. Profit Centers, Productive Burden
Centers and Fiscal Yea must agree.

52
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NoTE TO nf FORM 1547 (REVISED)

1. All items through line 10 are determined just as with any

weighted guidelines negotiation, with weights assigned in the manner

prescribed in ASPR 3-808 with two exceptions:

a. Nothing is deducted for the use of government

furnished equipment. The "Source of Resources"

subcomponent of "Selected Factors" is not used with

this concept. Other subcomponents of "Selected

Factors" continue to be used in the current manner.

b. "Special Profit Consideration", if appropriate, is

included on line 14 when the contractor capital employed

concept is used. Line 9 is not used in those instances.

2. The use of contractor capital employed is reflected only in

lines 11 through 15. In the examples that follow, lines 1 through

10 remain the same and are not reproduced.

53
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WEIGHTED GUIDELINES PROFIT/FEE OBJE

INSTRUCTIONS. 1. S.. ASPR 3-SO fo, dREBI
INS5TRUCTIO1H5s 2. S.: ASPR 3-855 to- dor

1. l/R.P .. ... T ... T ... I.. ... T;-C;o

N00099-72-R-99999 ABC. Inc.
COST INPUT TO TOTAL PERFORMANCE (ASP 3-

COCEORNM RENT'S COST A5PR -OBCOST C*TEGORT OBJECTIVE WEIGOT RANGE

DIRECT MATERIALS: B 000ooo IS TO *S

*u-CO.TRCTNO -IT.M 900,000 s1 TO St

OTNER .ATERIAL. IS TO *S

ENGR DIRECT LABOR 300,000 55 TO 1BS

EPor OVERHEAD 420,000 MS TO S

PSF SIRECT LABOR 1,100,000 55 TOlS

BPS OVERREAD 1,380,000 4s TO 7S

OTHER COSTS

200,000

GENERAL AND ADMINISTRATIVE 600 00oo TOS S

TOTAL 5 5,000,000

S. COMPOSITE PROFIT/FEE ON COST INPUT TO TOTAL PERFORMANCE (Cd . CO b)

C. COST RISC ASPA 0MOM 3(0) OS TO 7S

, PERFORMASCE ASPR BOBN.3( -2S TO *2S

. SELECTED fACTORS ASPR O.(.J * .W70) -2S TO *2S

. SPECIAL PROFIT ASPR J,2010 J . OS TO flS

I1. COST-BASED PROFIT/FEE OBJECTIVE (LI. 5 P- P)

1I. CONTRACT CAPITAL TURNOVER RATE 2.2x 2.
4
x

I.2 CONTRACT CAPITAL INDECX 6.4% 5.8%

I.. CAPITAL-ADJUSTED PROFIT OBJECTIVE LA. :

. SPECIAL PROFIT (RMPlM. I-n. P11 ppiCbi.)

N TOTAL PROFIT OBJECTIVE

54
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EMW4PLE 2

DEFINITIZATION OF LETTER CONTRACTS

Assume that ABC, Inc's. proposal is to definitize a letter contract for whIch

35% of the total work has been accomplished, and 40% of estimated costs have

been incurred. The PCO concludes that ABC, Inc's. cost risk is substantially re-

duced by the cost and production history. Under ASPR 3-808.7(b), the PCO has the

authority to adjust the contract capital index for the appropriate turnover from

the FPI column to a minimum of the index contained in the CPIF columns. In order

to make this adjustment he must find the actual capital index for a CPIF contract.

The PCO, considering the specific circumstances of the contract, decides that a

downward adjustment to a capital index mid-way between FPI and CPIF (High and

Moderate Risk) is appropriate. Based upon this subjective assessment the capital

index applicable to this contract is 5.412%. Profit objective computations are

as follows:

CALCUIATIONS

FPI

CPIF

2.381 turnover

2.381 turnover

5.857%

5.048%

.809%

PCO decides to adjust to mid point

.8og * 2 = .405

FPI Capital Inuex
Less

Adjusted Capital Index

WGL Cost Based Profit/Fee objective (line
I WGL Objective = 5.002
Adjusted Capital

Objective (line 12) 5.452
Total Profit Objec- 10.454
tive (line 13 & line

15)

10 COST-BASED PROFIT/FEE OBJECTIVE (W.a . ISn 8)

5.857%
.4G05%

5. 52% to line 12

10) 10.004%

10.004

11 CONTRACT CAPITAL TURNOVER RATE DO p,,I x 2 * 381

CONTRACT CAPITAL IROES ASPR 3-IN 7)0 5.s2

IS. CAPITAL AOJUSTED PROFIT OBJECTIVE L.A. 12 + SW. CM L. 10 lo.454 '

I4. SPECIAL PROFIT IRIeac.. II if P JIbppIlkbI.) AWP. 3-8.7(1)

I1. TOTAL PROFIT OBJECTIVE (CWn. 13 + L- 14) o10.454 '

DATE lpePAR1D BYls1^Tz

..Po 1547 -~ o -O or T -f n55

55

95-328 0 - 73 -pt. 6 - 31
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EXAMPLE 3

CONMRACTCR COST SHARE LESS THAN 30%

If for this FPI contract the PCO desires to negotiate a 90-10 cost sharing over
the negotiated target cost he may feel it appropriate to reduce the capital index
extrapolated from the table as provided for an ASPR 3-808.7 for FPI contracts with
a contractor share of less than 30%. Given the specifics of this contract he
might elect to reduce the capital index by 5% - one-half the maxinum latitude
authorized. The resulting capital index would be 5.564% and his profit objective
would be computed as follows:

CALCULATIONS

FPI Capital Index for 2.381 Turnover Rate 5.857%

PCO decides on a 5% reduction 100% - 5 % = 95%

5.857 X *95 = 5.564

Adjusted Contract Capital Index (line 12) 5.564%

FPI contract with 90/10 share line over and under target cost

i. CQIT DASED PROPIT/PaE OsJECTIVa (Ie. s aP) l004o

It. CONTRACT CAPITAL TURNOVER RATS DO to Jodi X 2.381

iSt CONTRACT CAPITAL INOEX ASPR 3.8 .r)5.564 A

Is. CAPITAL.AOJUSTRI PROFIT ONJECTIV9 LA_,1i + 00% d L-10 10.566

-S. SPECIAL PROFIT (Aop@"o io_ pit WIof .J ASPI "s-5.'IJ S

M TOTAL PROFIT OBJECTIVE (Li-O I+ Li-m 14) 10.566

UD 49.0-- 1547
56
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EXAMPLE 4

CONTRACTCR COST SHARE MCRE THAN 302

Assume that the PCO desires to negotiate a 50-50 cost sharing over the ne-

gotiated target cost. Since ABC, Inc's. 50% share will exceed the 30% test for

FPI contracts in ASPR 3-808.7(h), the PCO decides to increase the appropriate

capital index by the maximu 10%. In addition the PCO finds that ABC efforts

warrant a 1.5% Special Profit Consideration. He calculates his profit objective

as follows:

CALCUIATIONS

FPI Capital Index for 2.381 Capital Turnover Rate

Additional Profit for 50/50 share line + 10%

Adjusted Contract Capital Index

5.857

.586

6.443%

FPI Contract with 50/50 share line over and under target cost

,o COST-BASED PROFIT/FE! OBJECTIVE (LA_ 3 S 0) 0 04

*-. CONTRACT CAPITAL TURNOVER RATE DO Pm 345 x 2 381

- CONTRACT CAPITAL INOEX ASPR )353.7(I 6.443

I-. C*PITAL.ADJUSTED PROFIT OWECTIVE L. 12 . So% a L..10 11.445

SPECIAL. PROFIT (R.,le. IAN 51 a I.u A ASPR T-8M.I(D I .500

I-. TOTAL PROFIT OBJECTIVE (LIn 1 * L-n 13) 12.945

OATS lPREPARES S 1
RIS ST

DO I 9O.M. 1547 57 T;7 o. -.. Ir - --



2092

EXAMPLE 5

DEFINITIZATION OF A MATURE LETTER CONTRACT AND
CONTRACTOR COST SHARE LESS THAN 30%

Assume ABC, Inc. proposal is to definitive a letter contract for which 40% of the
work has been accomplished and 45% of the estimated cost has been incurred, and
on which an 85/15 share line is being used. Both circumstances reduce the
Contract Capital Index but the reductions together cannot reduce the Capital Index
below the table entry for CPIF contracts. The PCO decides the circumstances
surrounding the letter contract warrant reducing the FPI Capital Index by 3/4 of
the interval between FPI and CPIF elements. In addition he feels a 5% reduction
is justified for the 85/15 share line. Since these reductions push the Capital
Index below the CPIF element, the Adjusted Contracted Capital Index becomes 5.06%.

CALCUIATIONS
Letter Contract

FPI Contract Capital Index for 2.381 Capital Turnover 5.857%
CPIF Contract Capital Index for 2.381 Capital Turnover 5.048%

Interval .809%3
Reduction is 3/4 of interval or -.607% I r

Share Line

FPI Capital Index = 5.857
Reduction of 5% for 85/15 share line X. .050

Reduction .293%

Letter Contract Reduction .607
Share line Reduction .293

5.857
- .900 4.957% is less than CPIF element of 5.G48%

4.9-57 Adjusted Contract Capital Index is 5.048%

FPI contract with 85/is share line over and under target cost

- COST-BAsEDPROlTFIFEOBECTIVsE (L-sL 1000

11I. CONTRACT CAPITAL TURNOVER RATE DDOPm 18 p X 2 381

-2 COIITRACT CA-ITAL INDEX ASPR F(W E J 5. (48 s

- CAPITAL-ADJUSTED PROFIT OBJECTIVE LhM. I 2 305 of1 LM.- 10. 050 '

1- SPECIAL PROFIT (pl............. l 1.Fl.b)ASPR *80.7(1)

1- TOTAL PROFIT OBJECTIVE (-s 13IJ + Lin- 14) 10.050
SATE | PR..PARED BY..U.-

n an FoGi tA71 REVIOuS EDITON 0 'IR POEIE DEOLEPS
UU I ...T7. 1|J%1
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Note to DD Form 1499 (Revised)

1. The line number references make this form self explanatory

with the exception of lie.

2. Assuming the contractor and the negotiator split the

difference between their proposals on direct material costs and total

costs in the course of negotiation, the Profit for Additional Contractor

Investment (Item II of this DPC - page 69) is determined as follows:

Total Direct Materials 1,050,000 X .8% = $8400

Total Cost 5,250,000 X .07% = 3675

TOTAL $12075

This is calculated and added after all negotiations are

completed. This is added only when all the criteria listed in ITEM II

of this DPC are met.
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REPORT OF INDIVIDUAL CONTRACT PROFIT PLAN
I. REPORT NUAdER 2 CONTRACT NUMMER S. ACTION. . D~~~~rT TiVT . FT d. SERIAL NO. (AS.orAS 'iXTStNTr

000°°99 72 99999 72 02
4. PURC.ASINIG OFFICE N 

TMCA. TYPE OF ACTION 
S5. ORDER/MOO NO ITEMN COOKA. I,, IA TU A#ARD

B. NUESESOENT NEOOTIATISN SF CCSTJProFIT 
A_. CONTRACTOR IDENTIFICATION 

ITEM CODE
*.COUPANT NAME ABC, Inc.

.DIII Veicle Division and Controls i
7. PRINCIPAL PLACE o F PERFORMANCE (Cltp-AtdV n sM 7 CODE

L FEDERAL SUPPLY CLAJ OR SERVICE COo.

S. DEPARTMENT OF DEFgNSE CLAIMANT PROGRAM NUMMER ITCAM COOE

O0. TYPE OF CONTRACT (AIPR S-t/In m PN A) 
ITEM 10 CODE

A. FIVES PR-IC REOETRM.INAT.oS R. COST PLAL *R*RD FEE
. FIRM FIXED PRICE V. COST PLUS FIO.D EEK. FINED PR-IC ESCALATION V. COT PLUS INCENTIVE FEE
L PINED PRCE. INCENTIVE (ANl INs)
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LJIP 1.0V. SPECIAL DROPIT FACTOR 
LANA 0I. eo TITI O. BJ.E CTIVE (5 5 UI . If n~k.Ab ) LAN 10 10.0IL CONTRACT CAPITAL EMPLOYED (IV - SAIS 12 cnl r 5INR -SAD I. _WlNA = O

III OFERATINS 
00 Fr ISA!. LIT.t F i8 70 .oooOI LA.N 

* 75RWI ADINOS 
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CALCULATION OF CONTRACT CAPITAL INDEX

When the contract capital turnover is not equal to any ratio

shown in the Cost to Capital Ratio column of the Contract Capital

Index Table (ASPR 3-808.7, (h)), the contracting officer must inter-

polate in order to extract the proper Contract Capital Index from the

table. The methodology for interpolation from this table is as

follows:

Contract Capital Index Table (extract)

Capital Turnover Rate Capital Risk Level
CPFF

1.9 (A) 
5.3 (E)

2.0 (B) 5.0 (F)

"X"% .ly''

2.2 (C) 4.5 (G)

2.4 (D) 4.a (H)

X = actual Capital Turnover Rate for instant contract

Y = interpolated Contract Capital Index

Finding "Y" the interpolated Contract Capital Index requires

the following steps:

Step 1 Compute Turnover Rate Interval (C-B) - the range

between turnovers high and lower than the actual

turnover for the instant contract.
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Step 2 Compute Actual Turnover Interval (X-B) - the actual

interval between the actual turnover and the

lower turnover listed in the table.

Step 3 Compute the Contract Capital Index Interval (F-G) -

the interval between the Capital indicies shown for

turnover larger and smaller than the actual turn-

over

Step 4 Divide Contract Turnover Interval by Turnover Rate

Interval (X-B)
(C-B)

Step 5 Multiply Contract Capital Index Interval by the re-

sult of calculation in step 4. (X-B) X (F-G) = N
(Cj-B)

Step 6 Subtract Step 2 from the capital index shown for the

lower than actual turnover to derive the actual Contract

Capital Index, Y. F-N = Y.

For example, if the actual turnover on a CPFF contract is 2.1, the

following intervals are computed:

Step 1: Turnover Range Interval C-B
2.2-2.0 = .2

Step 2: Actual Turnover Interval X-B
2.1-2.0 = .1

Step 3: Contract Capital Index Interval F-G
5.0-4.5 = .5

Once these intervals are determined, the foliowing calculations

are made:

Step 4: X-B .1
C-B .2 - *5

Step 5: .11B_ X (F-G) = .5 X .5 = .25

Step 6: F - .25 = y

5.0 - .25 = 4.75

The interpolated Contract Capital Index in this example is 4.75%.
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Part 3-Report of Individual Contract Profit Plan (DD Form 1499)

21-300 Scope and Purpose of Parts. This Part prescribes the report,
ing on DD Form 1499 (set forth in F-200.1499) of cost and profit plans on

contracts or contract changes of $200,000 or more negotiated by specified pur-

chasing offices. The form provides a basis for analyzing profit patterns and
weighted guidelines objectives on Defense contracts As used in this Part, the
trm "cost" includes target cost as well as estimated colt, and the term
"profit" includes fee as well as profit.

21-301 Applicability. DI) Forili 1499 shall be prepared by each pur-

chasing office of (i) Army Materiel Command and Safeguard System Com-
mand; (ii) Air Force Logistics and Systems Commands; and (iii) Naval Air,

Ship, Electronic and Ordnance Systems Commands. The form also shall be
prepared by the following Navy activities of the Naval Supply Systems
Command: Navy Aviation Supply Office, Philadelphia; Navy Ships Parts
Control Center, Mechanicsburg; and Navy Purchasing Office in Los Angeles.
Purchasing offices which are located outside the United States, its possessions,
and Puerto Rico, and which are under the jurisdiction of the above-mentioned

commands are exempt from this reporting requirement.

21-302 Coverage.
(a) A DD Form 1499 shall be prepared by the purchasing offices

described in 21-301 above for each negotiation of a contractual agreement
involving a separate cost and profit which together total $200,000 or more.
This negotiated total may, but need not necessarily, agree with the amount
obligated by the contractual instrument. The instrument may be a new defini-
tive contract, an indefinite delivery type contract, the definitization of a let-
ter contract, or order under a basic ordering agreement, a supplemental agree-
ment, or any other action in which the contracting officer and contractor ne-
gotiate an estimated cost and profit. If in connection with a fixed price type
contract or contract modification, the contracting officer requires the con-
tractor to submit cost or pricing data pursuant to 3-807.3, a DD Form 1499

shall be prepared for such action showing the contracting officer's best esti-
mate of cost and profit.

(b) If more than one profit rate applies to a negotiation, and the amount

for each rate is $200,000 or more, a separate DD Form 1499 shall be used to
report data for each rate. If the dollar amount for any profit rate of a multi-
rate negotiation is less than $200,000, the data for the amount below $200,000

shall not be reported. If the separation of a contract into different rateo pro-
dces no portion of $200,000 or more, a report on DD Form 1499 shall not
be submitted.

(c) If any reportable negotiation includes a cost or cost-sharing portion

or a firm fixed price portion not reportable pursuant to (a) above, such
portion shall not be reported on DD Form 1499. If the application of this
provision fragments an action so that an otherwise reportable portion is less
than $200,000, that portion shall not be reported on DD Form 1499.
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(d) A DD Form 1499 shall be submitted if the above conditions are
met even though (i) price competition was used, (ii) weighted guidelines
were not used, or (iii) a supplemental agreement involving cost and profit
was executed without changing the profit rate applicable to the basic
contract.

(e) If cost and profit are negotiated witlh the same contractor for two
or more contracts as a package (e.g., Air Force FPR aircraft engine
contracts), a single DD Form 1499 may be submitted for all the contracts
included in the package. One contract number shall be selected as the
master for identification in Item 2 of the form, and the other contract
numbers shall be listed in the "Remarks" section, Item 14.

21-303 Due Date and Distribution.
(a) Purchasing offices shall (i) prepare DD Form 1499 as soon as

possible after the date of action, (ii) assemble the reports for the month of
action, and (iii) forward such reports in duplicate within 10 days after the
close of the month as follows:

(1) Army-Headquarters, U.S. Army MaterielCommand, Attn:
AMCRP-SC, Washington, D.C. 20315.

(2) Navy-Headquarters, Naval Material Command, Attn: MAT
0214, Washington, D.C. 20360.

(3) Air Force-Headquarters, Air Force Logistics Command
(ACDPL), Wright-Patterson Air Force Base, Ohio 45433.

(b) Purchasing offices shall conduct sufficient review of the form and
associated contract files prior to submission of DD Form 1499 to insure
that all reportable transactions are reported, and that reports are complete
and accurate. Such review, for example, should include examination by
price analysts and by existing procurement review committees.

(c) DD Form 1499 shall be submitted as an unclassified document.
Should the reporting office consider it necessary to apply a security classifi-
cation to a DD Form 1499, a communication relating the reasons for such
classification shall be submitted to the Office of the Assistant Secretary of
Defense (Comptroller), Attn: Directorate for Information Operations,
through the appropriate organization in 21-303 (a) above. In no case shall
security classification be considered a reason for not reporting on DD Form
1499.

(d) The reporting requirements of this part are assigned
RCS-DD-I&L(M)1215.

21-304 Specific Entries on DD Form 1499.
(a) Department. Enter Army, Navy or Air Force, as appropriate.
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(b) Item 1, Report No. Each purchasing office which is identified by a
separate number in the Item 4 code block shall enter a four-digit number a
signed consecutively starting with 0001 at the beginning of each fiscal year.

This number shall be followed by the last two digits of the fiscal year. Num-

bers with lees than four significant digits shall be preceded by reros; eg., the

fourth report in fiscal year 1973 would be numbered 0004- 73.This number

identifies a specific DD Form 1499 and is not related to any DD Form 850

number.
(c) Item J, Contract No. Enter the contract number in the same manner

as prescribed for DD Form 350 in 21-108.
(d) Item 3, Date of Actiom Enter in numeric terms the year and month

(e.g., 73/03 for 1973March) when a mutually binding agreement was reached

as to the estimated cost and profit. For example, this may be the date when

(i) a new definitive contract was awarded, (ii) a letter contract was defini-

tired, (iii) a supplemental agreement was executed, (iv) a change order was

definitized, etc
(e) Item 4, Pwrchatang Offcee Naoe. Enter the name of the purchasing

odl submitting the report, and enter in the Item 4 code space, the symbol

or number aigned to that purchasing office in DOD Procurement Coding

snual, Volume In
() Item 6, ?ype ot Act Enter Code A for the first reportable action

pertaining to a contract, ie., the award of a new definitive contract, a deani-

tie contract superWding a letter contract, or an indefinite delivery type con-

trac. Enter Code B for all other type of actions including orders under besic

ordering agreements Enter in Item 5a order, supplementl agreement or otber

numbers that will assist in identifying a Code B subsequent profit negotiationL

C6) Item 6, Contractor ldentifoatiom Enter the complete name of the
concern and, if applicable, the name of the division to which the award weas

made. Enter in the Item 6 code space the first six digits of the contractor code
as shown in the DOD Procurement Coding Manual, Volume IL If the con-
tractor is not listed in the manual, no code shall be entered by the purchasing

(h) Item 7, Prineapd Pia"e of Performcnce. Enter the actual location of

the plant or place of business where the items will be produced or the service
rendered in accordance with instructions prescribed in 21-115 for DD Form
850. Also enter in the Item 7 code spaces the city and state codes shown for
the contractor at the specified location in the DOD Procurement Coding
Manuel, Volume II. If the contractor's name is not listd in the manual, or
is listed for a location or locations other than the one reported, no code shall
be entered by the purchasing office.

(i) Item 8, Federa Supply Class or Seroice Code. Enter the appropri-
at Federal Supply Clas or Service Code from the DOD Procurement Cod-
ing Manual, Volume I, Section L
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(j) Item 9, DD Claimant Program No. Enter the code from the DOD
Procurement Coding Manual, Volume I, Section III, which describes the
commodity or service called for by the contract.

(k) ltem 10, Type of Contract. Enter only one of the codes, A, J, K, L, R,
U, or V, to show the pricing provisions applicable to the reported action. If
more than one type of pricing applies to a single negotiation, the provisions
of 21-30(c) and (d) are applicable. That is, separate DD Forms 1499 shall
be prepared for each type of pricing involving a cost and profit totaling
$200,000 or more; DD Forms 1499 shall not be prepared for (i) types of pric-
ing with lees than aggregate cost and profit of $200,000, (ii) cost-no-fes or
(iii) firm-fixed-price without a negotiated cost and profit

(1) Item II, Weighed Guidelin. (Ses 3-808.2.) If
weighted guidelines ar used, enter in the Item 11 space the percentages ap-
plicable to L through e., and enter also the profit objective in Item 11f, which
is the sum of a. through e.

If any of the factors is negative, enter a minus sign (-) before
the percentage. If weighted guidelines are not used in arriving
at the purchasing office profit objective, omit entries for Items
hla through lie, but enter the profit objective as Item llf. All
percentages shall be entered to the nearest tenth of a point.
For example, 12.25% shall be reported as 12.3%, and 12.24% shall
be reported as 12.2%.

(m) Item 12, Contract Capital Employed. (See 3-808.7.) If
the contractor capital employed method is used, enter in Item 12
the data called for by a. through d.. Items 12.a.(1) through (4)
must total 12.a.(5). All data must agree with the preceding DD
Forms 1861 and 1547.

(n) Item 13, Contractor's Proposed Profit/Fee Objective.
Enter to the nearest tenth of a point the profit or fee percentage
proposed by the contractor.

(o) Item 14, Estimated Amounts Negotiated.
(1) Enter in the Item 14 spaces the estimated cost as

14a and the estimated profit as 14b. These entries shall be to
the nearest whole dollar; do not show cents, or make entries in-
volving the cents positions. For example, $268,035.54 shall be
entered at $268,036, and not as $268,036.oo; $200,500.49 shall be
entered as $200,500. Enter in the Item 14c space the percentage
derived by (i) dividing the entry in 14b. by the entry in 14a. to
four decimal places, (ii) multiplying the result by 100 and (iii)
rounding to the nearest tenth of a point.
For example:

$ 5, 000 (Cost) = 14.28% which would be entered as 14.3%.
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(2) If the capital-employed method was used, enter in

Item 14d the percentage derived by dividing i4b by 12a(5) to four

decimal places, multiplying the result by 100 and rounding to

the nearest tenth of a point. For example:

$ 55,000 (profit) x 100 = 42.31%
$130,000 (capital)

which would be entered as 42.3%.
(3) Enter in Item l4e, in nearest whole dollars, any 'Profit

Factor for Additional Contractor Investment' included in Item 14b.

See Item II of this DPC for an explanation of this factor.

(4) The cost and profit entries in Item 13 shall reflect the entire re-

portable amounts negotiated in the contractual agreement rather than mere-

ly the portions obligated. Thus, "total package" and other awards con-

templating incremental funding shall be reported at total negotiated cost

and profit at the time of initial award, rather than at the amounts initially

obligated. However, amounts applicable to options for additional quantities,

shall be excluded from the Item 13 entries unless and until the options

are exercised. When options are exercised, a report shall be submitted on

the action.
(5) For indefinite delivery type contracts, the amounts reported

shall reflect the best estimate of the annual requirement.
(6) For CPAF contracts (Code R in Item 10), Items 13b and 13c

shall not include any portion of the award fee to be determined at con-

tract completion. Therefore, the profit/fee percentage in Item 13c should

reflect the minimum percentage to be received by the contractor.

(p) Item 15, Date Submitted. Enter the date when the purchasing
office submitted the DD Form 1499.

(q) Item 16, Type Name and Signature of Contracting Officer or

Representative. Self-explanatory.
(r) Item 17, Telephone Extension. Enter the telephone extension

of the person whose name appears in Item 16.
(s) Remarks. Asterisk any unusual entries, and explain on the

back of the DD Form 1499. For example, a negotiated profit or fee

(Item 14.c.) that is lower than the government objective (Item ll.f.

or 12.e.) or higher than the contractor's proposal (Item 13) should

always be explained.
(t) If any entries are made in Items 12 and 14d for capital-

employed, see the additional reporting requirements of ASPR 3-808.7(1).
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REPORT OF INDIVIDUAL CONTRACT PROFIT PLAN
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ITEM II - PROFIT FACTOR FOR ADDITIONAL CONTRACTOR INVESTMENT

Item I of DPC 96 was published pending the development of the policy

established by Item I of this DPC (3-508.7). This Item II supersedes

Item I of DPC 96 and pen and ink changes thereto in DMCs 100 and 102.

The added profit factor for additional contractor investment shall

continue to be used in the negotiation of certain contracts meeting the

following criteria:

a. the contractor is not a small business concern 
(the costs of

small business concerns were not increased by DPC 94);

b. the contract contains a revised payments clause as set forth

in E510.1 -- Progress Payment for other than Small Business Concerns

(1972 Jan); 7-203.4 -- Allowable Cost, Fixed Fee, and Payment (1972 Jan);

7-203.4 -- Allowable Cost, Incentive Fee, and Payment (1972 Jan);

7-802.4 -- Payments of Allowable Costs Prior to Definitization of Con-

tract (1972 Jan); or 7-901.6 -- Payments (1972 Jan);

c. 3-808.7 is not applicable, or the historical data method of

calculating operating capital (3-808.7(e)(2)a) is utilized; and

d. the contract is priced on the basis of cost analysis.

The added profit factor shall be reflected in line 
14e of DD Form 1499.

INSTRUCTIONS TO CONTRACTING OFFICERS

1. Negotiate the contract price in the normal manner. For incen-

tive contracts, however, do not negotiate the sharing arrangement until

final target profit or fee is negotiated in step 4 below.

2. Calculate an offset for the contractor's costs created by the

new cash disbursement payment policy. To do this, add the estimated cpsts

for purchased parts, subcontracted items, and raw materials (including-

materials purchased for this contract by other divisions) and multiply

the total by a factor of o.8q!.

3. Calculate an offset for contracts negotiated with contractors who

have been receiving progress payments or cost reimbursements on a weekly or

more frequent basis but now, as a result of the changes in contract financ-

ing policy, can be paid no more frequently than once every two weeks. To

do this, multiply the total estimated contract cost by a factor of 0.07%.

4. Add the sums developed under paragraphs 2 and 3 above to the

previously negotiated (i) price of firm-fixed-price, fixed-price with

escalation and fixed-price redeterminable contracts, or (ii) target profit

of fixed-price incentive contracts, or (iii) fee of cost type contracts

(base fee of CPAF contracts).
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ITEM V--RESTRICTION ON R&D CONTRACTING WITH FOREIGN SOURCES

Section 744 of the Defense Appropriations Act for FY 1973 (PL 92-570)
provides that no funds appropriated for the Department of Defense are
available for entering into any contract or agreement with any foreign
corporation, organization, person, or other entity for the performance
of research and development in connection with any weapon system or
other military equipment for the Department of Defense when there is a
United States corporation, organization, person, or other entity equally
competent to carry out such research and development and willing to do
so at a lower cost.

The above provision does not change the rules for the selection of re-
search and development contractors set forth in Section IV, Part 1 of
ASPR (see in particular 4-102 and 4-106). However, when a U.S. and a
foreign source are considered equally competent, the contracting officer
will make a determination as to which of the sources will provide the
services required at the lowest estimated cost to the Government.
Criteria for evaluating cost estimates are contained in ASPR 4-106.5.

ITEM VI--PURCHASES FROM COMMUNIST AREAS

6-401.2 Delete Rumania from list of communist areas.

ITEM VII--APPENDIX F200.1195 - CONTRACTOR'S REQIEST FOR
PROGRESS PAYMENT

DD Form 1195. From item 20a of instructions delete "Unless a specific
basis is prescribed by the Contracting Officer."
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Mr. SHILLITO. I would only conclude my remarks, Mr. Chairman,
by saying that, as you know, appearing before this committee has
not always been necessarily one of my more enjoyable experiences. At
the same time, I have found that the opportunity to be with you. At
least it has always been very stimulating. I am also proud of the
people I have with me today.

I will make one other comment on the subject of profits, I have a
chart that I would like to show you. The reason I present this chart
is that this so-called "profiteering industry" has to be brought into
perspective every now and then. The only reason that I think maybe
this particular chart might be interesting is that Mr. Burress of the
Renegotiation Board was kind enough to just give me their 1972
figures.

Chairman PROXMIRE. Is that the same chart we saw a year ago?
Mr. SHTLLITO. No, sir; it is not the same chart, Mr. Chairman. It

so happens that profits in 1972 have gone down to about half of
what they were last year, so it is a "new indoor record," Mr. Chair-
man.

The total profits on the part of all companies that were profitable
add up to something like $993 million and the total losses of all
companies experiencing losses was $575 million. Total profits when
you subtract the losses come out to something like $418 million.
Again this is Renegotiation Board pre-tax data, so you can take half
of the $418 million and you end up with an after-tax profit of
about 0.65 percent. Pretax profit is 1.34 percent. Is that not correct,
Mr. Malloy? I think that is what it is.

At any rate, I would only say that while our policy is not
intended to raise profits, our policy is intended to bring about
greater consideration for capital and motivations with regard to
contractor as capital-related profits. Based on Renegotiation Board
data, Mr. Chairman, this is not a profiteering industry. We can go
into profits, the ECI and TCI and the rest.

I apologize for running past your gong, sir.
Chairman PROXInRE. Not a bit, you had a great deal to cover and

perhaps my letter was unfair in asking you to cover so much. You
did a brilliant job and I think your statement is most helpful to us.

Mr. SHILLITO. Thank you.
[The prepared statement of Mr. Shillito follows:]

PREPARED STATEMENT OF HON. BARRY J. SHILLITO

Mr. Chairman and Members of the Committee, I appreciate the opportunity
to appear before the Joint Economic Committee once again. Your letter of 30
November 1972 indicated that the Committee is interested in discussing several
of our procurement policies and practices as related to the acquisition of
major defense systems. My statement will cover the items mentioned in your
letter. Historically, most of the areas you would like to discuss have caused us
problems. There have been problems in our handling some of these areas, and
I am sure some problems will surface in the future in spite of our best efforts
to prevent them. Nevertheless, we have moved vigorously to correct shortcom-
ings revealed by our own internal reviews as well as those that are brought to
our attention from outside the Department. It should be emphasized that most
of our shortcomings are highlighted as a result of our own reviews. This in-
cludes several of the areas you will probably want to discuss. Conducting re-
views and correcting deficiencies in an organization the size of the Department
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of Defense (DOD) is a never ending task. Recognizing this fact, I want to
assure the Committee that the Department of Defense has moved and will con-
tinue to move vigorously to improve our policies and their implementation.

Before discussing the several specific topics which you identified, I would
like to cover briefly a few items that are often overlooked in connection with
defense expenditures. As has been true for the past several years, the national
defense budget continues to reflect the substantial shift in our priorities from
defense to civilian pursuits. In current dollars, defense spending has risen
$24.7 billion since 1964. Other Federal spending has risen $103 billion. State
and local spending has risen $113 billion.

Defense spending as a per cent of the Gross National Product will amount
to 6.5% in FY 1973 compared to 8.3% in the prewar year of 1964. This is the
lowest per cent of GNP in the past two decades.

In addition, the per cent of our budget that is devoted to manpower costs
has increased significantly, for example, in FY 1964 we spent 43% of our
budget for these costs while in FY 1973 this will be 56%. We cannot afford to
allow this shift to continue.

All of these changes have placed great pressure on the Department to make
the most of the funds that are made available by the Congress for the acquisi-
tion of major defense systems. Many of the actions we are taking to improve
our acquisition policies and their implementation are the result of this envi-
ronment.

MAJOR DEFENSE SYSTEMS ACQUISITION

During the past four years, the Department of Defense has instituted sub-
stantial changes in its policies for the Acquisition of Major Defense Systems.
These broad policy changes were formalized in DOD Directive 5000.1, issued in
July 1971 after 2y2 years of study. The major areas of change are the require-
ments for: prototype competition, reduction of concurrency, designing to cost,
and increased operational test and evaluation prior to the production decisions.

Any objective look back over the past four years must conclude that sub-
stantial accomplishments have been made in our defense systems decision
making process. Let me summarize a few highlights.

The Development Concept Paper (DCP) has been broadened and become the
primary management tool for controlling the orderly development and acquisi-
tion of defense systems. For this reason, the DCP is now called the Decision
Coordinating Paper. First. as a decision device, it identifies the major issues
with their pros and cons, reflecting all the major challenges to the proposed
program for review by the Secretary of Defense. Subsequent to the decision by
the Secretary, the DCP becomes the "contract" between the Service and the
Secretary of Defense. A breach of this "contract" is cause for review of the
program, and possibly a revised decision.

The Area Coordinating Paper (ACP) furnishes a broad look at over-all
areas, e.g., Fleet Air Defense, and examines the threat, problems, and solu-
tions. Recommended solutions and over-all plans permit logical decisions on
individual defense systems. Ultimately all DCPs will be in support of ACPs.

The Defense Systemns Acquisition Review Council (DSARC), now widely
known as the DSARC, serves as an advisory body to the Secretary of Defense
on major defense programs when program decisions are necessary. It also con-
ducts management reviews on these programs. Reviews by the DSARC provide
a forum for open discussion of issues and alternatives to ensure that the
advice given to the Secretary of Defense is as complete and as objective as
possible. Thus far, approximately 60 major defense systems have been
reviewed by the DSARC.

The Cost Analysis Improvement Group (CAIG) was organized as a sub-
group to the DSARC. This group is responsible for: (1) developing uniform
criteria to be used by the Services in preparing program cost estimates; (2)
monitoring and assisting the Services in establishing independent cost estimat-
ing capabilities, and (3) reviewing the program cost estimates of the Services
so as to provide the DSARC with an assessment of the adequacy of the cost
data submitted.

Adequate Test and Evaluation (T&E), starting early in the acquisition proc-
ess, insures that long-range commitments are not undertaken until concepts
and hardware designs have been validated. Readiness to move forward' at each
subsequent milestone is required to be substantiated by Test and Evaluation.
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These policies provide for a process of incremental acquisition. That is, deci-
sions are made sequentially to permit each individual system to proceed
through go no-go gates along the development path only when it has been
established that the previous step has been completed successfully or that a
high degree of technical confidence has been reached.

Total costs are a paramount concern from the inception of the program-in
fact, cost has been made a design parameter. The initial decision to start
development will be made only if estimated total costs of development, acquisi-
tion, investment and operation of the projected system are commensurate with
the projected performance and also are affordable within realistic budget con-
straints. During the development process, cost will be the priority target for
the designers.

In our incremental acquisition strategy, we have moved from the past prac-
tice of basing decisions on paper studies and analyses to basing them on hard-
ware demonstrations. This demonstration is in the form of system and equip-
ment prototypes, such as the AX, the lightweight fighter, the advanced attack
helicopter, the surface effects ship and other recent programs. Largely, these
are competitive hardware prototypes. Some cost reduction is achieved via the
force of competition. There is an incentive to the participating contractors to
keep costs down and performance at the highest level within the cost con-
straint in order to be selected as the source to proceed with the subsequent
production contract.

Thus, through the use of the incremental approach, coupled with the
increased use of prototypes and hardware demonstrations, we believe we will
greatly reduce the degree of concurrency in system programs. This approach
should provide a measure of cost control by reducing the potential for subse-
quent technical problems with their corresponding increases in cost.

I feel that the present policies are sound and they are enabling us to move
forward successfully into areas that previously had been difficult to manage.
Our future endeavors are being directed toward effective implementation of
these policies.

I would like to turn now to an area that we are emphasizing to a much
greater degree than heretofore. We call this the "Design-to-Cost" concept. DOD
Directive 5000.1, mentioned earlier, states:

Cost parameters shall be established which consider the cost of acquisition
and ownership; discrete cost elements (e.g., unit production cost, operating
and support cost) shall be translated into 'design to' requirements. System
development shall be continuously evaluated against these requirements with
the same rigor as that applied to technical requirements. Practical trade-offs
shall be made between system capability, cost and schedule. Traceability of
estimates and costing factors, including those for economic escalation, shall be
maintained.

This policy introduces two points-design to and trade-off8. The traditional
roles of price and performance are reversed; production unit price is fixed
while performance is made a variable. Performance and schedule will be sub-
ject to trade-offs in order to meet the design-to production costs. In the past
the designers paramount consideration has been to meet performance require-
ments with insufficient regard to producibility or production costs. The objec-
tive of "design-to-cost" is to require the engineer to consider the impact of
design alternatives on the production costs and the operating costs.

In implementing this policy, cost control is crucial. It is necessary, therefore,
that advanced technology be used deliberately to hold costs down-not to add
performance at any price. It is necessary also that techniques of estimating
the unit procurement and lifetime costs of systems be improved. It is neces-
sary to set realistic cost ceilings and attempt to stick to them.

All this, while difficult to execute, is reasonable. We are applying this
approach to a few new development programs, and some are far enough along
to give us confidence we are on the right track. Of course, one of the difficult
but crucial elements in this new approach is how one sets cost ceilings.

One area of particular concern has been in the field of electronics with its
high, and rising, unit costs with low field reliability. Among the answers to
this problem has been designing to a price, standardization, and supplier
responsibility for field reliability.

The Department of Defense has initiated a study for cost reduction, now
being conducted as the first part of a two year plan for low cost electronics.
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This study is being conducted by distinguished research corporations, selected
industry participants, and Government agencies, under the coordination of one
research agency. The program is being directed by a steering group chaired by
Doctor Foster. This joint DOD and industry effort is tasked to examine the
overall process of requirements, specifications, development and acquisition;
determine the effect of R&D on production costs, installation costs, support
costs, maintenance requirements and cost, and equipment availability; and rec-
ommend procedural and institutional changes that will reduce cost and
increase effectiveness of DOD electronics.

Some of the specific areas of interest under consideration by this group are:
the possibility of institutionalizing the process whereby requirements are
traded off with capability and cost, parametric cost estimating-whether it will
work and whether other methods are available; how to motivate systems
developers to have equal concern for cost, reliability and performance; impact
of design-to-cost and design trade-offs on avionics cost-of-ownership; and possi-
ble application of failure-free warranty as in commercial practice.

The military departments have several price-limited prototype development
programs now in process. In addition, there are Army lab and field tests being
conducted of functionally equivalent commercial and military specification
avionics equipment.

The second year of the program envisions DOD coordination of the recom-
mendations developed by the study for cost reduction. Prototypes will be initi-
ated for the next generation equipment requirements to include a specification
on production cost; and incentives to military and industry for low-ownership
costs.

While the thrust of the "design-to-cost" policy is to reduce production cost
and life cycle costs through the design to-tradeoff concept, it does not replace
our other efforts to control costs. Cost reduction which can be achieved with-
out degradation of performance will continue to be aggressively pursued. New
manufacturing methods, labor saving devices, cheaper materials, simplified
designs and other ideas all will be continuously considered and exploited. Con-
tractors will continue to be encouraged to use their ingenuity to achieve cost
reductions through value engineering and other contract incentives. In addi-
tion, we are making increased use of "should cost" techniques with which your
Committee is quite familiar.

I have just described to you our current activities governing major defense
system acquisition. the current decision making process, and some of the main
areas in the acquisition process where we are attempting to apply incentives
to control cost-not only in our contractual relationships with industry but
internally within DOD as well.

One of our priority areas of concern for many years has been to find ways
to cope with rising costs and to keep programs reasonably within a budget
figure. When we think of incentives, I am sure most people have in mind
incentive provisions in contracts, the objective of which is to induce the con-
tractor to cut costs and correspondingly increase his profit. This is a rather
narrow view. Incentivizing contractors is only a small part of the total DOD
and Industry incentive picture. There is only a limited amount which a con-
tractor can save. In fact, the amount available for defense hardware is
directly affected by our ability to control our other more consequential costs.
DOD, as the buyer, has an incentive, because of reduced budgets and rising
internal costs to insure the control of all our costs, and, in fact, to eliminate
our nonessential costs. If we can't do this job properly, our needed force size
will suffer and we just can't allow this to happen. The things which I have
discussed are the result of that incentivizing. We are still a long way from
achieving a perfect system. There is much work yet to be done to improve the
techniques I have described and to ensure that they are adequately imple-
mented and properly applied. I am convinced that we are moving in the right
direction and that the steps Defense is taking do face up to its responsibility
to provide an adequate defense within reasonable cost limits.

PROGRESS PAYMENTS
Next, I want to discuss some of the particular areas you asked about, start-

ing off with progress payments.
Progress Payments are an essential element of Defense procurement. It is a

long-standing DOD policy to provide progress payments when reasonably
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needed for the prompt and efficient performance of our contracts. Many
defense contracts, in fact most contracts for complex hardware, involve
extended periods of performance and large investments of funds before any
deliveries and billings are made. Furthermore, interest is not an allowable
expense under defense contracts. Thus, without progress payments, very few
contractors would have the financial resources or working capital to perform
defense work. Accordingly, it is in the government's interest to make progress
payments. They are a useful working tool which broaden the base of compa-
nies able to compete for defense business, and make possible a volume of pro-
duction that could not otherwise be accomplished. As you know, similar pay-
ments are sometimes used in other segments of our society for the
procurement of major items involving significant cost or long time periods for
production.

As you may know, the development of DOD progress payment policy is the
responsibility of my office. I am assisted in this matter by the Contract
Finance Committee, which is an inter-Departmental group composed of a pro-
curement representative from my office, a finance representative from the Office
of the Assistant Secretary of Defense (Comptroller), and two representatives
(procurement and finance) from each of the Military Departments and DSA.
The Committee, chaired by my delegate, also receives technical assistance from
the Defense Contract Audit Agency and OSD General Counsel's office.

The Contract Finance Committee, created in 1950, formulates policy which is
transmitted via Appendix E of the Armed Services Procurement Regulation to
the operating agencies and Departments.

The responsibility for proper implementation and administration of progress
payments policy rests with the Military Departments.

Changes in Progress Payment Policy
During the past year at least four major improvements have been made in

our financing policy as it relates to the reimbursement of costs on cost-type
contracts and the payment of progress payments on fixed-price-type contracts.
These are: 1) payment only on the basis of cash disbursed by the contractor
for purchased material and subcontracted items; 2) uniform biweekly pay-
ments; 3) elimination of the alternate method of recoupment or liquidation of
progress payments until cost and profit trends are known; and 4) more accu-
rate data-gathering on the status of progress payments. I believe the changes
in contract financing policy will reduce some of the inequities of the past,
decrease the level of government provided financing and ensure that all con-
tractors have a greater cash investment in their work-in-process inventory.

These substantive changes, which apply to all contractors other than small
business concerns, were made applicable to new contract solicitations issued on
or after 1 January 1972. The details of the policy changes were described in
Defense Procurement Circular No. 94 dated 22 November 1971, later incorpo-
rated in the Armed Services Procurement Regulation through Revision 11.
Appropriate changes were also made to recognize the changes in the payment
clauses for both cost and fixed-price-type contracts.

Foremost among the changes introduced in contract finance policy was a
requirement that contractors (other than small business contractors) pay their
vendors and subcontractors for direct material and subcontract cost prior to
billing the government for these charges. The effect of this policy change in
these cases is to require direct material and subcontract costs to be handled on
a "cash disbursed" basis rather than on an "accrued cost" approach. There has
been no change relative to small business companies which are still provided
progress payments on the "cost incurred" basis.

The policy providing for uniform biweekly payment for all contractors
standardizes the Department of Defense position and eliminates the varying
payment practices which in the past have permitted paying some contractors
more frequently than others. We believe the new approach will also reduce the
administrative cost to DoD.

Looking at the other end of the cycle, several questions arise. How do you
recoup progress payments and apply the amounts paid to the price of the units
procured and delivered? Do you recover them over a specific time frame? Do
you recover them on a proportional basis? Do you pay part or all of the profit
due when the items are delivered, unit by unit? The intricacies of the various
methods of recoupment are complex and not easily understood by the layman.
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There have been several methods used over the years since no one method
seemed entirely suitable for every case. The usual method employed to recoup
progress payments closely parallels the basis on which payments are made.
This method, referred to as the "Ordinary" method of liquidation, delays the
payment of practically all profit until the final delivery of the last item on the
contract. Another method, called the "Alternate" method, allows the contractor
to be paid profit on each item as it is delivered to the Government. Our regu-
lations have been changed to curtail the use of this latter method unless spe-
cific conditions are met. The effect of this change is to require contractors to
establish actual cost and profit trends prior to recovering a portion of the
profit on deliveries under the contract, rather than base recoupment on the
negotiated rate of profit.

You recognize I'm sure that it is extremely difficult in an ongoing contract
to determine the unit cost of each item delivered and the value of the work-
in-process inventory every few days or weeks. As a matter of fact, it is incon-
veivable to me that any accounting system or technique can be sufficiently
precise to reflect this data on a current unit basis. Where the contractor's
accounting system uses either actual historical or standard costs, such costing
can only be done, realistically on a "lot" basis. Start-up, preproduction, tooling,
labor efficiency variances-are all heavy initial burdens in any weapon system
program. This, coupled with development costs, must result in certain arbi-
trary allocations to develop unit costs. In these situations, contractors, using
sound judgment, may allocate costs between delivered items and work-in-proc-
ess items differently. In order to constrain this judgmental area, Defense regu-
lations permitted the use of actual cost, actuals plus cost estimates, or target
costs in determining the cost of delivered units. In some cases such as in a
tightly priced contract, this last method may have provided a temporary finan-
cial advantage to a contractor. The eternal optimism of the American business-
man is that the worst is always behind him and the best (i.e., the most prof-
itable) lies directly ahead. In many major contracts, however, the contract
costs and possibly losses are not known until the contract nears completion.

Our Internal Auditors questioned the use of the "target cost" method for
handling recoupment of progress payments and recommended that it be
deleted. We examined this matter very carefully and concluded that the recom-
mendation was a sound one and that it should be adopted. When the DD 1195
Form was revised in April 1972, this method was removed.

An additional change was introduced to improve our data gathering mecha-
nism for requesting and reporting the status of progress payments. Where two
forms were previously required, we have been able to cut down the paperwork
by consolidating the two forms into one modified version serving both pur-
poses. We believe this consolidation will materially assist us in obtaining more
accurate data on the status of progress payments.
OSD Internal Audit Report on Progre~s Payments

You recently requested copies of an internal audit report dealing with the
subject of progress payments. As we stressed in our transmittal letter to you,
such unbridled technical evaluations are essential if we are to continue to
improve the management of this phase of Defense procurement. I believe that
it is important to note that the audit report issued by the Office of the Depu-
ty Assistant Secretary of Defense (Audit) reflects principally on the proce-
dural matters of applying and administering progress payments. The report
highlights the fact that the Auditors noted incorrect interpretations of regula-
tory guidance and faulty mathematical applications which tended to compound
the errors discovered.

As I have explained, the subject of progress payments is a highly complex
one Involving sophisticated financial procedures. To completely understand and
adequately administer this area requires training and experience. While I do
not believe we should become involved here with the various complicated pre-
cedures and minute technical details of progress payments, I think it is vital
to point out that the findings in the audit report should not be interpreted as
indicating a loss of substantial funds to the U.S. Government. Unless we are
careful, this misunderstanding can esaily be caused. In essence, it should be
clearly understood that the deficiencies noted did not result in the.payment of
any significant amounts that would not have otherwise been paid at some fu-
ture period to the contractor. In some cases payments were premature and in
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other cases the amounts paid were the result of misinterpretations of adminis-
trative guidance. We have taken action to correct these situations and we will
continue to stress the need for each Department and Agency to closely monitor
this important aspect of procurement policy.
Over-all Decline in Progre8s Payment8

During the past four years, we have seen a steady downward trend in the
over-all amount of progress payments outstanding. The following table shows
progress payments outstanding by Military Departments at the end of fiscal
years 1969-1972:

TABLE 1.-PROGRESS PAYMENTS (COST BASED PLUS SHIPBUILDING) AMOUNT UNLIQUIDATED (OUTSTANDING)

[In millions of dollarsl

June 30, 1969 June 30, 1970 June 30, 1971 June 30, 1972

Army- 875 943 718 494
Navy- 2, 386 2,370 2,169 2,040
Marine Corps -10 12 6 6
Air Force - 4, 027 4,613 2, 516 1, 845
DSA -9 9 13 10

Total cost based -7, 307 8,027 5,422 4, 395
Navy-shipbuilding -2,156 1,814 2,301 2. 648

Total -9,463 9,841 7,723 7,043

You will note from this table that on June 30, 1969 the total amount of
progress payments outstanding was $9.463 billion. By June 30, 1972 this sum
had declined to $7.043 billion, a decrease in total dollars outstanding of
approximately 25% during the three year period. The largest decrease during
this period is attributed to decline in cost-based progress payments which on
June 30, 1969 were $7.307 billion. By June 30, 1972 this category had been
reduced to $4.395 billion, a decline of almost $3 billion during the above
period. From 1969 to 1972, Navy shipbuilding progress payments outstanding
rose from $2.156 to $2.648, reflecting the growth of the Navy's procurement
program for ships. We anticipate that this figure will be reduced when deliver-
ies begin on the major vessels presently under construction; then it should
rapidly decline as ships are delivered to the fleet.

In summary, we believe that during the past few years significant progress
has been made in the improvement of financial controls and the administration
of progress payments. Technical audit evaluations such as that rendered by
the Deputy Assistant Secretary of Defense for Audit have been valuable tools
in helping us gain better control and improve our financial management of
contract operations. We have been our own severest critics in this area.

As a closing comment on the subject of progress payments, I want to make
it clear that we are talking here only about fixed price type contracts. Pay-
ments are made in a similar manner under cost-reimbursement type contracts,
i.e., periodic payments on the basis of costs incurred. However, they are not
considered unliquidated payments which are later liquidated by deliveries of
hardware at a specified billing price. Payments under cost-reimbursement type
contracts are considered as reimbursement for work performed as of each bill-
ing period. Progress under such contracts, by their very nature, is generally
not measurable in terms of line items or discrete elements. Rather, it is meas-
ured only by costs incurred against an estimated total cost to achieve a con-
tractual objective.
Industrial Plant Equipment

When I appeared before the Committee last year I was pleased to be able to
tell you that we had been able to selectively reduce the amount of industrial
production equipment in the possession of contractors by 25% in the last two
years. I am again pleased to state that this reduction Is continuing. By 30
June 1972 the acquisition value of industrial plant equipment in the possession
of contractors was down by 37% when compared to 30 June 1968. We had
actually expected to do better than this. The naval blockade of Haiphong
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harbor and increased use of naval vessels to shell land bases in Southeast
Asia as well as the increased aerial bombardment in North Vietnam required
us to keep production of naval gun ammunition and air munitions at a high
level. When this is no longer necessary we may be able in an orderly manner
to make further significant reductions in the amount of Government-owned
plant equipment in the possession of these type contractors.

In March of 1970 the Department of Defense instituted a program for the
phase-out of Government-owned industrial facilities in the possession of con-
tractors. This program was initiated at a time when we had to plan for indefi-
nite continuation of support of our Armed Forces in Southeast Asia. It gave
contractors three years to submit a phase-out plan and five more years to com-
plete it. Last year I reported that, as of 31 December 1970, 111 phase-out
plans had been submitted and approved and that approximately 700 more were
in process of review. By 30 June 1972 a total of 461 phase-out plans had been
approved. We have had to slow down this program for what I consider to be
very valid reasons. First, with the phase-down of U.S troop support in Viet-
nam we no longer want to give contractors up to a total of eight years to
return our equipment. We want it back much sooner than that. Most of the
equipment in the 37% we have had returned since 1968 was recalled without a
phase-out plan. Secondly, our industrial preparedness planning has resulted in
the identification of instances where it is essential that the Government equip-
ment remain in the contractor's plant to assure the capability for quick
response in the event of a national emergency. For this latter reason, we have
granted exemptions from phase-out plans to 20 contractors to retain in their
plants a total of 66 items with an acquisition value of about $1.3 million.

In the past, you have expressed interest in the comparability of Government
rental rates for plant equipment with those of commercial leasing firms. As
you know, these rates were increased in 1968 to slightly exceed commercial
rates. Nevertheless, in May of 1971 we requested the Office of Emergency Pre-
paredness, which is responsible for setting the rates, to review them to deter-
mine whether they still were comparable to commercial rates. After a review
of the matter, we were advised by OEP that the rates were still generally
comparable to commercial lease rates. We are still not happy with our current
system of charging rent which involves considerable bookkeeping and surveil-
lance with attention being given to amount of utilization, commercial use of
the equipment and similar factors. For this reason we are having a study
made of the whole system to see if we can't find a better way to do it. This
study is now underway.

A closely related matter is the number of Government plants owned by the
Department of Defense. In 1954 we owned 288 plants. Last May I told you the
number had been reduced to 189 and I am pleased that the number is cur-
rently down to 183. Twenty-two (22) of these are inactive. In view of recent
economic conditions it has been difficult to sell these plants which are generally
big and expensive. Negotiations are underway, however, to try to sell several
more and we are hopeful that they will be successful.

An important consideration in removing our equipment from contractors'
plants is the need to be able to get back into production quickly in the event
of future demand for support of our armed forces. In some instances it is nec-
essary that the equipment remain in place ready for use in such an emergency.
Even under these circumstances it is not necessary, however, that the Govern-
ment own the equipment if we could be assured that it would remain available
for defense production. Under existing authority if we sell such equipment it
must be by public sale and thus we have no assurance of its future availabil-
ity. Last year I mentioned that legislation was pending in Congress which
would authorize sales to the contractor possessing such equipment when avail-
ability of the equipment for future defense production would be assured. This
legislation passed the House of Representatives but was not acted upon by the
Senate prior to adjournment. We understand this legislation will be reintro-
duced in the next Congress. If it is enacted it will be of great assistance in our
effort to reduce Government ownership of industrial plant equipment. It will
also assit in reducing our problems of surveillance and management control.

In summary the management of our industrial plant equipment is difficult
and complex. We must see that the items needed to support our armed forces
as well as adequate war reserves to assure national security are available.
Furthermore, we must do this at the lowest possible cost. We are attempting
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to obtain these supplies in the fairest possible manner to both the taxpayers
and to industry with due concern to such things as small business interests as
well. Our overall objective remains to reduce the amount of Government-owned
facilities in the possession of contractors without endangering the capability of
the country to defend itself. I think the figures indicate that we are succeed-
ing.
Industrial Preparedness

The Department of Defense, has long been concerned about the impact the
downturn in Defense expenditures was having on defense-related industries.
The disappearance of production capability for Defense in terms of skills and
people has serious implications not only for industry and the economy as a
whole but also for Defense readiness in terms of preparedness planning. In
November 1970, we made a study of production curves on a national level
before, during, and after the Vietnam buildup. We were able to depict those
industries whose declining Defense expenditures do have a tremendous effect
on employment and those industries that can maintain relative stability in the
face of a declining Defense budget. The direct result of viewing and analyzing
these trends led us to conduct an in-depth study of our plans and policies
relating to industrial preparedness-that is, ensuring the availability of ade-
quate U.S. industrial production capability to satisfy Defense mobilization
requirements. As a consequence of this study, we are placing greater emphasis
on industrial preparedness measures to assure retention of sufficient capacity,
when possible, to serve as a springboard for recreating the production base
necessary to meet emergency or mobilization requirements. These measures
include planning with industry for mobilization production and the lay-way
and maintenance of industrial facilities no longer needed to support current
Defense procurement but required to meet DOD mobilization requirements.
With respect to long leadtime, high unit-cost major weapon systems such as
aircraft and ships, the decision to retain these type of facilities in stand-by is
made on a case-by-case basis whenever current production is completed. These
decisions take into account considerations such as: (1) estimated one-time and
annual recurring costs to retain the facilities in question; (2) estimated time
and cost, if disposed of, to reconstitute that production capacity in event of an
emergency; and (3) proposed actions and related costs to insure adequate sub-
contractor support for the production facility being proposed for retention.
Government Policy Be Aero8pace Industry

The long range implications of government policy with respect to the
aerospace industry has not been an area of primary responsibility for the
Department of Defense. At the same time, we naturally have been concerned
with the health of the aerospace industry in that it is so closely tied to our
Defense industrial base needs.

We appreciate that this industry has received more than its share of criti-
cisms. At the same time, we were impressed with the manner in which this
industry, under severe international competition, has been able to hold its own.
As you know, it has exports today in excess of $4 billion and, in fact, is the
single largest area on the positive side of our balance of payments ledger. We
believe it is important that our country attempt to maintain this trade posi-
tion. We are also concerned with the cost implications as regard this industry,
in that to maintain the trade position that we presently enjoy on the commer-
cial front, some serious consideration may have to be given to modifying the
capital structuring for future commercial aircraft. Unlike the past, the risk cap-
ital in the commercial aircraft business is of such a magnitude that very few
companies will be willing to take the required gamble.

I would urge, however, that in discussing this total subject, you call on
others from the Executive Branch, i.e., Treasury, Commerce, Transportation,
etc., to discuss this very important subject with the members of your Commit-
tee.

PROFIT

The last area I want to cover is profit. We have always considered that
profit is a basic motivating force in a business enterprise, and our policy is to
harness that motive to the greatest extent practicable in defense procurement.
Thus, many of our procurement policies are developed with this in mind. Cer-
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tainly, all of the things I have talked about here today can Impact a contrac-
tors profit-things such as his ability to design and manufacture to a given
cost, to meet performance requirements without overrunning costs, to be more
efficient in his manufacturing operations, to take advantage of progress pay-
ments without abusing them, and so forth. So, I think it is fitting to conclude
with a discussion of changes being made in our profit policy-changes intended
to encourage greater capital investment by our contractors.

We have taken a number.of steps directed at increasing the capital invest-
ment required of defense contractors. Modification of contract financing policy
discussed earlier is one of those steps. Another Is the gradual reduction in the
amount of government industrial plant equipment provided to contractors. A
further step has been examination and planned revision of DoD profit policy
to make it consistent with the increased investment objective.

History
This Committee Is familiar with many of the major milestones in our exami-

nation of profit policy. In 1965 the DoD studied the question of the allowabil-
Ity of interest as an expense. In 1967 a Logistics Management Institute study
concluded, as did the 1965 study, that capital investment must be considered in
the development of government profit objectives if there is to be sufficient
encouragement for contractors to invest in the facilities needed for the per-
formance of government negotiated contracts. In late 1967, we made the initial
effort to identify contractor capital and relate it to specific contracts. This
study revealed many fundamental problems of policy and mechanics. By 1969
various study groups had resolved the majority of these difficulties and DoD
moved to develop a wider historical data base on which to test the improved
methodology. The vehicle for doing this was a statistically representative
sample of 165 contracts taken from the Fiscal Year 1970 negotiated procure-
ment universe. Developing the sample, gathering data, and analyzing it took
place throughout 1970 and 1971. During this same period the General Account-
ing Office study of defense industry profits was conducted and published, with
recommendations for the consideration of contractor capital investments in the
development of pre-negotiation profit objectives.

Profit and Investment
As background it is useful to discuss briefly the financial or economic moti-

vation of contractors. While I do not think the profit motive is the single
factor that makes certain companies seek defense contracts. I do feel that
profit considerations often drive individual Investment decisions in defense ori-
ented companies equally as much as they do in non-defense oriented compa-
nies. Profit considerations may not be the only considerations in individual
investment decisions faced by defense contractors, but I believe this considera-
tion to be one of the most dominant ones.

If one accepts profitability as a dominant factor In individual investment
decisions, it follows that contractors will seek defense business if it will favor-
ably affect their profits.

I think that most will agree that while the fundamental profit motivation is
to increase dollars of profit, most American corporations seek to maximize
their profit on capital. I do not think it is an over-simplification to say that in
making investment decisions, the defense industry, like non-defense industry,
seeks to maximize profit on capital.

This basic profit motivation contrasts with the Department of Defense profit
policy which historically has focused upon profit measured in relationship to
costs. This is a marked difference. What Is required to make these perspectives
more comparable is for the Department of Defense to consider profit not only
in relationship to costs but also in relationship to the capital investment of the
contractor. Stated in an equation:

Profit on Capital= (Profit/Cost) X (Cost/Capital)
Industry seeks to maximize the left side of the equation and current Depart-
ment of Defense policies focus only on the Profit/Cost portion on the right
side of the equation. The missing link is the capital investment of the contrac-
tor.
Problems With Current Policy

The unsatisfactory results of this difference in perspective are twofold. The
first is that the current policy may discourage investment in cost reducing
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equipment by defense contractors. This has been pointed out several times in
previous hearings of this Committee, and I shall not do more than summarize
the problem. When the profit percentage is based on costs and does not reflect
investment, the contractor can increase profit on capital one of two ways: first
by minimizing investment, and second by increasing volume. In negotiated pro-
curement, the ability to increase volume is only tangentially controllable by
the contractor-the really important factor, the budget, is external. The only
really controllable alternative is minimizing investment.

A second, and very important, problem which to my knowledge has not been
described to the Committee is the matter of equity. Currently, the DOD develops
pre-negotiation profit objectives by use of the weighted guidelines. In my view
the guidelines are an excellent technique for considering most of the relevant
factors that must be considered to decide upon a profit opportunity on a specific
contract. The major consideration not presently included is the capital invest-
ment of the contractor. Its omission can have an adverse impact on the equity
of pre-negotiation profit objectives. In ourstudy of 1970 negotiated procure-
ment, we closely examined profitability as related to contract type. We found
that, when measured as a percentage of costs, profits had a reasonable pattern
that reflected the degree of risk among contract types. Firm fixed price (FFP)
profit objectives were higher than fixed price incentive fee which in turn were
higher than cost plus incentive fee (CPIF). Profit objectives on cost plus fixed
fee (CPFF), the lowest risk contract type, were the lowest of all. Such an align-
ment of profits with risk demonstrates, in our view, an equitable relationship
of profit opportunity.

However, when we expressed these same profits as a percentage of capital,
the apparent alignment and equity disappear. We found that the profit oppor-
tunities for cost plus incentive fee contracts, one of the lower risk contract
types, were higher than those for any other contract type. Profit opportunities
for the highest risk contracts, firm fixed price, while higher than cost plus
fixed fee on a profit to capital basis, were lower than several other types of
contracts.

Examination of profit objectives by product line disclosed similar inequities
in profit opportunity. The average profit objective was 8.7% of costs for
combat vehicles and 10.4% of costs for electronics and communications equip-
ment. When viewed as a percentage of capital, however, the profit objective
for combat vehicles was 22.5% and for electronics and communications equip-
ment, 21.4%.

It is our view that in most instances contracting officers have been lead to
the right conclusions by using our present weighted guidelines policy. However,
while the contracting officers may have reached the proper conclusion, they
had no mechanism to translate this conclusion into the proper rates. They,
unknowingly, may have awarded a high profit to the product line they con-
cluded should have had the lower profit. This situation, as well as the counter
intuitive alignment of profit and risk, is both unfair and counter to the goals
of our DoD procurement policy.

I have just described the two major problems of the current Department of
Defense profit policy for negotiated contracts. These problems are an out-
growth of our practice of not giving adequate recognition to the contractor
capital investment. Identification of the problems is not difficult The same
cannot be said for their solution. Quite clearly the solution to the problems
lies in the successful development of a mechanism to relate, either by a proc-
ess of identification or allocation, that portion of a contractor's investment to
be utilized for performance of the contract being negotiated. Such a mecha-
nism will allow the contractor to share with the government the benefits of
investment in cost reducing facilities. Additionally, it will give the contracting
officer a better basis upon which to judge the appropriateness of his pre-nego-
tiation profit objective. However, such a mechanism is extremely complex and
difficult to develop for effective use by large and decentralized organizations
such as the DoD procurement activities. Development requires making difficult
decisions on many fundamental issues about which men can and often do disa-
gree. Some of these decisions have made the Department of Defense profit on
capital test plan a subject of some controversy within recent weeks.

The proposed profit on capital policy which we are testing focuses upon the
uses of capital (operating capital, land, buildings and equipment) rather than
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the sources of capital (debt and equity). This feature of the policy reflects the
Department of Defense position that the assets supported by the financial
structure of a company, rather than the financial structure itself is our con-
cern. We view the decision regarding the method of financing as the preroga-
tive of management.

The profit on capital policy allocates capital to contracts rather than specifi-
cally identifying each asset with the contract being negotiated. This decision
reflects our view that a policy to consider contractor capital investment must
conform to the realities of accepted industrial practice if it is to be effective.
Cost accounting methods and management control systems do not account for
assets on a contract by contract basis because there is no management need
for such accounting. To require such identification, solely for the purposes of a
profit on capital policy would be nonproductive and would increase overhead
expenses to be paid for by the DoD. I mentioned last year that we cannot
afford an "administrative nightmare." Our test plan has this in mind. The fea-
sibility of allocation of capital to a contract is reinforced by the fact that allo-
cation has many precedents. Depreciation, the consumption of an asset, is allo-
cated to contracts through the use of the overhead rate. The next step,
allocation of the asset being consumed, is not a revolutionary idea.

In developing the proposed profit on capital test plan we relied upon existing
procedures to the maximum extent possible in developing allocation methodol-
ogy. From the outset, we were determined to develop a policy that accom-
plished our objectives and avoided additional administrative costs without
unnecessarily compounding the already voluminous documentation required of
defense contractors. In addition, it became apparent that detailed prior resolu-
tion of all allocation questions was virtually impossible. Therefore, the only
reasonable course has been to develop a procedure that is (1) flexible; (2) rel-
atively simple for contractor and procurement contracting officer to use; and
(3) lends itself to effective audit. The mechanics of the policy being developed
satisfy these criteria. As a result, we have an allocation process that creates
new procedures only where procedures do not now exist, and one that builds
upon existing overhead allocation methodology rather than creating a parallel
one that adds to the confusion of preparing for contract negotiations.

One of the most difficult aspects of developing the profit on capital policy
was deciding how much importance to give to capital and how much to give to
weighted guidelines or cost based considerations. There are two extremes, nei-
ther of which is acceptable. One is that capital be the sole determinant of
pre-negotiation profit objectives; and the other is that capital be disregarded
as a determinant of profit objectives. The latter is unsatisfactory for the rea-
sons that I have discussed earlier, for it is basically our current policy. The
former may have the effect of assuring an adequate return on an asset regard-
less of the potential utilization and doesn't recognize that in many instances
capital required will be rather minor.

The policy in its present form strikes a balance between capital considera-
tions and the weighted guidelines cost considerations, causing a contractor to
consider his investment in terms of its potential utilization as well as cost.

This, in summary, is the proposed profit on capital policy. It derives 50% of
the negotiated "going-in" profit from the uses of capital, or assets. These
assets are allocated to contracts by a procedure that whenever possible relies
upon established methods. Capital invested and weighted guideline considera-
tions are weighed equally in developing the pre-negotiation profit objective.

Rates
To have a profit policy that explicitly recognizes a contractor's investment in

performing the contract requires the establishment of a range of rates of
return on capital for application to allocated capital. Establishing rates of
return which we are testing, has been an extremely difficult task because, in so
doing, one is implicitly stating that the rates selected are "proper" profits. If
the rate in the policy is X. then it must be implicit that a rate greater than X
is too high and a rate less than X is too low. The dilemma is that such preci-
sion about a rather judgmental issue is preposterous. It is interesting to note
that the few major studies of profits in defense contracting have never made a
judgment as to whether these profits were too high or too low. This has
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always been studiously avoided even though many of our critics, often in a
rather cavalier manner, have inferred that to do this would be rather simple.
The in-depth studies on the other hand, have wisely been content to compare
the profits in defense business to profits in other industrial sectors. To not
come to grips with this issue in developing the profit on capital policy would
make the policy unworkable.

In deciding upon the rates for usage in the proposed policy, we applied three
criteria. The first that the rate be fair to both DOD and industry; the second
that the rate development be administratively feasible; and the third that the
rate be consistent with the objectives of the policy which I have outlined.

We felt the fairness criteria could be met by basing the numbers used on a
broad, objective sample of the profits of industries comparable to the broad
cross section of defense suppliers over a representative number of years.

Administrative feasibility virtually required that we search for an existing
statistical base that meets the fairness criteria. Rediscovery of the wheel by
developing our own sample would have been extremely time-consuming task
and one for which we have no particular expertise. When developed, it too
would probably be broadly criticized. Furthermore, existing statistical series
offer the advantage of a great number of years of past data for study that can
be updated as time passes. In addition, of course, the sample must be consist-
ent in terminology and definition with the policy that we have developed to be
administratively acceptable.

The Federal Trade Commission Quarterly Financial Report for manufactur-
ing corporations satisfies the first two criteria admirably. It is a massive
sample accounting for approximately 91% of the total assets of manufacturing
corporations which. in turn, represent about 90% of all U.S. manufacturing,
one-half of U.S. corporate profits, and more than a quarter of the national
income. The Report, which is based upon uniform and confidential reports
from corporations, has been compiled since 1947 and is therefore an estab-
lished statistical series.

One must consider how investment dollars are allocated both within corpora-
tions and in capital markets in deciding how to meet the third criterion of
effectiveness. Corporate managers allocate capital budgets based on the returns
the capital is expected to earn. In many cases the current disincentives mean
investments to perform defense contracts cannot compete with alternative
investments. Therefore, if we are to remove the disincentive to investment, the
potential return in defense negotiated contracts must be made more competi-
tive with the alternative investments.

Correspondingly, if capital is to be attracted to the defense sector, the
returns possible must be competitive with other sectors of the economy. In
order to compete effectively in capital markets and, of equal importance,
within corporations, for the investment dollar, the rates provided for in the
DoD profit on capital policy must be taken from the returns of industry seg-
ments comparable to the defense sector. It is with comparable industries and
products that the competition for investment dollars will primarily take place.

I should emphasize that the profit on capital policy applies only to certain
negotiated defense contracts. These contracts are predominantly for the pur-
chase of major hard goods. The following is a distribution of recent negotiated
military prime contract awards.

TABLE 2

Negotiated procurement Percent

Major hard goods - 96
Services -I
All other -3

Total -100

Major hard goods is a defense term that includes aircraft, missiles and
space, ships, tank and automotive products, weapons, ammunition, and elec-
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tronics and communications epuipment. FY 1970 negotiated major hard goods
contracts were distributed as follows:

TABLE 3.-DISTRIBUTION OF MAJOR HARD GOODS NEGOTIATED PROCUREMENT

[Fiscal year 19701

Percent

Aircraft .------------------------------------- 22----------- ------------ ------------ ------------ 34
Missiles and space- 22
Ships ------- ------------------------------------------------------------------------------ 11
Tank-automative-2
Weapons- 2
Ammunition ---------------------------------------------------------------- 1
Electronics and communications equipment -16

Total-100

Given this distribution, which is likely to account for 80% or more of the
potential business to which the profit on capital policy will ultimately apply, it
seemed reasonable to us that by culling from the Quarterly Financial Report
of the Federal Trade Commission those industries (such as mining process
industries, soft goods like apparel, food) which were not comparable to the
major hard goods we acquire, we could construct a sample that satisfied all
criteria. In so doing, we developed what we have termed a "Selected Durable
Goods" sample from the Quarterly Financial Report.

The selected durable goods sample includes aircraft and parts, electrical
machinery, other machinery, motor vehicles and equipment, other fabricated
metal products, instruments and related products, and manufacturing and ord-
nance. I think that this sample of manufacturing industry compares very
closely with the cross section of major hard goods procurement conducted by
the Department of Defense.

We have used an eight year average return on capital of selected durable
goods manufacturing industries taken from the Quarterly Financial Report as
the base for the return provided in the policy. This average (defined on a
basis consistent with the profit on capital policy) is 20.2 percent.

Several adjustments to this average rate are required to insure that the rate
is consistent with the objectives of the profit on capital policy. The first
adjustment that is required is to account for unallowable costs, a phenomenon
peculiar to defense contracting, which the Department of Defense does not
allow as a charge to our contracts. These unallowable costs are deducted from
the sample data because by definition total revenues are reduced by all costs
incurred to arrive at profit. The profit on capital policy, on the other hand, is
intended to be used in negotiating profit objectives which by DOD definition do
not Include unallowable costs. Therefore, it was necessary to add to the sample
base a factor for unallowable costs. This factor, taken from average defense
contract experience over past years, is 4.2 percent of capital. This adjustment
does not take into account the unallowable costs associated with interest
expense.

The next step in the process of developing a rate of return is to relate the
return on capital to the risk of contract type. This was accomplished be reduc-
ing the return for cost plus fixed fee and cost plus incentive fee and raising
the returns of the fixed price incentive fee and firm fixed price contracts by an
offsetting amount. In making the adjustment In this fashion, the 24.4 percent
average rate of return (after adjustment for unallowable costs other than
interest) was held constant.

Having made adjustments for risk and for unallowable costs, the only
remaining adjustment required to make the FTC base consistent with the
profit on capital policy was to allow an adjustment for profit erosion. Profit
erosion is an attempt to anticipate the difference between profit expected and
profit earned. The profit on capital policy is used to develop a "going in" profit
or profit objective figure while the sample data are earned "coming out" prof-
its. Therefore, it is necessary to add to the FTC base figures an adjustment
for the erosion of profit during the contract performance in order to make this
base consistent with the policy. Based on data developed, the erosion factors
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utilized were zero for cost plus fixed fee contracts, one percent for a cost plus
incentive fee contracts, two percent for fixed price incentive fee contracts, and
three percent for firm fixed price contracts.

The profit erosion factor for firm fixed price contracts is not as scientific as
we would like. This is due, primarily, to our lack of information regarding
earned profit on firm fixed price contracts. On the other hand, from Renegotia-
tion Board data we know that the loss filings were the highest in the past
eight years. Eighty-two percent of the dollar losses reported were incurred on
firm fixed price contracts. In addition, based on Renegotiation Board data,
average earnings on FFP contracts were only 0.23% of sales. Exhibit one illus-
trates the impact of adjustments to the base rates.
Definition of Capital and Profit

Now that I have introduced the issue of rates, I would like to discuss briefly
the matter which I refer to as profit on capital rate games. Because of the
large number of acceptable but different definitions of capital for use in the
profit on capital rates, it is easy to unknowingly compare dissimilar profit on
capital figures. I would like to illustrate this by showing how the numerical
rates in the proposed profit on capital policy which have been the subject of
some criticism, could have easily been made to appear lower without having
the slightest impact on actual profitability.

EPchibit two shows a hypothetical balance sheet and income statement. While
simple in the extreme and not necessarily representative of a specific defense
contractor or group of defense contractors, I think these are reasonable finan-
cial statements. This exhibit illustrates that, given a fixed situation, the
numerical rate can vary across a wide range depending upon the definition of
capital chosen. In developing the profit on capital policy, we have used that
definition of capital that yields the highest numerical rate of the three shown.
We have made this decision, not because we want to overstate the profit rate,
but because it is the most valid definition of profit on capital given our
requirements. These requirements are that the data be readily obtainable,
quickly understood by our work force, and easily audited. We also require that
profit be defined in a way that is consistent with the DoD policy that interest
is not an allowable cost. Therefore profit must be before interest, unallowables,
and taxes. This further raises our numerical rates relative to alternative
definitions. Comparison of our rates with rates not similarly defined is both
invalid and not very informative.
Impact On Profits

I very much appreciate the concern of those who have attempted to assess
the impact of the profit on capital policy when fully implemented by conduct-
ing various kinds of comparative analyses with earned profits. In my judgment
the most valid way to make an assessment is by examining the impact of the
policy upon the pre-negotiation profit objective of the government negotiators.
This is the focal point of the policy. The policy provides a mechanism that
will enable the contracting officer to consider capital when he develops his
pre-negotiation profit objective, and therefore, will change directly only the
pre-negotiation profit objective. Other factors remaining the same, however,
one might fairly forecast that if the pre-negotiation objective moves down, on
the average, then the negotiated profit objective and the earned profit will
move in the same direction. The converse is, of course, also likely if pre-nego-
tiation profit objectives are raised.

In order to make such a comparison we superimposed the profit on capital
policy on the statistical model of the FY 1970 negotiated procurement universe.
Based upon this analysis, the pre-negotiation profit objectives for fixed price
incentive contracts move downward from 10.1 percent of costs to 10.0 percent
of costs. Firm fixed price pre-negotiation objectives Increased from 11.2 percent
of costs to 11.9 percent of costs. Taking into account the dollar volume of
these two contract types, there was an over-all increase in pre-negotiation
profit objectives of two-tenths of one percent for the combined fixed price type
contracts. Including all type contracts for FY 1970, we are convinced, as a
result of this analysis, that the aggregate going-in profits will be about the
same. We also learned that when the proposed policy was simulated on the FY
1970 model, pre-negotiation profit objectives for specific contracts changed in
almost every instance. Thus, it is our conclusion that when the profit on capi-
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tal policy is applied to all fixed price type contracts, a major redistribution of
profits will take place, but the aggregate profits of all these contracts will
increase only by a very small amount.

I would like to point out there are two very distinct phases of the impact of
the implementation of the policy. The first and the one which we measured
using our statistical model is characterized by a redistribution of profits
reflecting the current investment of contractors in the performance of govern-
ment contracts. Hopefully, the second stage of impact will take place as invest-
ment increases and results in decreased costs shared with contractors in the
form of increased profits. We are able to forecast the first stage of the impact
of the profit on capital policy with a high degree of confidence. The second
stage is dependent upon the degree to which the current policy is successful in
motivating contractors. At present this cannot be forecast. This is the reason
for the planned continued test.

While the second stage cannot be forecast with any confidence at this time I
would like to state that we are committed to accomplishing the task of meas-
uring, after the fact, the impact of the policy. Even at this early date I would
be remiss were I not to mention that measurement of results will be a difficult
problem. One problem, which plagues us in many areas, is that of the baseline
against which actual costs experienced should be compared in order to deter-
mine results. Another problem is that of the time, because result measurement
must, of necessity, await substantial completion of a contract before the
impact of investment upon cost can be ascertained. A final problem, one partic-
ular to the contracts negotiated during the evaluation period, is that of assess-
ing the relationship between motivation, and policy permanence. If a contrac-
tor has no assurance that the policy will apply to other contracts then his
sphere of consideration for investment will be limited only to investments that
will be fully or substantially amortized on the specific contract to which the
policy will apply. The tendency will be not to invest in long lived assets, or
assets whose use will be spread over subsequent contracts or other contracts to
which the policy may not apply. We expect that the motivational impact
during the evaluation period will be less than when the policy is fully imple-
mented for these reasons. Despite these recognized problems we think that we
can effectively measure the after the fact impact of the policy.
Test Period Plans And Objectives

Introduction of the profit on capital policy has three phases. The first which
we have recently completed was the basic development stage that began in ear-
nest in 1968. The next phase evaluation and modification, will begin on 1 Janu-
ary 1973. We hope this can be completed by mid-1974. The final phase, imple-
mentation, is therefore, tentatively scheduled for the latter half of 1974.

The evaluation phase will be an extremely busy period. We are confident
that considering capital in setting Defense prenegotiation profit objectives is a
sound approach. Our desire for the best possible policy, both administratively
and in theory, makes this evaluation period absolutely essential.

To gain maximum benefit from the evaluation, we have spelled out in some
detail the objectives, mechanics, control system and uses of the test results.
Much of the planned work is dependent upon and will be an outgrowth of the
test negotiations; other work will proceed in parallel with these applications
but independent of them. All effort is focused on having a strong, well sub-
stantiated profit policy which can be made mandatory without risk of unin-
tended consequences.

Our first objective is to shake down the procedures we have established to
insure they are functional and are not burdensome to the users. When intro-
ducing a policy which promises significant changes in contract pricing and
practices (as this one does) the Defense Department must know the full
impact of these procedures on the contracting process. The evaluation period
will provide an opportunity for many contractors to assess first hand the
impact of the policy on his particular operation. We hope to be able to clear
up misunderstandings and have a well informed group of contractors when the
policy is implemented.

In formulating a policy of this type, many assumptions and judgments are
necessary to develop a workable policy and to bridge gaps in statistical
knowledge. I have already described most of these assumptions and been candid
in admitting that they are based on the best data and research available to us.
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One of our objectives is to assess the validity of these assumptions by observa-
tion of actual usage.

The mechanics of the evaluation period are reasonably simple. We have
issued a Defense Procurement Circular, (DPC #107), which includes compre-
hensive examples intended to cover most contingencies. The DPC is the basic
statement of the planned evaluation period and an explanation of its usage. If
the criteria for applicability are met, the contractor agreeing to participate in
the test submits the required data for review and audit.

If that data is deemed adequate and if the procurement is within the inter-
nal guidance provided, the PCO will notify the contractor that he agrees to
the usage of the profit on capital concept for the development of prenegotia-
tion of profit objectives. The negotiations are then conducted using prenegotia-
tion profit objectives developed through the profit on capital policy and docu-
mentation is forwarded through channels to OSD.

In the event the PCO does not agree to use the profit on capital policy in
negotiation for reasons spelled out in the supplementary guidance, the PCO so
notifies the contractor and negotiations are conducted using the normal
weighted guideline procedures.

Because this is a test involving important matters, it is imperative for OSD
to control the test in a manner adequate to insure proper gathering and use of
necessary information. All future improvements and refinements require the
control and information gathering activities be carried out in a thorough and
responsible manner. Our control system includes two types of controls-direct
or people oriented controls and indirect or procedureal control. Direct controls
are the most effective. A policy coordinator will be designated within
OSD(I&L) to coordinate the several activities underway during the test period
and resolve operational problems quickly. To further smooth the operation of
the test, a knowledgeable individual will be designated in the headquarters of
each of the major buying commands in DoD to handle communications and
problems in his activity. These representatives, along with the profit policy
coordinator, will serve as a committee to communicate ideas and assure con-
sistency and appropriateness of application of the policy during the evaluation
phase.

To communicate the intent and purpose of the policy, OSD has undertaken a
comprehensive training program to reach the procurement work force within
the Department of Defense. This training began in November and is expected
to be completed by mid-April. It encompasses both the conceptual and method-
ological aspects of the policy and includes hands-on experience in using the
policy in the classroom.

By having a knowledgeable policy coordinator within OSD, active service
participation within the DoD components and a comprehensive training pro-
gram designed to reach the procurement personnel involved, we feel we have
established top notch direct control for an effective evaluation.

Indirect or procedural controls will play a complementary role in assuring
the reasonable use of the policy during the evaluation period. The first is the
requirement that all documents submitted by the contractor and prepared by
DoD personnel be forwarded to OSD for review. Having this information
available for review will allow those monitoring the policy the flexibility of
using source documents to resolve procedural and operational problems. These
documents also provide data for a defense industry capital data bank. All
information submitted by the contractor will be audited by the Defense Con-
tract Audit Agency (DCAA) as part of its regular procedure on negotiated
contracts.

Another procedural control is the DPC example. This example describes sev-
eral instances of the policy's application and the manner in which we intend
that it be used. This will provide more information to the user and prevent
misuse in the field.

A control system is only as good as the people using it. Its objectives are to
assure the appropriate use of the policy, and application in the manner
intended so that we may acquire data and experience to permit further refine-
ment in improvement of the policy. We expect this control system, relying on
both people and procedures, will accomplish those objectives. We anticipate the
result of the test period and the results of activities and studies carried on
during that period to provide us with a firm basis for improving and refining
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the policy and to give us the assurance that we are proceeding in a construc-
tive manner to improve DoD procurement.

A key result will be an intangible one, but one very important to the long-
run success to any DoD profit policy. This is to be a reorientation in the
thinking of people about the adequacy and measure of profit in negotiated pro-
curements. Profit has been thought of as a percentage of cost for a long, long
time and a change in perspective will take some time, hopefully not too long.
We hope to make the DoD workforce at ease with the concept of profit on
capital and enthusiastic about its application.

Secondly, we expect the application of the policy in different situations to
give us a very good indication of the effectiveness of the procedures and the
ease of their application. We are sure there is room for improvement in these
policies, but their repeated application will given us a better guide to those
areas requiring attention and correction.

Thirdly, we expect to acquire a better knowledge of the Defense industry
capital structure. Such information is essential when making policy changes
that will impact upon our national security capability and also on this impor-
tant segment of the economy. Possessing improved capital structure data will
permit even more accurate assessment of policy impact.

Finally, we expect to gain more insight as to what rates of return must be
possible in order to maintain a modern Defense industry and what methods
are the best suited to provide the opportunity for such a return.

When we feel we have answered or satisifed the questions which now con-
front us, we shall use the knowledge to modify the profit on capital policy.
This is the real payoff of the evaluation we are just starting.

Improvements will most likely occur in the following areas:
1. We expect the existing procedures to be modified and improved as neces-

sary, including both the weighted guidelines procedures and profit on capital
procedures.

2. We expect to revise as necessary the means and method for considering
c&pital in Defense contracts. This could take several forms, including increas-
ing or decreasing its relative importance from what we have.

3. The final step in our use of the output from the test will be to revise the
DoD sponsored training to better convey the philosophy and procedures of
these profit policy changes.

A policy can be best applied and implemented if the users of the policy are
convinced of its good intentions, flexibility, workability and potential benefits
to the government and taxpayers. Part of effective implementation of any
profit policy change is to assure that the users of the policy have this kind of
confidence. We accept that as part of our task and are vigorously pursuing it.
Summary

Evaluation is the next step in a lengthy process to develop a sound profit on
capital policy. We are commencing on several projects and studies to enhance
the quality of our measurements, prove out our assumptions, and strengthen
the policy. At the conclusion of the test period we expect to have a policy
sound enough to be implemented with confidence that it will accomplish its
intended objectives without introducing new problems.

Mr. Chairman, I have gone into considerable detail on the subjects that you
asked that we cover. I have done this in order that the record will be com-
plete and to be sure there is no misunderstanding of these subjects. I appre-
ciate the opportunity to provide this information to the Committee.

EXHIBIT 1.-PROFIT ON CAPITAL POLICY ADJUSTMENTS OF FTC-SELECTED DURABLE GOODS BASE

[Percentage]

CPFF CPIF FPI FFP

FTC/SEC base -20.2 20.2 20.2 .20.2Adjustment for unallowable costs -+4.2 +4.2 +4.2 +4.2Risk differential -- 4.4 -1.4 +1.6 +4.6
Adjustment for profit erosion - -+1 +2 +3Profit on capital rate -20 24 28 32
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EXHIBIT 2.-HYPOTHETICAL BALANCE SHEET SITUATION

Assets Liabilities and equity Income statement

Liabilities
(1) Cash -2 (7) Accounts payable -10 Sales -100
(2) Securities- 8 (B) Debt -30 Costs -- 90

(3) Accounts receivable -20 (9) Total liabilities -40 Profit -10

(4) Inventory -20 Equity
(5) Fixed assets (net) -- 20 (10) Equity -30

(6) Total assets- 70 (11) Total liabilities and equity - 70

PROPOSED POLICY

Profit Profit 10
Profit on capital= = =-20%

Total assets-Cash-Securities-Accounts payable (6)-(1)-(2)-(7) 50

OPTION No. 1:
Profit Profit 10

Profit on capital= = =-=16.6%
Total assets-Cash-Securities (6)-(1)-(2) 60

OPTION No. 2:
Profit Profit 10

Profit on capital= = =_14.3%
Assets (6) 70

Chairman PROX-MIRE. I want to get into the progress payments,
the profit matter a little later on.

You may not be satisfied with the detail in which we get into the
profit matter, I only have a couple of questions on it, but you cer-
tainly can expand in any way you wish when we get into this.

Mr. SHILULTO. Certainly.
Chairman PROXMIIRE. I would like to start off the way you do.

IMPROVEMENTS IN PROCUREMENT

The first part of your prepared statement this morning discusses
the many changes which have been made during the last few years
to improve the weapons procurement process. You refer to more
prototype competition, the reduction of concurrency, to a new
"design to cost" philosophy, and to increased emphasis on opera-
tional test and evaluation prior to production decisions. You suggest
that "substantial accomplishments" have been made during the past
four years, and I must say in all candor that I agree with you.

Mr. SHILLITO. Thank you.
Chairman PROXNIIRE. I think you have made substantial accom-

plishments. You have had some excellent people, you have done a
good job, Mr. Packard and Mr. Laird have in this respect.

Mr. SHILLITO. Thank you.
Chairman PROXMIRE. As you know, I have myself advocated more

prototyping and better operational testing, and I have supported the
Defense Department in what are perhaps its first two "design to
cost" projects-the A-X close support plane and the Light Weight
Fighter program of the Air Force.

I often wonder, however, just how much progress we have made,
where our reforms are really taking us. The defense budget is still
rising, and the total amount of cost overruns we have experienced
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still seems to grow with each General Accounting Office report on
the subject. Sitting where I do, it is hard to project trends into the
future, to see where the defense budget is likely to be in five or six
years and what kind of force structure we are likely to have.

The Defense Department itself, I think you will admit, has been
less than vocal in the past as to its own long-term plans.

For that reason, I would like this morning to evaluate the changes
and progress which you cite in your prepared statement in light of a
rather remarkable, perhaps unique, Defense Department presenta-
tion which has appeared in recent months.

SPEECH BY LEONARD SULLIVAN

I refer to a speech by Mr. Leonard Sullivan, Jr., Principal
Deputy Director, Defense Research and Engineering, on August 16,
1972, to a symposium of defense industry representatives meeting
here in Washington. Mr. Sullivan attempted in his speech to lay
everything out right on the table. He tried, first, to project the
likely size of the defense budget in 1980.

He made some assumptions that the size of the budget in real
terms would be about the same, in physical terms and that we would
see how well we would be able to live within that. It would grow,
however, because, of course, of inflation.

He tried also to gauge the implications for our 1980 force struc-
ture if we continued with the procurement programs now in the
pipeline.

I trust, Mr. Shillito, that you are at least generally familiar with
the speech by Mr. Sullivan which I am referring to. Let me ask you
just a few general questions about that speech.

First, and I would like to put that speech in the record at this
point, it is a relatively brief speech.

[The speech referred to above follows:]
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ADDRESS BY MR. LEONARD SULLIVAN, JR.

PRINCIPAL DEPUTY DIRECTOR, DEFENSE
RESEARCH AND ENGINEERING

BEFORE THE AFMA/NSIA SYMPOSIUM
SHERATON-PARK HOTEL
WASHINGTON, D.C., 16 AUGUST 1972

Thank you, Johnny. Good morning ladies and gentlemen. My assigned

task this morning is to show you the results of a preliminary study. It was

done in our office with a lot of help from Systems Analysis and Comptroller.

It is our first attempt to quantify the problem of "designing to a cost. "

As Johnny has already mentioned, the big question is not how to design

to a cost, but what cost to design to.

This study focuses on the overall problem of what we can afford to buy

rather than on the problem many of you are concerned with -- what we'd

like to buy. (FIRST SLIDE). We call this presentation "Designing to a

Cost. " We have given it some 30 or 40 times within the Defense Department

as a means of stimulating thought. Let me state from the outset that it

defines only the problem -- while only hinting at the solution. Hopefully it

will sharpen your understanding of the future budgetary realities. There are

three key assumptions: (1) that force levels stay generally constant at the

currently planned levels; (2) that we try to keep a modern force whose

average age is half the system lifetime; and (3) that inflation will be held

to current levels.

(CHART 2). This next chart gives an outline of how we organized the

effort. First, we made a projection of GNP, followed by a projection of

government spending. From this we have made an allocation for the Defense

budget based on past trends and projected pressures. We split the Defense

portion into its parts by the usual budget categories of manpower, procure-

ment, and O&M. Our initial efforts focused on trying to identify the total

costs attributable to specific weapons systems. We soon found that much

of the data for the manpower and O&M accounts did not allow a consistent

analysis of costs. Consequently, we concentrated on just the procurement

costs of specific items. As shown on the chart, we continued the separating
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procless until we arrived at an estimate of the funds available for specific
classes of new weapons systems such as "tactical aircraft" or armored
vehicles.

(CHART 3). This vugraph projects GNP and the components of Federal
spending, based on historical trends and our very unofficial estimates of
the future. We estimated a $2 Trillion GNP by 1980, a projection many
economists appear to agree with. As a matter of fact, we also track the
Brookings Institute projectures very closely. Regarding non-defense
expenditures, we made a projection that the historic rate of growth would
continue, generally paralleling the GNP curve. This projection, shown
as the dotted green line, would result in about $400 Billion non-defense
spending annually by 1980. The solid green lines indicate the result of a
25% higher or 25% lower annual rate of increase, resulting in possibly a
$50 Billion change either way. Defense spending projections are depicted
by the blue curve. Again the dotted line represents our best guesstimate
of future expenditures, resulting in a $112 Billion budget by 1980. Using
this hypothetical target for defense spending, we then began more detailed
projections of defense budget allocations within that total.

(CHART 4). Breaking our projection into its components, we come up
with this distribution of funds. First, we expect Military Personnel and
Retirement costs will continue to increase, reaching 40% of the total budget
by 1980. This assumes no change in force level. Operations and Mainte-
nance will also show growth in dollars to about 20% of the defense budget.
This will leave a maximum of only 40% for investment in Procurement,
R&D, and "other" items -- such as Military Construction and MAP aid to
other countries.

However, this graph and the preceding one should not be taken as
sources of comfort. (CHART 5). As far as we can determine, the total
estimated dollar increases between FY 73 and FY 1980 will be consumed
by anticipated inflation. In other words, we believe a $112 Billion budget
in 1980 will be identical in purchasing power to an $83 Billion budget now.

I wish to repeat this statement. Because of the pressures we believe
will exist on the DoD budget, we see very little opportunity for growth in
purchasingspower in this decade. Better times for DoD are not around the
corner. More likely, our "actuals" will be less than projected here if we
dre, as hoped, entering ageneration of peace.

(CHART 6). As I mentioned previously, we were hoping next to get the
total costs of operating specific weapons systems within these totals. We
found that direct costs were obtainable, but indirect costs were not as clear



2127

and vary in definition between Services. For this reason we have been

forced to limit our analysis to an allocation of procurement funding to

specific classes of systems as shown on the next chart.

(CHART 7). First, we split the procurement budget into its compo-

nents based upon DoD mission areas, such as Strategic Forces and

General Purpose Forces, and projected these categories through FY 1980.

The second step was to allocate within each major mission area to specific

classes of systems. We used FY 73 funds as a baseline for our projections

by category because we have already concluded that no real growth will

occur in the DoD budget. Hence we can project in terms of constant

FY 73 dollars.

Let's take a look at the Tactical Aircraft portion of the General Purpose

Forces slide since it is by far the largest single procurement category.

On an annual basis, we estimate $5. 6 Billion will be made available to

support tactical air, of which $2. 4 Billion could procure new tactical air-

craft. Likewise, it appears that the budget can accept about $500 Million

for procurement of other new aircraft for ASW, airlift, and training.

However, a significant portion of the funding is needed to support the

tacair inventory in the form of modifications, spares and support. This

totals about $1.7 Billion of the $5. 6 Billion total. Another billion will

be required to buy and support air-launched missiles and ordnance.

As you can see, we went through similar analyses in the Naval and

Land Warfare categories, as well as Offensive and Defensive Strategic

Force categories. One might reflect a moment on what already appears

to be an extraordinary expenditure for tacair, for instance, compared to

that available for our ground forces. Anyway, using these budgetary

allocations as a starting point, it is possible to estimate how much we can

afford to buy annually in each equipment category.

Our next problem was to devise a simplified method of calculating an

annual procurement level. (CHART 8). We made one big simplifying

assumption. We know that production of specific items phase in and

phase out in a bell-shaped curve. To simplify the problem of dealing

with such variables, however, we have assumed instead that we would

buy equipment at constant annual rates. These rates are determined by

the life of each weapon system and the annual force attrition as shown

by the expression on the chart. In short, we buy just enough every year

to replace over-age equipment and operational losses, thus retaining a

constant size, constant age force indefinitely. However, we use a pro-

duction unit cost which assumes a more optimum production rate.
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Weapons systems life is varied for different kinds of systems as shown
by the chart. For example, we made the average life of tactical aircraft
15 years, but estimated ship life to be 30 years. Force attrition is based
upon current peacetime experience.

The bar chart at the bottom also suggests what we believe is a serious
flaw in our planning cycle. DoD financial planning is on a five-year cycle
and force planning on an eight-year cycle. Most weapon systems last
substantially longer than that when development and phase-out times are
considered. Thus, we find that the official DoD planning cycle is too short
for effective projections of affordable costs. When we start developments,
there is no way to demonstrate that they will fit within future resource
constraints, because the planning cycle is not long enough to cover their
full introduction into inventory.

Anyway, using the simplifying assumptions of constant annual procure-
ment rates, we looked at eight different categories of weapons systems.
In each case, we looked at all present types of systems, chose their re-
placement systems and their currently projected procurement costs.
Some categories contain as many as 20 different types of end items now
in inventory. (CHART 9). :This unclassified chart shows a summary of
many classified charts, indicating "affordable" annual funding rates, plus
the excess required by currently designed or planned systems. In the first
category we found ASW Aircraft to be substantially over allowables, in that
we estimate $300 Million annually is available whereas the total procure-
ment of existing configuration aircraft will take about $600 Million. Armored
Vehicles presents very much the same story -- about 85% over available
allocation due to planned introduction of more expensive tanks and vehicles.
Navy Ships comes very close to target -- they are only 10% over but only
by assuming the Navy can in fact design to the costs established for
destroyers and sea control ships. Army Aviation reflects the introduction
of new and more expensive UTTAS and attack helicopters, but underestimates
probable costs of the HLH. We estimate this category "should" absorb about
25% of the total Army procurement. Yet if it is allowed to continue on its
current path, it would absorb about 50% of the total Army procurement.
Airlift and Training Aircraft are also over by about 76%.

Tactical Aircraft represent the largest monetary difference, with
about $4. 2 Billion required annually, but only about $2.4 Billion available.
The major reason for this out-of-balance situation is the introduction of
the expensive F-14 and FP15. This category, however, is one where the
introduction of the AX, which has been designed to a target cost of $1.4
Million, helps to balance the more expensive fighters. If it were not for
the AX, the situation would be much worse than depicted here.
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Offensive Strategic represents what we believe is a possible projec-

tion of the bomber fleet and improvements to TRIDENT and MINUTEMAN

missile systems. Defensive Strategic represents the cost concerned with

bomber defense of the U.S. as well as ABM defenses.

Within these 8 categories, we believe only about $8. 5 Billion will be

available annually, yet our analysis indicates that the price of weapons

we now have options to buy would cause us to be short about $5 Billion

annually if we are to maintain a constant size, constant age inventory of

weapons. If we assume O&M to be proportional to initial procurement

costs, we would have an equal sized shortage there.

In summary (CHART 10), we believe tere is no way to reallocate

resources within foreseen budget limitat ons to match the currently

planned force levels with currently planned equipment costs and retain

technological superiority in all of our forces at the same time. We are

driven to this conclusion largely because the unit costs of available options

are, in many cases, substantially above the amount we can afford to pay,

and because there is insufficient flexibility to change program funds from

one category to another without virtually eliminating a category. History

shows that our weapon systems are increasing in cost by a factor of ten

every twenty years. This cursory analysis indicates that we cannot allow

this trend to continue.

There are, of course, alternative ways out of this dilemma. One

alternative (CHART 11) is to reduce force levels. This alternative has

occurred in the past, particularly as more modern, more cost effective

equipment was developed and deployed. Part of the rationale has been

that a few new, more effective equipments must be able to replace many

less-effective, old units. We believe this total reliance on cost-effectiveness

is no longer appropriate. We believe the force levels are now approaching

the minimum size necessary to project our national policy. The alterna-

tive of continuing to reduce force levels is not very attractive.

Another alternative (CHART 1Z) is to expand and formalize the concept

of a mixed force, which we have termed a high-low force mix. Under this

notion we would consciously project a smaller high performance force,

combined with a larger standard force designed for lower total cost. In

the high performance force, we would seek technological superiority in a

single mission. We would tend to design the item against the worst threat

it would probably face and try to achieve a high readiness and mobility for

this force. Other possible attributes are shown on the graph. - In the stand-

ard force, we would try to stress multi-purpose characteristics, where

desirable. The system would be designed against the largest numerical
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threat, assuming that the higher performance forces could be made
available to combat superior threat. Again, we have listed other pos-
sible attributes the standard force might have.

In fact, our present forces generally represent a "high-low" force
mix of sorts, with higher performance in the newer machines and larger
numbers of the older, poorer performing machines awaiting replacement.
The difference-here would be a plan to replace some high performance
machines with better ones, and to replace others with cheaper ones.
Variations in programmed mixes could then reflect annual defense
budget variations.

However, this does not exhaust the possible alternatives for lowering
costs. (CHART 13). This chart suggests two others. First, we need
more stress on the continued product improvement of existing systems to
avoid expensive start-up of new programs. The second possibility, we
believe, is an all-out attempt to arrest the cost growth associated with
continuously expanding "requirements. "

(CHART 14). Let us look at the requirements a little closer. As I
have already mentioned, several studies have indicated that in some
classes of systems the difference between the cost of a 1960 system and
a 1980 system is a factor of 10. The chart shows, for example, a new
1960 system as a reference point. We estimate it probably doubled in
cost between the first and the last version. In this illustrative case, the
initial estimate for the new 1980 system appears to be only 7 times as
expensive as the 1960 system. But in reality -- and based on recent
experience -- the true cost of the item has probably been underestimated
for various reasons, including engineering changes, schedule changes,
support changes, estimating changes, unforeseen problems, etc. This is
currently causing substantial criticism of the Defense Department manage-
ment because we really have been unable to accurately estimate the true
costs of a weapons system at its inception. But better initial estimates do
not, per se, reduce costs; they raise them. In reality, the true increased
costs of weapons systems have been driven by demands for more perform-
ance. For example, we believe the components of increased cost -- payload,
range, speed, avionics, accuracy, crew safety -- have been the dominant
factors in causing weapons systems to increase in cost over any given time
period. Of course, decreased production, increased paper work and infla-
tion have also helped to drive costs upward. It is clear to us that alleged
DoD mismanagement of weapons systems cost estimating has not been the
dominant factor in cost increases. Abuse of the "requirements!' process
is the more likely culprit.
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(CHART 15). This chart shows a declassified summary of perform-
ance growth characteristics taken over 13 major sets of new and old
systems. On the average, R&D cost has gone up 5.4 times and unit cost
4. Z times over their predecessor systems. For these increases, very
substantial performance growth has been obtained. For example, on the
average, payload has more than doubled; range and speed have almost
doubled; and other functions have about tripled. We believe these
increases in performance adequately explain over half the increases in
costs. It is clear that we are now running into a new constraint. We
cannot afford to continue along the path of increased performance with
its implicit higher cost across a wide range of systems. We must avoid
new requirements which are "nice-to-have. " New technology for newness'
sake has got to go by the boards.

We believe it is possible to make substantial and meaningful reductions
in cost by a serious review of the initial requirements. (CHART 16). For
example, the nameless case depicted here indicates that in one weapon
system it was possible to eliminate frills without changing the major sys-
tem characteristics and reduce the cost by 13%. Review of the initially
stated requirements in context of currently projected environment could
lead to the reduction of another 22% from the unit costs. Overall, this
would result in 35% savings without affecting the military effectiveness.
If this much can be cut from several categories of weapons systems, it
is quite possible that we will be able to live within our projections of DoD
fund availability. If we find it impossible to make cost reductions either
by changing requirements or mixing forces, it is quite likely that we will
be forced to smaller forces.

In conclusion (CHART 17), the following recommendations fall out of
this study and are presently rattling around in the Pentagon. First, we
need to formalize the process of designing to a cost. We must encourage
the OSD staff and the Military Departments to improve their capabilities
to do this. Second, we need to dispel the myth of bigger defense budgets
just around the corner. We think this is false optimism. Third, we need
to revise our defense long-range planning to allow more extended budget
forecasts and force level projections to be made which allow some flexi-
bility for new programs. We need to revise our accounting and reporting
systems to improve our ability to make and check lifetime cost studies..
In particular, we need to get a better understanding of the potential for
more efficient use of O&M funds, training and base support funds, as well
as manpower allocation., Also, we need to consider the overall concept of
the mixed force to accommodate the budgetary limitations and retain suf-
ficient technological superiority as well as numerical sufficiency.
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(CHART 18). Continuing these as yet unapproved recommendations,
we need to revise the requirements process in the Military Departments
to emphasize problems of cost. We need to undertake special cost reduc-
tion R&D programs to increase reliability, where appropriate, and provide
standardized components as well as lower cost options. Together, these
recommendations would represent a huge shift, if implemented. We think
we need a change of approach within the industry and military to emphasize
cost as an equal parameter with performance and schedule. Overall, we
think this is a very large task and we shouldn't fool ourselves into under-
estimating its magnitude. Just getting "the word" to permeate "the system"
could take years.

As you realize, it will be a big task and we will need -to call on you for
help.. We think the nation's security depends upon effectively answering
this challenge we now face. It isn't a job the Defense Department can do
alone. As Mr. Rush said earlier, we realize that we in Defense have to
make these changes. But you must help us change.

By now, many of you have probably felt pressures from the Services to
reduce costs or design systems to a target cost. The AX program is a
good example of this. Another example is the lightweight fighter which is
now being built as prototype under a design goal of a $3 Million unit cost.
In both these cases we already have indications of designs being changed
to reduce production costs. Both present opportunities to move towards a
conscious all modern, high-low force mix. I hope those of you who have
been working on the B-1 program, particularly in the avionics, have felt
pressures to hold avionics costs to an acceptable value. I am also sure
that many of you who have worked on that program have been disappointed
when your favorite gadget has not been used in the design. We can no longer
afford to "require" your favorite gadgets unless we are very sure that the
added complexity is absolutely essential -- not just cost-effective on one
trumped-up scenario. Some of you may know that the F-15 characteristics
have been modified to. eliminate costly subsystems of questionable value.
Some others of you may know what's happening to the Army's armed heli-
copter program. I believe another case of the new look is the UTTAS,
where target costs have been provided for the airframe. Although a worthy
start, I predict the UTTAS is still too expensive. The Navy's ship designkers
are feeling the pressure. Eventually, the Navy's air arm will also feel the
squeeze -'- as does the Army's SAM-D contractor, and as do the Air Force's
contenders in the Medium STOL transport.

We simply cannot afford to repeat our unfortunate experience with the
MBT and the AAFSS by allowing the cost of another system to rise too much.
Congress has shown its willingness to eliminate programs that they believe
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are too costly. We should not, by default, force them to exercise that

willingness again. I would like to close by repeating some remarks by

both Mr. Rush and Dr. Foster. The study I have presented was not

made for industry consumption, nor intended to point the finger of blame

at industry. American engineers are equally competent to design a LEM

or a Pinto. We know that. The problem is for us to decide which we want,

and then tell you so.

The problem, of course, is that industry aids and abets our establish-

ment of requirements. We never establish totally unattainable require-

ments. We seldom ask for much more than you have said is possible.

Unfortunately, we seldom ask for what's practical, and you seldom tell

us. Our standards need revising -- on both sides. Unless we can get a

better exchange of ideas for lower cost alternatives and establish a

willingness for the Defense Department to reconsider "requirements"

when they drive the cost, we will be unable to make the necessary

improvements. I think the best opportunity for making cost-conscious

designs lies in this area of exchange between the DoD and industry. I

believe we must embark on this course together. There could be

enormous satisfaction in providing more defense for less tax dollars.

I assume you would agree. Thank you.
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o RETAIN TECHNOLOGICAL SUPERIORITY IN ALL OUR
FORCES



ONE ALTERNATIVE IS TO REDUCE FORCE LEVELS:

FROM TO

TACTICAL AIRCRAFT 5,483 3,140

ARMY AVIATION 7,405 3,420

NAVAL SHIPS 618 558

ARMORED VEHICLES 26,100 14,200

ASW AIRCRAFT 831 414



ANOTHER ALTERNATIVE IS TO ADOPT A HI-LO FORCE MIX:

A Small Elite Force with
HI PERFORMANCE:

* Technological Superiority
* Limited Versatility
* Worst Tech Threat
* High Self-Defense
* High Readiness
* Air Mobility?
* All-Weather?
* Shorter Life?
* US Unique?

A Larger Standard Force with
LO TOTAL COSTS:

* Numerical Adequacy
* Multi-Purpose
* Largest Numerical Threat
* Lower Self-Defense
* High Reliability
* Ground/Sea Mobility?
* Clear Air Mass?
* Longer Life?
* NATO Common?

S



OTHER ALTERNATIVES INCLUDE:

* STRESSING CONTINUED PRODUCT IMPROVEMENT OF
EXISTING TYPES TO AVOID COSTLY START-UP OF NEW
PROGRAMS

* ARRESTING THE COST GROWTH ASSOCIATED WITH
CONTINUOUSLY EXPANDING "REQUI REMENTS"



REASONS FOR "COST GROWTH" IN REPLACEMENT SYSTEMS

"APPARENT" REASONS
lox TRUE COST ----lx Etc.

Incentive Changes
Quantity Changes
Unforeseen Problems
Estimating Changes

8x - Schedule Changes f
Support Changes
Engineering Changes f

INITIAL ESTIMATE - . ,

"REAL" REASONS

INFLATION

6x

: COST
FACTOR

4x

2x

Increased PAPERWORK

Decreased PRODUCTION QUANTIT

Increased SAFETY/COMFORT

Increased ACCURACY

Increased AVIONICS

Increased SPEED

Increased RANGE

Increased PAYLOAD

INCREASED COSTS DUE,
.TO REQUIREMENTS FOR:

* COUNTERING THREAT
* RETAINING TECHNOLOGICAL

SUPERIORITY
* FORCE MODERNIZATION
* CULTURAL SOPHISTICATION
* MANPOWER SAVINGS
* ETC.

1960
SYSTEM

1980
SYSTEM * INCREASING REQUIREMENTS ARE THE

LARGEST SOURCE OF COST GROWTH I



AVERAGE GROWTH IN COST & PERFORMANCE

CROSTH . - PERFORMANCE GROWTH
GROWTH.

Cost Cot Paylad Endrance peed Aionics Crew Delivery or
R&D Unit Payload Range or Speed AviComfort Navigation
Cost Cost Endurance Function or Safety Accuracy

5.4x 4.2x 2.3x 1.9x 1.8x 3x 3x 3x

THIS AVERAGE BASED ON 13 MAJOR
SETS OF NEW AND OLD SYSTEMS.



ONE CASE HISTORY IN COST REDUCTION

$100 INITIAL DESIGN COMPLETED TO SERVICE "REQUIREMENTS"

$87 -SCRUBBED TO ELIMINATE "FRILLS" WITHOUT CHANGING
"REQUIREMENTS"

$65*-RESULT OF REMOVING NON-ESSENTIAL "REQUIREMENTS"

RESULT: 35% SAVING IN UNIT COST WITHOUT
AFFECTING REAL MILITARY EFFECTIVENESS



RECOMMENDATIONS

* We need to formalize the process of DESIGNING TO A COST and encourage the OSD staff and the
Military Departments to improve their awareness and capabilities to assess the adequacy of the fiscal
planning

* We need to DISPELL THE MYTH OF BIGGER DEFENSE BUDGETS "just around the corner" so
that the Military Departments and Industry will take this problem seriously

* We need to revise our DEFENSE LONG RANGE PLANNING systems to include

* realistic, authoritative Defense Budget Forecasts

* 10-20 year budget and force level projections S

* inclusion of a "planning wedge" for as yet unauthorized programs °

* We need to revise our ACCOUNTING AND REPORTING SYSTEMS to permit vastly greater visibility
into

* O&M Costs
* Training Costs
* Base Support Costs
* Manpower Allocations

before we can really understand what savings are potentially available

* We need to consider the overall concept of a "HI-LO FORCE MIX" to accommodate both BUDGETARY
LIMITATIONS and DWINDLING TECHNOLOGICAL SUPERIORITY



RECOMMENDATIONS (con't)

* We need to revise the REQUIREMENTS process in the Military Departments to include an aware-
ness of costs

* We need to undertake SPECIAL COST REDUCTION RDT&E Programs to increase reliability and/or
decrease maintenance and to provide standardized components

* We need to establish an effective well-planned campaign throughout
industry and the military, instigated from the highest levels, but PLANNED WITHIN DOD

* We need to TAKE TIME TO PLAN what is practically achievable and HOW TO DO IT

DO NOT UNDERESTIMATE THE MAGNITUDE OF THE TASK

sees. OR THE NEED TO SELL IT TO ALL LEVELS
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Chairman PROXMIRE. First, Mr. Sullivan said it was the best Defense
Department "guestimate" that we would have a defense budget of ap-
proximately $112 billion by 1980, an increase of $29 billion over the
present $83 billion fiscal 1973 budget. He also indicated that the entire
$29 billion increase would be consumed by inflation, as I indicated,
and that a $112 billion budget in 1980 would be identical in purchasing
power to today's $83 billion budget.

Mr. Shillito, is the Defense Department convinced today that
there is no prudent way in which we can reduce future defense budg-
ets below current levels, and that we have no choice, absent a dra-
matic shift in world conditions, but to look forward to a budget
which will rise steadily between $3 to $5 billion per year between
now and 1980?

DEFENSE COSTS TO RISE

Mr. SHILLITO. Mr. Chairman, if we were to make the assumption
that world conditions would be somewhat comparable to that which
they are today, we would have to assume that, and if you were to
make the assumptions that price escalations would be at a compara-
ble level to what they are today, and that the gross national product
would move at somewhat the rate it has today, and you tied all these
assumptions together, you would have to assume that in order to
just keep pace that the cost of this country's defense operations are
going to increase. We cannot possibly expect everything else to in-
crease, and the threat be at least comparable to that of today, and
that defense in current dollars, then year dollars, would go down. In
constant dollars defense costs would be comparable.

Chairman PROXMIRE. Yes, that is what I am talking about. I am
talking about whether there are sufficient improvements, sufficient
changes, modifications in our procurement, and in our manpower
policies and other expensive policies which can give us encourage-
ment maybe we can do this for somewhat less.

MANPOWER COSTS

Mr. SHILLITO. Well, I made a point in my brief introductory re-
marks, Mr. Chairman, that I think is vital as far as we are con-
cerned in defense. These assumptions that I talked about, if they
stay somewhat as I indicated in then year dollars, defense has to go
up slightly. But the thing that really bothers me as much as any-
thing else about our defense budget is this shift that has taken place
within this defense budget.

You are looking at a situation as we go into fiscal year 1974 where
about 60 percent of our defense budget is going to people. As I men-
tioned last year, Mr. Chairman, I think you voted for everyone of
the pay increases that are tied to these people.

Chairman PROXMIRE. I did indeed. I do not think there is any
economy in doing it any other way; I think you would agree with
me.

Mr. SHILLITO. I am agreeing, but you helped us increase the
budget.
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Chairman Pitox3mRE. But I also helped you decrease it.
Mr. SHILLITO. We were whipsawed.
Chairman PROX31rRE. No, one way is to provide adequate pay so

you do not have an unjust system to draft people.
Mr. SHILLITO. You are right.
Chairman PROX311PX. And have them in, and you and the Secretary

of Defense agree with that.
Mr. SHILLITO. Yes, sir, completely.
Chairman PROXMIRE. What I am saying is that there are other areas

where you can make cuts.
Mr. SHILLITO. Yes, but the point I am making, Mr. Chairman, is

that you have been critical of our defense budget, but the vast ma-
jority of the even then year dollars in the defense budget, 1964 to
1972, 1974, ties into these increased costs of people.

Now we are looking again at 60 percent of our defense budget
costs going to people. It was only 43 percent prior to Vietnam, and
we have less people today in the Department of Defense than we
had prior to Vietnam for something like $20 billion more in the way
of people expenses. We have to get on top of this people situation,
somewhere, somehow.

Chairman PROXM1IRE. I am just asking how the factual situation
looks to you.

Let me proceed a little further.
Mr. SInLLITO. Yes.
Chairman PROXMIIRE. Is it the Defense Department's intention, in

light of present and forseeable pressures on the overall Federal
budget-we are very aware of those pressures, the President is put-
ting a ceiling on.

Mr. SHILLITO. Sure.
Chairman PROXMIRE. I had a chance to talk with Mr. Shultz yes-

terdav at some length along with some other Senators and I think
that ceiling is going to surprise a lot of people, the one coming up
for fiscal 1974; it is going to be very tight, indeed, which means a
lot of pressure on you, that is the Defense Department, as well as
the other departments in the Governmeiit.

M1r. SIITLLITO. Yes, sir.
Chairman PROXMIRE. So that under these circumstances you just

wonder, is the Defense Department intention to make whatever
changes in the present policies may be necessary to at least limit fu-
ture increases in defense spending to the amounts needed to main-
tain a constant purchasing power for the procurement dollar?

In other words, is $112 billion a relatively firm ceiling which the
Department will enforce, or does it feel it could raise that figure
even further if cost overruns continue, unit costs rise, and our force
structure starts to fall?

Again, this is not meant to be an argumentative question.
Mr. SiHILLITO. Yes, sir.
Chairman PROXMIIRE. It recognizes we do have these pay increases,

we are going to have them in the future, and we are likely to have
these overruns and other increased costs.

What are you going to do about it, how can you get a ceiling, in
other words, without cutting into the guts and strengths of your de-
fense effort?

95-328-- T3 5
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Mr. SHILLITO. Mr. Chairman, I am sure you would agree with
this.

When unit costs rise with regard to a weapons system, and when
we are faced with the kind of budgetary problems that we have
today, and have had in the past few years, we are not looking at a
situation where annual expenditures for major weapons systems go
up. In fact, that is part of the problem. We generally end up with
less in the way of major weapons systems, and that is the problem.

Chairman PROXMIIRE. Right.
Mr. SHILLITO. So really, what happens is. when unit costs go up,

force size suffers, and that too is the problem.
Now, I would like to hope that as we move forward, and as world

conditions change, that the defense budget in toto will shrink and
shrink significantly. But again you have to tic this entire situation
to the need for strength as related to a given time frame.

Chairman PROX-IIRE. Let me just proceed a little bit further.
Mr. SHILLITO. But I would like to sav that, first of all, national se-

curity is paramount and wve have to assure we have national secu-
rity, and it has been made clear by, well I go back to Bernard Ba-
ruch-you know his comment was, if, first of all, you do not have
national security, that which you have is really worthless, and I feel
very much that way.

Chairman PROX-MIRE. I agree with that. AWe have to have national
security that is adequate.

Mr. SIIILTITO. Sure.

DEFENSE COSTS-PROJECTIONS

Chairman PROXMAITRE. But let's look at, next. what $112 billion
would actually buy in 1980. and this is what really disturbs me. and
this is the heart of 'Mr. Sullivan's presentation; I think it illustrates
dramatically that the Defense Department has a lot of work ahead
for it, even if it gets $112 billion in 1980, if it hopes to provide at
that time the kind of force structure vlhich a prudent defense pos-
ture may require.

Mr. Sullivan breaks out eight specific kinds of defense hardware,
and he attempts to estimate for each howv many dollars would be
available in a $112-billion 1980 budget and how many dollars would
be needed to maintain our present force structure in light of the
projected costs of the specific new systems now in the pipeline.

I find his conclusions for these eight specific kinds of hardware
quite staggering. He estimates that we will have $8.5 billion avail-
able for this hardware in 1980, but that we will need $13.5 billion,
$5 billion more to maintain the present force structure which the
$112 billion would cut into, given inflation and so forth. So without
economics somewhere a $112 billion defense budget would cut into
our present defense preparedness status.

For several years now, Mr. Shillito, not only I but the Senate
Armed Services Committee and many other observers,. have ex-
pressed concern over the skyrocketing unit costs of defense hardware
and have suggested that we may be on the verge of pricing ourselves
out of an effective defense. I have referred to the process as "gold-
plated unilateral disarmament."
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NEED TO CHANGE PROCUREMENT POLICY

IDoes not Mr. Sullivan's analysis show that the basic thrust of

these criticisms has been right and that major changes are needed
and needed now in our present procurement policies?

Mr. SMIITO. Mr. Sullivan's statement, by the wvav, which I am

thoroughly familiar with, -Mr. Chairman, and went over in some de-

tail, is one that I. on balance, agree with. It is somewhat hypotheti-
cal in some wavs. But he emphasizes just a few points that come
throug-h loud and clear, the points that I made in my proposed state-

Mnent today in a little bit different way, points that tie into our ne-

cessity to reduce hardware costs, major weapons systems costs.
The philosophy of design to cost, I think, also comes throughl in

his statements loud and clear, in the interest of trying to get on top
of our hardware costs.

I have talked nianv times, about, the necessity for our getting on

top of our initial operating requirements, which I think is some-

thing that we really have not gotten on top of adequately. Mr.
Chairman.

We must do a much better job of determining what goes into
these weapons systems in the interest of doing something about the
total weapons systems costs.

The onlv other point I would like to make is where he talks albout
$5 billion more, as far as staying on top of our present force struc-

ture, really, 3Mr. Chairman, this is not much more than an extrapola-
tion of that which has taken place from 1964 to 1972 as far as stay-
ing on top of that which is necessary to do the job required for our

present force.
Chairman PROX-IIRE. Well, this troubles me because I can see a

tough problem for the D)efense D)epartment. the Congress. and the
country here.

Sullivan does think we wvill be $5 billion short in the eight specific
areas lie discusses, that there may be another $2.5 billion shortfall in

the operations and maintenance of this hardware, and he notes the

historic tendency of current estimates to always rise over time. If

this is right, and it costs more than now expected to maintain a vol-
untary army, it might take a $125 billion budget in 1980 to maintain

something akin to our current force structure.
Is it not a fair statement, in light of Mr. Sullivan's analysis, to

say that the continuing rise in the unit costs of defense hardware
presents us with a problem of crisis proportions?

Mr. SHiwLITO. Again the point that Mr. Sullivan is making is that
we have to decrease the costs of major weapons systems. That is the

single point that he is making and, Mr. Chairman, you agree with
that, I agree with that and, AMr. Chairman, I also feel that we have

a level of sophistication in many of our major weapons systems that
is not necessary. I think we have to do more about getting numbers
of weapons that will do the job effectively without concerning our-

selves with some of the nice-to-have kind of things that have often

been a part of these major weapons systems, and that is a point that

Leonard Sullivan is emphasizing in his speech.
Chairman PROXM1RE. That is right. But I wonder if we are mak-

ing anything like the kind of progress we have to make.
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You refer to and, as you know, I support your reference to the
AX, the lightweight fighter.

MIr. SHILLrrO. Surely.
Chairman PROXMIRE. And also to an austere attack helicopter for

the Army, and to the Navy's sea control ships and surface effects
ships programs. But let's look for a moment at some of the eight
specific areas cited by Mr. Sullivan, and see what's actually on the
drawing board.

TACTICAL AIRCRAFT

Tactical air, in the first place: Mr. Sullivan notes that our tactical
air needs constitute in dollar terms the largest single procurement
requirement facing us in the years ahead. He estimates that we
would have $2.4 billion available for tactical air procurement in his
projected 1980 budget, but that we would need almost $4.3 billion to
maintain our current force structure given the expensive new planes
now in the pipeline. That is a shortfall of $1.9 billion; it indicates a
need for 78 percent more tactical air procurement dollars than we
are likely to have. And the problem would be much worse if we
could not count on the AX coming into the inventory.

Now, some of this 78 percent shortfall could be eliminated if the
Air Force formally adopted the concept of a "high low" force mix
for the fighter part of its tactical air forces, if it bought only a lim-
ited number of expensive F-15's and a larger number of inexpen-
sive light weight fighters. But the Air Force continues to speak of
the light weight fighter as a technological development program and
says it hIts no firm plans for lightweight fighter production.

In light of Mr. Sullivan's study, has the Defense Department
now made a firm decision that some lightweight fighters will, in
fact, be needed in the Air Force as a complement to the F-15?

Mr. SHILLITO. Mr. Chairman, I would like to furnish the answer
to that question for the record.

So far as the Air Force's plans, relative to light weight fighters,
AX's and so forth-numbers, et cetera-I don't think any of these
terms are classified but I would prefer to give you this for the rec-
ord.

[The following information was subsequently supplied for the
record:]

The lightweight fighters will not be missionized aircraft, but advanced devel-
opment prototypes to investigate promising new technology which could not
be incorporated in production aircraft because of the risks involved. This pro-
totype program will assess the performance improvements of this technology;
evaluate the operational utility of a limited capability, lightweight, high per-
formance fighter; and provide a means of accurately determining the cost
of possible follow-on operational versions should such an aircraft prove feasi-
ble. With the current technical and cost uncertainties, the Air Force considers
a lightweight fighter production decision to be premature at this time.

Chairman PROXMIRE. Do you see any way in which the Air Force
will be able to maintain a viable fighter force structure unless it
buys some light weight fighters in addition to the F-15.

Air. SHILLITO. It is going to-
Chairman PROXmIRE. How can it maintain any kind of a viable

fighter structure?
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Mr. SHILLITO. It is going to have to acquire more in the way of
aircraft and less per unit costs for aircraft.

F-15

Chairman PROXMIIRE. There is no way the F-15 can get down
below $6 million and probably the cost will be $10 million a copy.

Mr. SHILLITO. I am not going to comment on what the F-15 will
end up being. I am very satisfied with the program of the F-15.

Chairman Proxmire. I think it is a terrific plane, I agree.
I have no quarrel about that. It is just the cost is so enormous.
Mr. SHILLITO. Again, it depends on the quantities.
Chairman PROXM3tIRE. Right.
Ill. SHIILLITO. Really, MNr. Chairman, there are only a couple of

fundamental things that tie to this whole subject that we are talking
about here. Admittedly the budget and this sort of thing becomes
terribly important, but you end up with the necessity for tying time
and price and performance as the fundamental elements of every
one of these major weapons that we get into. You have to relate that
to the dollars available and the threat and, of course, on most of the
major weapons systems we are talking about, you quite logically
would have to assume that you are not really going to be quite sure
as to what some of these weapons are going to end up costing you
until you get fairly well downstream.

Chairman PROX-MIRE. Well, we know perfectly well that the F-15
is going to cost, as I say, around $10 million a copy.

Mr. SHILLITO. I don't believe that, -Mr. Chairman. Our parametric
estimates in-house would not indicate that.

Chairman PROX3IrRE. Substantially less?
fr. SHILLITO. Yes, the procurement cost is substantially less.

Senator PRoxnmiRE. Enough so that you could have a viable AF
structure without having lightweight fighters in addition?

Mr. SHILLITO. I am not going to answer your question specifically.
Chairman PROXMTIRE. Let me then very briefly get into another

area because I do want to get into progress payment and some of
these other things.

Mr. SIIILLITO. Certainly.
F-14

Chairman PROXMtRE. It seems to me the Navy is in even worse
shape in Tac Air than the AF. Even for comparable force levels.
The F-14 will cost over $16 million a copy. I think there is every
reason to expect it can go to $20 million a copy-and that disparity
would be greater in the event of a Grumman bailout.

If the DOD is really taking steps to solve its procurement cost
crisis, what inexpensive complements to the F-14 are now on the
Navy drawing boards?

I)o you think we can realistically afford 300 F-14s at $20 million
a copy?

Mr. SHILLITO. Well, again it depends on, as I say, the threat, M.r.
Chairman, and the importance of the AW6-9-Phoenix weapons
svstem which the F-14 carries.
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Chairman PROXMIRE. It is simple arithmetic, you simply could not
afford to have adequate force structure with a $16 or $20 million
F-14 within the Navy with a reasonable budget. It is just not there.

Mr. SIn LLTo. We avil have to see how the F-14 negotiation
works out. A lot of your colleagues on the lull, of course, do appre-
ciate the importance of that weapon. I too appreciate the importance
of the weapon. I am not sure as to what the numbers of the weapons
should be or have to be. At the same time strategy and tactics are
not a responsibility fortunately, of I. & L. Everything sometimes
seems to be. After the present negotiations are behind the Navy, I
would like to suggest at that time you go into this in more detail.

Chairman PROXMImnE. I don't want to get into it too late. *We are
getting into a position where we are moving on these weapons and
have to move and commit ourselves.

Mr. SITILTITO. Mr. Chairman, the Services involved and particu-
larlv in this case the Navy. in conjunction with the committees that
thev have to work with day in and day out for their authorizations
and appropriations are not getting into these things, I don't think,
too late. I mean they are constantly concerning with this sort of
thing.

Chairman PROXMrTHE. The questions on Armv aviation I will skip
and ask von to answer for the record when you correct your remarks.

Mr. SHILLITO. Yes, sir.

ARMY ATTACK HELICOPTER

Chairman PROX1TRIE. Let's look at the related field of Armv avia-
tion. Mr. Sullivan estimates that there will be $32.5 million available
in 1980 for Armv aviation. but that we will need $700 million-over
100 percent more-to maintain our current force structure.

Now one of the reasons for this huge shortfall is the Army's in-
sistenee on] having its own close support plane. The Cheyenne. is
dead. hut the Armv has already started work on what it hopes will
be a cheaper replacement.

If the Atrmy does face a 100 percent shortfall in its aviation
budget, is there reallv any place for a new attack helicopter which is
any more sophisticated or expensive than the present Cobra?

[The following information w-as subsequently supplied for the rec-
ord by Mr. Shillito:]

The Army urgently needs an attack helicopter which is more capable than
the Cobra. It needs a helicopter which can routinely operate in the nap-of-the-
earth environment, at night, and during adverse weather. The planned
advanced attack helicopter (AAH) will be smaller and less sophisticated than
the Cheyenne. However, through experience gaind from the Cheyenne develop-
ment program, the current state of the art will permit the vertical flight per-
formance capabilities of the AAH and its flight agility to be greatly improved
over those of the Cheyenne or any other existing attack helicopter. The reduc-
tion in sophistication and increased flight performance changes have evolved
as a result of field experiments and computer analyses which have identified
those areas of tactical benefit. The AAH characteristics have been patterned
after these findings to achieve a more cost effective combat system. The pres-
ent Cobra is performance-limited and has very limited night capability. When
the AAH becomes operational, it will provide the "high" capability assets and
the Cobra will provide the "low" capability assets for the planned."high-low"
force concept described by Mr. Sullivan.
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Chairman PROXMrIRE. If the Army is still committed to a more
complex helicopter, what change in its procurement policies can you
point to that would seriously indicate it is on the way to solving its
procurement crisis?

[Tlhe following information was subsequently supplied for the rec-
ord by Mr. Shillito:]

During the past year the Department of the Army has made a number of
significant changes in its procedures by which it acquires major weapon sys-
tems. These changes are set forth in Army Regulation 1000-1 titled "Basic
Policies For Systems Acquisition By the Department of the Army." That AR
was issued on 30 June 1972 and contains new policies which will shorten the
requirements generation and system development time and will improve the
Army s decision making process. One of the principal changes which has been
implemented is a policy for establishing a "Design-to-Production Unit Cost"
objective early in the acquisition cycle for a major weapon system. That esti-
mate will be the basis on which system changes and trade-off analyses are
made. The estimate will be included in development contracts so that contrac-
tors can design equipment which can be produced below the estimated amount
and so that contractors will be placed on notice that if production costs exceed
the amount the program may be cancelled. "Design-to-Production Unit Cost"
estimates have been placed in contracts for the SAMl-D and UTTAS systems
and will be placed in all future major systems contracts.

STRATEGIC WVEAPONS

Chairman PRoxitirE. I would like to get into one other area be-
fore getting into strategic weapons. Let me touch briefly on strategic
weapons.

Mr. Sullivan suggests that we will have a shortfall of 59 percent
in 1980 on strategic offensive weapons and a shortfall of 60 percent
on strategic defensive weapons.

Can you point to one new "design-to-cost" system now on the
drawing boards in the strategic field that is likely to eliminate this
shortfall ?

Mr. SIIILLITO. We, of course, have gone into "Design to Cost" in
some detail as far as elements on the Trident, Mr. Chairman, but, of
course, that is such a significant percentage of the total that I do not
think I have to go much further than that, but significant elements
of the Trident are receiving that sort of attention, sir.

Chairman PROXMTRE. I am not sure you answered my question. I
asked you if you could tell me just one new design-to-cost svstem
now on the diawing boards that is likely to eliminate the shortfalls,
in other words, come up with a less expensive weapon to do the job
or enough of the job to satisfy it.

Mr. SIHILLITO. I wouldn't suggest that would eliminate the short-
fall, I would not want to suggest that.

Chairman PROXINITRE. Well, the Trident situation aggravates the
shortfall, as I understand it: if we accelerate the new billion dollar
Trident submarines then we are really in trouble.

Mr. SInLLITo. You are talking about designing to costs, you are
talking about the result of this application of obtaining more in the
way of defense hardware per dollar. Of course, we are trying to do
this on virtually every one of our programs. A major portion of our
strategic program, though, as you know, with the exception of the
Trident, are well along, and, in many ways, fairly well behind us.
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Chairman PROXrNIRE. I won't pursue this line of questioning any
further right now, but the subcommittee may wish to submit written
questions on the Sullivan study and I would appreciate your replies
to that.

I want to say, before turning to another subject, it's nice to talk in
general ways about new philosophies in defense procurement and the
legitimate progress which the DOD is making. But that is not
enough. In my opinion, Mr. Sullivan's speech of August 16 is a re-
markable presentation. It is remarkable both for its candor and.
whatever weaknesses it may have, for the depth of its analysis. It
defines both the nature and the magnitude of the procurement crisis
which we face in the years ahead.

You say you are moving to solve that crisis, but I am not con-
vinced. There is one way, however, that you can convince me. Would
Von will willing to go back to the Pentagon, put a team together,
build on the Sullivan study, and report back to the subcommittee
sometime next year with specific recommendations for each of the
eight areas cited in the study showing how we can square the funds
available and the funds needed to fulfill our force structure objec-
tives in the 1980 period?

I wouldn't expect an iron-clad long-term program; I'd be content
with options we might choose between in the different areas. I think
you might want to include in that presentation of options some
areas-perhaps number of aircraft carriers and the makeup of a new
bomber defense system-where our force structure itself could real-
istically be cut.

I would appreciate it if you could give us something like that
again, not this morning, but if you could put a team together and
come back or have your successor, or have your successor come back,
I understand, and I regret you are leaving us, I understand you are
leaving us, I regret it, you have done a good job. Do you see any
reason why such a team could not make such a study for options?

Mr. SHTLLITO. Indeed such a study could be conducted. In many
ways you have to realize that the Sullivan efforts tie in very much
to just that.

Chairman PROx.NIRE. Would you be willing to conduct such a
study?

MrI. SmILLITO. I would like to suggest this, Mr. Chairman: I wvil
indeed go back to the Pentagon and discuss this with Leonard Sulli-
van and others and then will advise you of what the outcome of this
discussion is.

Chairman PROxMIIRF.. I hope you will, and I hope either in I. & L.
or D.D.R. & E. it can be done, and vou report back because, it
seems, without this kind of a study, I do not know how the Defense
Department can satisfy the Congress or the public that we are meet-
ing a real crisis, a real crisis in costs that faces us.

Mr. SHILLTTO. Mr. Chairman, I would make one comment. Of
course, the output of such an effort does heavily tie into our discus-
sions with the Armed Services and the Appropriations Committees,
and we have to be doing these kinds of things and are doing these
kinds of things as you suggest here constantly.

I will make one other comment, Mtr. Chairman, and I do not mean
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this in any facetious way or any incorrect way, but my historical re-
lationship with this committee has been such that you really do not

want anything unless it can be publicized.
Chairman PROXMI3RE. That is right, that is absolutely right. That

is the function of this committee, and a lot of people don't under-
stand that.

We are not a committee that meets secretly and privately and does
not reveal things. 'We have one function, it is not to recommend leg-

islation directly to the floor of the Senate, we cannot do that. This is

a factfinding, publicizing, dramaticizing committee. It was when

Paul Douglas was chairman, Wright Patman and others, that is the
nature of our committee. 'We do not have any effect unless we reach
other members of the House and Senate. You cannot reach them in

reports, let's face it, you cannot reach them in hearings. The one

way we can reach them is if they watch television, which they do,

and read newspapers which they do. That is the way we get to them,
that is the way to reach them.

I do not want anything that is classified, that I can look at and be

afraid to use in debate or any other time because if I use it
AIr. SHILLITO. Okay. Let me finish
Chairman PROX-IIRE. That is the problem we have and I am glad

you recognize it. I think you are wise to recognize it and I appre-
ciate your stating it.

Mr. SHILLITO. Thank you, I am glad you say I am wise.
[Laughter.]

Chairman PROXMmIE. You are.
Mr. SHILLITO. Anyway, Alr. Chairman, unless things are such that

you can publicize thiem, you don't want them, and we don't quite
look at national security that way, AIr. Chairman. 'We just don't

quite feel that so far as our intelligence programs lead is down par-

ticular routes as to what we need, what we have to have, that these
kinds of things can be publicized.

Chairman PROX3IIu1E. I do not think there is much difference be-
tween us.

AMr. SHILLITO. The point I am making if we come up with the

kind of thing you are talking about, sir, this has to be a highly clas-

sified effort and we would be delighted to treat that kind of thing as
such.

Chairman PROXM1IR1E. I do not understand why it has to be classi-
fied.

Air. SHILLITO. Let's see how we come out as a result of our discus-

sion. I mean it might be able to be sufficiently toned down and

sufficiently innocuous that it will be meaningless.
Chairman PROXMIRE. NO, no, I don't want that, Air. Shillito.

[Laughter.]
I think the American public has to know, the American Congress

has to know about it. The Congress doesn't know about classified
material, very few members of the House or Senate are going to
take this classified material and study it. You know that. These deci-
sions have to be primarily on the basis of what is not classified. The
things I am asking this morning I think can be given to us, and the
adversary, the Soviet Union, knows far more now than is likely to
be disclosed in the kind of a study that you will give us.
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They know what our problems are. economic problems and teehlo-
logical problems in great depth. I am not asking for anything new
that would give them any comfort or knowledge, you know that.

Mr. SHILLITO. Well, again, I just want to make the point that the
type thing you are talking about could lead us down this path and
this is something I think you need to recognize and I think appar-
ently have.

Chairman PROX-MIRE. I just wanted to say it is called to my atten-
tion outside groups have done this, Brookings has done this kind of
study, maybe they are completely wrong, way out in left field, but
Brookings has done it. The Democratic candidate for the Congress

[Laughter.]
Mr. SIuLLITO. What was that again?
Chairman PROX-MIRE. The Democratic candidate for the Presi-

dency, George McGovern, made a study last vear which was very
deeply criticized but was fundamentally a good basis for debate. The
Secretary of Defense made no bones about how bad he thought it
was. I thought he was a little flamboyant in doing it.

Mr. SHILLITO. Pretty invigorating study.
Chairman PROXMIiRE. I think you would have to agree that kind

of thing is useful.
Mr. SHILLITO. Sure.
Chairman PROX3IIRE. And this is the kind of thing I am asking of

you gentlemen.
Mr. SHILLITO. 1Vrell, let's see. Let me see, what we can come out

with or what the discussions in the Pentagon will lead to, Mr.
Chairman. But I just wanted to call the security side of this to your
attention. I am sure this is something that you fully appreciate; sir.

Chairman PROX3ITRE. All right.
Now, you spoke in your prepared statement this morning about

recent changes which have been made to improve Defense Depart-
ment regulations governing progress payments on defense contracts.
As you know, excess progress payments on the C-5A played an im-
portant role in forcing the DOD to bail out that program. Despite
your assurances that improvements have now been made, I'm afraid
that we're following the same old road with Grumman and the
F-14.

EXCESS PROGRESS PIAYMENTS ON F-14 CONTRACT

Are you familiar with the audit report of the Defense Contract
Audit Agency, dated June 30, 1972, which concluded that Grumman
has already received progress payments in excess of the amount pro-
vided for bv its contract?

Mr. SHILLITO. I am familiar with the audit report, sir.
Chairman PROX3IRE. You are familiar with it.
Mr. SHMLLITO. I am familiar with the audit report.
Chairman PROxMiIRE. W~ould you try to locate a copy of that re-

port and provide a copv to the subcommittee ?
'Mr. SHTILTTTO. Mr. Lynn is here, and I w-ould like to have Mr.

Lynn think about this for a moment and answer Your question more
specifically.
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Mr. Lynn, can you respond to that question?
Mr. LYNN. AlWe can provide you a copy of the report.'
Chairman PROXNMIRE. Fine, very good.

ADVANXCE PAYIMENTS

I am less concerned right now about that, about the June 30 audit

report than I am with the highly unusual "advance payment pool

agreement" which was entered into subsequently, on August 8, 1972,

by Grumman and the Navy. I've obtained a copy of that agreement
from the GAO, and after summarizing it briefly, I'd like to ask you

a few questions about it.
The agreement notes Grumman is now without and has been una-

ble to obtain any short term bank financing from any source since

its old line of credit was withdrawln on April 30th because of its

projected losses on the F-14 program.
What the agreement does is to set ill) a special "advance payment

pool account," a pool of money supplied by the Navy against which

Grumman can draw to finance work not only on the F-14 program,
but on 10 contracts in all, including its other major Navy programs.

Grumman is to pay the Navy 67/8 percent interest for the period
these funds are on loan, and it is to 1)ay them back by receiving

credits against the loan when it deliv-crs F-14s and other pieces of
military hardware.

This agreement means, does it not, Mir. Shillito, that the Navy

has become G(rumman's private banker, that it is the only banker

who will lend Grummnian money at this time in its present financial
condition?

'Mr. S1HLLITO. Well, Mr. Chairman, first of all, vou are right that

we do have an advance payment relationship with Grumman. Grum-

man, of course, originally requpested "unusual progress payments."

Grumman was advised by the Navy to seek bank financing. The

banks reiterated their statements, as you have stated, that they were

not willing to provide the financing to Grumman under the circumn-

stances of today's environment, unless the Government vould grant
a 100 percent guarantee.

The Navy concluded that the advance payment was the most feasi-

ble means of finalncing because it provided a vehicle for imposing re-

strictions which the Navy considered to be very essential. It also
provided a measure of the value of the money that would be fur-

nished Grumman by the imposition of interest as you have also

stated, sir.
Mr. Buehrle, as I mentioned earlier in my introductory statement,

is here with us today, and I would like to ask _Mr. Blehlrle if he

would care to elaborate on my comment or to answer your question

more specifically.
Chairman PROXNrrRE. Before he does, let me just put the question

a little differently so that it is clear what I am trying to get at. It is

my understanding that the Navy's authority to enter into this ad-

vance payments pool agreement comes from 10 U.S.C. 2307 as imple-

mented by section E of the Armed Services Procurement Regula-
tions. I have looked at this legal authority carefully and it gives rise
to several questions in my mind.

1A copy of the requested audit report No. 517-10-2-0329, dated June 30. 1972, was

furnished on Dec. 26, 1972. The report may be found In the subcommittee files.
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First. section E-209 of the ASPR permits advance progress
payments to defense contractors, but it clearly states that they
should be used only as a last resort. Even 100 percent progress pay-
ments-compared to the 80 percent Grumman has received under the
F-14 contract-and Government guaranteed loans are cited by the
ASPR as preferable to the direct Government loans which advance
payments represent.

Why, then, has this method of financing been chosen by the Navy?
Mr. SHILLITO. I think you sort of answered that yourself, AIr.

Chairman, when you talked abou this being the last resort.
Air. Buehrle.
Mr. BUEIIRLE. The ASPR also says, sir, that the government may

use advance payments when it considers it to be to its best advan-
tage.

In revie-wing the situation, we thought there were certain restric-
tions that should be imposed upon the company, which we could do
more readily with an advance payment treatment than we could
under other methods.

Also, if we would agree to their requirements with regard to unu-
sual progress payments, it would be hard to measure what those val-
ues are or to what period of time they would extend.

We also recognized that in addition to the F-14, Grumman also
had other important programs.

In an effort to provide them with the necessary financing to per-
form those programs, we decide the advance payments should be
made.

Chairman PRoxMIRnE. What kind of restrictions does advance pay-
ments require on Grumman?

Air. Shillito mentioned restrictions.
Mr. BLILIIRLE. Yes, sir. You say you have a copy of the agree-

ment. There is a whole section with regard to covenants and restric-
tions. I could read them.

Chairman PROXMIRE. You do not have to read them. Can vou
summarize them briefly?

Air. BUEHRLE. Yes.
Among- other things, it provides for restriction on dividends. dis-

position of property, guaranteeing other people's liabilities, control
with regard to salaries of key employees, overseers and directors, the
normal type of restrictions you will find in a loan agreement.

Chairman PROXMIRE. There is another section of the ASPR that
again gives me some trouble; it specifies, and I quote section E-211
of the ASPR:

Only with those *** contractors *** who have the financial capability or
credit * * reasonably to assure their ability to perform their contracts in
accordance with their terms.

Do you think Grumman meets this stipulation at the present time?
AMr. BUEi-UiLE. So far as we can determine, we expect that he will,

sir.
Chairman PROXMINIE. Well, they have announced they will not,

they would close their doors before they would meet their contract.
Mr. SIIILLITO. We have analyzed their financial statement very

thoroughly.
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Chairman PROX5IIRE. I think they can, I would agree with you
they can, but they have announced they will not.

Mr. SHILLITO. I think again we border on a portion of negotia-
tions here. If you want to talk about advance payments fine, but if
you want to talk about what Grumman will or will not do, I would
prefer to avoid that.

Chairman PROXMIRE. All right.

AI)VANCE PAYMENT AGREEMENTS UNUSUAL FOR LARGEST CONTRACTORS

The General Accounting Office has assured me that advance pay-
ment pool agreements have been used very sparingly in the past, and
always with small companies. Are you aware of any other time
when such an agreement has been entered into with one of the 10
largest defense contractors ?

Mr. SHILLITO. I can give you a complete listing of the occasions
when we have used advance agreements, Mr. Chairman. As far as
the 10 largest contractors, I would have to say this indeed has not
applied.

Chairman PROX3iRE. So this is an unprecedented thing in that
sense?

Mr. SEIILLITO. It is indeed not a normal method of financing, Mr.
Chairman.

Chairman PROX-MIRE. Now when the advance payments pool agree-
ment-

Mr. SIITLLITO. We have about 65 instances of advanced payments I
would guess.

Chairman PROX-MIRE. Well, in the security areas.
Mr. SHILLITO. As compared to this one; yes, sir.
Chairman PROXNEIRE. When the advance payments pool agreemnent

was signed on August 8, it provided for a ceiling on the loans out-
standing of $20 million. Are you aware of any other time when an
advance payments pool agreement has been entered into for this
large an amount?

Mr. SHILLITO. If you were to consider our international relation-
ships and international economic needs of other countries and so
forth, Mr. Chairman, we do have a few that are greater than this.

Chairman PROX-MIRE. You do?
Mr. SHILLITO. Yes, sir.
Chairman PROXMIRE. Can you specify them?
Mr. SHILLITO. Yes.
We have an agreement with the United Kingdom-
Chairman PROXXIRE. Those are countries, not companies.
Mr. SnILLiTo. That is right, that is what I said, countries, Mr.

Chairman.
Chairman PROXMIRE. Yes.
Mr. SMILLITO. We do have one with Newport News here that I see

in my notes.
Chairman PROXMIRE. Over $20 million?
3Mr. SHILLITO. No, sir. None over $20 million; no, sir.
Chairman PROXMIMRE. That is what I was getting at.
Now, that $20 million ceiling, it has turned out, has been very tem-
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porary in nature. It was raised to $36 million on September 14, and
Grumman has now requested another $10 million on top of this,
which would raise the total to $46 million.

There certainly is no precedent, or are there any precedents for
$46 million loans? I guess your answer has to be no, since there is no
precedent for a $20 million loan.

Is it likely the ceiling of this agreement will continue to be raised
in the future?

Mr. SHILLITO. I cannot answer that question.
Chairman PROXM[IRE. I am sorry, I should not have asked that

question because it does affect-
M\r. SHILLITO. Yes, it does.
Chairman PROXMIRE. Nevertheless, you see, on the one hand we

are told that the Navy was tough, and I congratulated them on
beinm tough. and insisting that Grumman stand by the contract.

On the other hand, it seems we are going through the back door
with $46 million on the horizon, $36 million already, and another
$10 million coming up, and we do not know how much more in the
future. It is hard to say whether maybe this is a way of getting
around the limitations which the Navy announced publicly that it is
following with respect to Grumman.

Mr. SHILLITO. Well, you can infer that these type actions are in
conflict, but indeed they are not.

When you get down to the necessity for insuring that dollars are
available to meet the costs of a particular weapon, you find that
financing sometimes is necessary to do just exactly that. I will not
cite other programs, but this has been the case in the past in a few
other programs at the same time, you can still be tough as far as
that contract is concerned.

Chairman PROxmIRE. There is no case at all that has gone over
$20 million and this is close to $46 million, or appears to be and, as
I say, you cannot tell me that is the end, and it probably is not.

Mr. SHILLITO. No, I will not say one way or another.
At the same time, you know we have had loans many times over

the years that ran well in excess of this, as you well know, sir.

TERMS OF AGREEMENT WITH GRUMMAN

Chairman PRoxMIRE. Let's take a look at the fairness of the agree-
ment from the commercial banking standpoint, how reasonable a
rate of interest is 6.6 percent for a short-term loan at the present
time.

Do you think any bank would loan at that rate with a prime or
short-term rate approaching six percent of the soundest commercial
risk ?

Mr. SHILLITO. The 'Navy analyzed this, Mr. Chaiiman, and I
would say that you have a point, a debatable point, but you indeed
have a point.

Do vou want to comment on this, Air. Buehrle?
Mr. BUEHRLE. Yes, I would like to make one comment, and that

is, we are geared to use the rate set by the Treasury Department for
the Renegotiation Board. The Secretary of the Treasury sets the
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going rate every 6 months and our rate of interest is geared to that
rate which is set by the Secretary of Treasury.

Chairman PROXMIRE. It has no relationship whatsoever to the risk
involved?

Mr. BuEHRLE. It is simply set on a mechanical basis with relation-
ship to a matter which is not related to the risks of the borrower.

We do not have any sliding rate at all. We have a single rate or
stated rate.

Chairman PROXMIRE. As I understand, the only basis for the bor-
rowed money, in other words, is the company's work-in-progress in-
ventory the government normally uses in situations. So it seems to
me clear, and I would like any comment you would like to make on it,
that a commercial banker would expect, at least some claim on the
underlying assets of the company; is that not right?

Mr. SmILLITO. I think that is possibly a correct assumption but, at
the same time, we have greater collateral than you have suggested.
It does add up to a significantly greater amount than the advance
payment as it now stands.

Chairman PROXMIRE. Now Grumman can use the funds deposited
in this advance payments pool agreement. Can you tell me what
part of the funds can be used in the program?

Mr. SHILLITO. Can you answer that, Mr. Buehrle?
Mr. BUEHRLE. Yes, sir.
In the advanced pool agreement, we use one of the contracts for

what we call a designated pool contract. The money that goes into
the accounts is the money that will be used under the F-14 con-
tract, the money that the advanced payment is a self-liquidating ar-
rangement whereby we would withhold funds under that contract
and attempt to return the money to the Navy as the contract is com-
pleted.

Chairman PROX3IIRE. From what fund again?
Mr. BuEERLE. From the appropriations of the designated pool

contract, which in this case is the F-14 contract.
Chairman PROXMIRE. Now, Mr. Shillito, are you aware that Litton

Industries has been overpaid millions of dollars in progress pay-
ments on the ship contracts?

Mr. SHrLLITO. I am indeed aware of the audit reports on Litton In-
dustries, Mr. Chairman. I am indeed aware of the progress pay-
ments environment as regards Litton Industries.

NAVY INVESTIGATION OF LITTON SHIPBUILDING CLAIMS

Chairman PROX-MIRE. Are you aware of the fact that a three-man
team has been established within the Navy to investigate the possi-
bility that Litton may have made fraudulent misrepresentations in
its shipbuilding claims and that the Navy may also be inquiring into
the possibility of fraud with regard to Litton's requests for progress
payments on its ship contracts?

Mr. SHILLITO. Is this the Navy-Marad team that you are talking
about. Mr. Chairman, wherein the Maritime Administration is in-
volved?

Chairman PROXMIRE. No, sir.
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Mr. SHILLITO. This is just the Navy team?
Chairman PROXMIRE. This is right.
Mr. SHILLITO. Yes, sir, I am aware of the various efforts we have

had as regard Litton.
Chairman PROXMIRE. What can you tell us about this investiga-

tion ?
Mr. SHILLITO. To my knowledge, I have not seen anything in any

of these reports that would indicate anything of an indication of
fraud, at least from the reports I have looked at, they do not give
me that kind of information.

Chairman PROXIAIRE. What can you tell us about the investiga-
tion?

Mr. S1I1LLITO. Let's see, can we get a response as far as the Navy
is concerned here relative to this or, Joe, Bernie, do you have any-
thing as far as-

Mr. LYNN. Not on the investigation, Mlr. Shillito. I believe that
was the question, it was directed to an investigation.

Mr. SHILLITO. Yes.
Mr. LYNN. We do not have any knowledge about that.
Mr. SHILLITO. Did you not have a Navy reply that tied into this

particular subject, Mr. Chairman, so far as Litton is concerned?
I thought I saw something or heard about you receiving some-

thing.
Chairman PROXMIRE. Well, the Navy did reply, and they conceded

the overpayments.
Mr. SHILLITO. Well, what I am really relating to is the recent let-

ter that you received from the Navy Under Secretary, Mr. Sanders.
I think this tied to a request from you for information with regard
to this, and you asked a number of questions with regard to the Lit-
ton financial situation, and he made it clear that the Navy has re-
viewed Litton's financial position and that they routinely monitor
the financial developments.

He stated, however, that as mentioned in his letter, or the Navy's
letter to you of mid-1972, financing data was company confidential
and it was inappropriate for the Navy to comment on Litton's finan-
cial condition, which is a matter that he felt should be addressed by
the Litton corporate officers.

Chairman PROXMIRE. Let me just interrupt to say I wanted to
know if any of the gentlemen with you, you say you do not know

Mr. SHILLITO. No, sir.
Chairman PROXMIRE [continuing]. If any of the gentlemen with

you know of any information with respect to the investigation of
fraud involved in this.

Mr. SHILLITO. I cannot give you
Chairman PROXMIRE. I know you cannot, but I wonder if any of

the gentlemen with you can.
Mr. SIIILLITO. I am not aware of anything that ties into that, Mr.

Chairman.
Is there anyone else here that can respond?
Chairman PROX2;1IRE. There is no indication so far as that is con-

cerned?
Mr. SHILLITO. No, sir.
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Chairmian PROXrIME. Do you know the highest amount by which
Litton was overpaid on a ship contract?

'Mr. SHtLLITo. Mr. Sanders' letter of 14 December might be intro-
duced into the record, Mr. Chairman, beause he says there that you
asked for information concerning possible overpayment progress
payments.

Chairman PROXmIRE. That is fine, yes, sir.
[The following information was subsequently supplied for the rec-

ord:]
DEPARTMENT OF THE NAVY,

OFFICE OF THE SECRETARY,
WVashington, D.C., December 14,1972.

Hon WILLIAM PROXMIRE,
Chairman, Subcommittee on Priorities and Economly in Government, Joint Eco-

nomic Committee, U.S. Senate, Washington, D.C.

DEAR MR. CHAIhMAN: I have your letter of November 30th in which you re-

iterated your belief that Litton Industries is having serious financial difficulties

and requested further information concerning Navy Shipbuilding contracts

with Litton.
You asked several questions about Litton's financial situation. Regarding

your first two questions, which involve the Navy's assessment of Litton s finan-

cial capability to complete its Navy contracts, the Navy has reviewed Litton's

financial position and routinely monitors financial developments. However, as

mentioned in our letter to you of July 12, 1972, financial data is company-con-

fidential, and it is considered inappropriate for the Navy to comment on Lit-

ton's financial condition, which is a matter that should be addressed by Lit-

ton's corporate officers.
You also asked for information concerning possible overpaid progress

payments on the Navy's submarine contract with Ingalls Shipbuilding Division.

In early September, 1972, a Navy review determined that the contractor was

overpaid progress payments during the period June, 1968, through Septem-

ber 4, 1972. The cumulative overpayment at its maximum amount to $7.590.000 but

had decreased to $1,678,010.54 by September 1972. Repayment was immediately

requested, and the contractor fully refunded the outstanding $1,678,010.54 in

repayment made on 6 and 13 September 1972. With respect to interest charges

on the overpaid funds, the company made repayment within 30 days of

demand. Therefore, under the terms of the contract no interest charge was

applicable. Our reviews have not revealed any other overpaid progress pay-

ments on Litton's Navy contracts.
Your letter also addressed the six-month extension of the cost-incurred

method of payments to Litton on the general-purpose amphibious-assault-ship

(LMA) construction contract. The extension was based on the contractor's

claim for changes and excusable delay. We are now reviewing the matter to

determine what amount of excusable delay can be substantiated. If it is deter-

mined that the period of excusable delay is less than six months, the contrac-

tor will be required to repay the difference between cost incurred and actual

physical progress payments, plus interest, for that time determined not excus-

able. Thus, deferring the changeover date of the method of payment does not

provide the contractor with interest-free funds. At this time, there is no basis

upon which to forecast what the cash effect on Litton might be, as this will be

determined by several factors, including the amount of excusable delay

allowed.
I trust that the foregoing will suffice for your purposes.

Sincerely yours,
FRAN-E SA-NDERS,

Under Secretary of the Navy.

Mr. SHILLITo. And he goes to say that the cumulative overpay-
ment at its maximum amounted to $7.59 million, but it has decreased
to $1.67 million by September 1972. He says the repayment was im-
mediately requested and the contractor fully refunded the
outstanding $1.678 million in repayment made on 6 and 13 Septem-
ber, 1972.

95-328-73-36
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Then he goes on to talk about the interest charges and he says
that:

"Our reviews have not revealed any other overpaid progress pay-
ments on Litton's Navy contract."

AUDIT REPORTS OF EXCESS PROGRESS PAYMENTS CONSIDERED CONFIDENTIAL

Chairman PROXNEIRE. With respect to that letter from Secretary
Sanders, the Pentagon insists the information in your reports are
considered proprietary data and may not be made available to the
public. What is so secret about these reports? WWhy can we not re-
lease them ?

Mr. SmILLITO. Well, again. we touched on this at previous hear-
ings. Of course, you know the entire financial structure of a contrac-
tor and maybe even these internal subjective reports can have an
adverse effect on a contractor's financial situation.

Chairman PROXMIRE. Let me say why we need these reports, be-
cause these reports do indicate some conflict with what Mr. Sanders
told us in his letter so far as the size of the overpayments is con-
cerned.

Mr. SHILLITO. But, you know, the point that I made last year, as I
recall, before this committee was very fundamental and that is that
there have been questions as to our legal right to take action in re-
gard to the disclosure of confidential business information. Now
you can get into a subjective kind of evaluation as to what should or
should not be

Chairman PROXMIRE. That is exactly right You have to make the
judgment, you make the judgment as to what is proprietary infor-
mation.

Mr. SHiLLITo. Of course, generally the company makes the judg-
ment and we are not in agreement with the company, but we end up
generally being put in a position where it is awkward legally if we
disagree with the company and then release it.

Chairman PROXMIRE. *We cannot release the entire reports. What
about the numbers, why can we not disclose to the public the amount
of the overpayment, what about the propriety of that?

Air. SHILLITO. Mr. Chairman, I may be wrong, but I look at that
letter from Secretary Sanders, and that just seems to-

Chairman PROX.MIRE. That is exactly the point, you see. What he
says, or what the overbilling is, does not agree with our knowledge
of what the report shows; that is what we want to make public.

Mr. SHILLITO. I see. I think you have to say he is the No. 2 man
in the Navy so we have to expect in his position he ought to be
speaking with the full authority of the Navy.

CONTRACTOR'S COOPERATION WITH NAVY AUDITS

Chairman PROXMIRE. Let me ask you this: In your audits of Lit-
ton to determine the amounts of overbillings and overpayments, has
the company been completely cooperative? Has it given the Govern-
ment auditors complete access to its books and records of its Navy
contracts ?

Mr. SHILLITO. Well, you have to understand, Mr. Chairman, that,
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as the Assistant Secretary for I&L, my involvement with specific

contractors is very, very infrequent.
Chairman PROX31nnRE. I understand Mr. Lynn's agency did the

audit. Could Mr. Lynn answer that ?
Air. SHiLLrro. Mrr. Lynn, could you respond to that?

Mr. LYNN. Yes, I would say, Mr. Chairman, the information we

have needed to audit progress payments has been furnished to us.

Chairman PROXMIRE. Then you would say they have been com-

pIetely cooperative right along the line?
Air. LYNN. Well, auditors never have a particularly easy time

anywhere. [Laughter.]
Mr. SnnMLITO. Even within the family, Mr. Chairman.

Chairman PROXMIRE. Air. Lynn is a terrific diplomat, he would be

a great ambassador.
Air. LYNN. I would say within that environment we have been

able to report without qualification.
Chairman PROXMIRE. Have you had complete access for progress

payments?
Mr. LYNN. For progress payments, yes.

Chairman PROXMIIRE. Why do you say progress payments?

Mr. LYNN. I was directing my reply to your question. Your ques-

tion was progress payments.
Chairman PROXiMIRE. You have had complete access to progress

payments and you have implied you have not had complete access in

other matters.
Air. LYNN. I did not say that.

Chairman PROX3rIr1E. Do you not say you had complete access to

the books?
Mr. LYNN. I suppose if we had attempted to make, to enter into

examinations of other data of the contractors over all operations, I

suspect there might have been problems. But what we needed for

these audits of progress payments, we have gotten.

Chairman PnoxNrIrE. What is Litton's general ledger, what kind

of information is contained in that ledger ?

31r. TLYNN. The general ledger, as any general ledger, has assets,

cash, inventory, accounts receivable, it has liabilities, accounts paya-

ble, that sort of thing; their net worth.
Chairman PNoxM-IRE. Has Litton ever refused your auditors access

to its general ledger?
Mrh. LYNN-. This relates to the same point and to the same letter

that AMr. Sanders wrote to you. On our initial try they did balk at

the general ledger.
Chairman PROXiMIRF. Why?
Mr. LYNN. They felt that we really did not need all of the things

in a general ledger to do what we were doing.

Chairman PRox-unE. What did you do about it?

Mr. LYNN. We went back to the Navy, and we told them we could

not do the job without access to the general ledger. So with the as-

sistance of the Navy, we then did obtain access to the general ledger

and then were able to submit a report.
Chairman PnoX3r1uE. You say you did get access to the general

ledger?
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Mr. LYNN. We did.
Chairman PROXIIIRE. Well, that is interesting, but once again wehave information to the contrary. But you should know, you say you

did get access to the general ledger.
TMr. LYNN. That is right, Mr. Chairman, you have several reports

that we have given you-
Chairman PROXMIRE. That is right.
Mr. LYNN [continuing]. On Litton, and one of them, you will re-

call, states that we did not have access to the general ledger.
Chairman PROX-irRE. That is right.
Mr. LYNN. Then there is a supplemental report.
Chairman PROXMIRE. That came in later when you did get access?
Mr. LYNN. That is right.
Chairman PROX3I1RE. That clears it up.
Mr. LYNN. Yes, sir.

DOD STUDY OF PROGRESS PAYMENTS ABUSES

Chairman PROXMIIRE. Assistant Secretary of Defense Robert MKoot
had a study conducted into progress payments abuses which resulted
in a report on the audit of selected aspects of the progress payment
system. The Defense Department gave us a copy of this report atour request and I would like to ask a few questions about it.1

First, when was the investigation begun and how long did it last?
Mr. SHILLITO. Mr. Welsch, can you respond to this particularquestion? This was conducted under Mr. Welsch 's organization, andI think that this internal audit effort can best be handled by

Mr. We]sch. Would you care to respond to that?
Mr. WELSCII. Yes, Mr. Shillito.
The audit was started in the fall of 1970, approximately Septem-

ber, and it was completed and report issued in November 1971. Wedid preliminary survey work and rounded up the material necessary
to develop the program and perform the field work and that was
performed during the early part of 1971, with the wrap-up stages
coming in the fall of 1971 and the report issued on November 3,1971.

Chairman PROX'nIRE. How many contractors were examined. whatwas the dollar amount of the contracts examined, and how were thecontractors chosen to be examined?
Mr. WELSCH. We do not have the exact tabulation of the contrac-

tors examined because we selected contracts on the basis of systemsevaluation. Our audit was devised to evaluate the total system rather
than select individual contracts.

We tried to stratify our sample to provide a basis for evaluatingthe system of making progress payments.
Chairman PROx.AIlRE. So you do not know how many contractors

were examined?
Mr. WELSCH. Yes; we had approximately 52 contractors involved,with about 233 contracts.
Chairman PROXMIRE. What was the dollar amount of the contractsexamined?
TMr. WELSCII. About $10 billion in contracts involved.
' Excerpts from "Report on the Audit of Selected Aspects of the Progress PaymentJSovint myEcoeno icfondon pp. 2530-253. The full text of the report is in the tiles of the
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Chairman PROXMrIRE. $10 billion?
Mr. WELSCII. Yes, sir.
Chairman PROX3IIRE. Will you give us a list of the contractors ex-

amined who were found to have obtained excess progress payments,
the programs on which the payments were made, and the amounts
involved?

Mll. WELSCII. We could probably supply this for the record. I do
not have it with me. 'We have a list of contracts, as you know, in the
report which we furnished.

Mr. SmILLITO. We will give you a list, Mir. Chairman, of the pre-
mature progress payments. So far as the specific contractors are con-
cerned, we will give you such a list.

Chairman PROXM3IRE. Fine.
[The following information was subsequently supplied for the rec-

ord:]
LIST OF CONTRACTORS WHO OBTAINED EXCESS PROGRESS PAYMENTS

The following is a list of contracts examined with excess progress payments
at the time of the audit. The list is a reproduction of Attachments A, B, D.
and E of the audit report with the names of the contractors. Attachments C
and F of the audit report are not included since they did not involve unau-
thorized payments at the time of the audit. Some contracts are listed on more
than one attachment because more than one condition was noted for these con-
tracts.

The audit report addresses the status of conditions at the time of the audit.
However, no attempt has been made to verify the audit findings on individual
contracts. Actions have already been taken, and are continuing, to correct con-
ditions found during the audit and to improve over-all contract financing pol-
icy. These included revised procedures, recoupments from contractors, adjust-
ments of contractual clauses, and special seminars and training courses to
assure that operating personnel are fully aware of the philosophy, policy, con-
trols and procedures on progress payments.

The term "Excess progress payments" does not mean that the government
ultimately paid more for an item than required by the contract. It means that
the contractor was provided working capital through progress payments to
which he was not entitled at the time.

ATTACHMENT A

INCORRECT PERCENTAGES ON CONTRACTORS REQUEST FOR PROGRESS PAYMENTS WITH MONETARY EFFECT
CONTRACT CLAUSE INCORRECT

Progress payment
DD-1195 limit (percent)

- ~~~~~~~Excess
Num- Rate Proper progress

Contractor Contract No. ber Date used rate payment

Army

Grumman Aerospace Corp ---- DAA-J81-67-C-0795 70 Aug. 5, 1970 80 72.0 $238, 155
Teledyne Systems Co - DAA-B07-68-C-0255 -- 26 May 23, 1969 80 71.9 1,522, 452
Boeing Corp - DAA-J0l-68-C-0577 47 May 4,1970 80 72.3 11,427,393
Bell Aerospace Corp - DAA-JOI-68-C-0566 14 July 14,1969 80 72.8 64, 062
United Aircraft Corp - DAA-J01-68-C-0827 36 Feb. 18,1971 80 72.4 175,851
Boeing Corp --------- DAA-J01-68-C-1566 105 Aug. 21, 1970 80 70.1 1,350,414
Bell Helicopter Corp - OAA-J01-68-C-1928 43 Jan. 20, 1971 80 72.8 286, 442
Conductron Corp - DAA-B03-69-C-0046 --- 39 Jan. 22, 1971 80 72.1 181 717
Bell Aerospace Corp - DAA-J81-69-C-0085 42 Feb. 17,1971 80 72.8 911,936
Hughes Tool Co -DAA-K02-69-C-0433 -- 50 Oct. 6,1970 80 70.8 166, 445
Continental Motors - DAA-E07-70-C-3247 . 19 Aug. 24, 1970 80 73.4 '273,189
General Dynamics Corp - A36039-05598 -95 Oct. 5, 1970 85 79.2 1,826,339

Total -8,424,395
See footnote at end of table.
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ATTACHMENT A-Continued

INCORRECT PERCENTAGES ON CONTRACTORS REQUEST FOR PROGRESS PAYMENTS WITH MONETARY EFFECT
CONTRACT CLAUSE CORRECT-Continued

Progress payment
DD-1195 limit (percent) '

Excess
Num- Rate Proper progress

Contractor Contract No. ber Date used rate payment

Navy

General Dynamics Corp ---- N00017-70--C-2205 ---- 3Aug. 3,1970 80 72.8 $85, 893
McDonnell Douglas Corp- NOONOW-66-0606i - 128 Dec. 16,1970 80 74.6 912, 315
LTV Aerospace Corp - N00019-67-C-0146- 24 Oct. 9,1969 80 72.5 2 1,288, 178
McDonnell Douglas Cnrp - N0019-67-C-0170- 184 July 29, 1970 80 70.8 2236,210

Do --N00019-67-C-0550 96 Mar. 12,1970 80 72.1 43,424
Lockheed Corp -N0001969-C-0043 36 J. 19,1971 80 72.8 81, 154
General Dynamics Corp - N00019-68-C-0074 - 116 Oct. 30, 1970 80 74.3 1,086,891
LitV Aerospace Corp - N00019-69C-0075 77 Dec. 10,1970 80 72.4 233,165, 524
Raythenn Corp ------------ N00019-68-C-0386- 114 Oct. 8,1970 80 72.1 1,084,387
United Aircraft Corp - N00019-69-C-0471 41 Feb. 18,1971 80 72.7 231,340, 828
Litton Systems --- -- N00039-68-C-0527 43 Aug. 3,1970 80 71.7 1'421, 54
United Aircraft Corp - N00019-69-C-0103 C 9 July 20,1970 80 72.7 52,949
Westinghouse Corp ---p----- N00019-69-A-0153 - 3 - 3Feb. 22,1 971 80 71.5 '186,989
Raytheon Curp --------- N00019-69-C-0200- 70 June 25,1970 80 72.5 2820,852
General Dynamics Corp.- N00019-69-C-0336-- AF-55 -- d 80 72.8 218, 758

Do ----------- N00019-69-C-0336 ---- N-59 Jan. 23, 1970 80 72.8 2 471, 249
United Aircraft Corp- -N00019-69-C-0355 - - 18 Feb. 18,1971 0 72.7 11,720
Wafts Manuacturng co -N00156-69-C-0505 45 Nov. 20,1970 80 76.7 14,9246
Bestingh Corp 7N00019-69-C-0562 52 Jan. 26,1971 80 70.8 3,181,965
Mconnell D rp ---- N00019-69-C-0616- 31 Apr. 24,1970 80 72.0 965, 720
Booing Curp --------- N00019-70-A-0100 8 ---- Jan. 11, 1971 80 72.8 376,415
Grumman Aerospace Corp --- N00019-70-C--0458 ---- 21 Feb. 28, 1971 80 72.8 2 405, 907
General Dynamics Corp ---- N00019-70-.C4529 ---- 24 Feb. 4, 1971 80 72.8 1864,000
Westinghouse Corp ------ N00383-69-D-1553 ---- 13 July 10, 1970 80 72.8 2172,656
Link Division Singer Pre- N61339-66-C-0021 47 Aug. 20,1970 80 72.1 2 55,680

cision.
Singer Simulation Products- N61339-69-C-0200 16 Sept. 2,1970 80 74.1 207,319

Total -167-------------------------7---- 4,627

Air Force

Hughes Tool Co ----- -- F-04701-68--C-0175 ---- 45 Dec. 8,1970 80 73.4 $349, 545
Westinghouse Corp ------ F-04701-68-C-0269 ---- 23 Jan. 29, 1971 80 71.6 1152,369
Litton Systems -------- F-33615-68-C-1548 .... 11 June 11, 1969 80 70.0 18,390
Lockheed Corp-------- F-33657-69--C-0004 ---- 61 July 27, 1970 80 71.6 945, 923
TRW Inc- - F44701-.69-C-09- 95 Mar. 2,1971 80 72.1 22,642,810
Barian Associates-F-33657-69-C-0420 ao4May 1,1969 80 73.a1 53,m327
Sperry Gyroncope Corp-----F-33657-69-C-1362 ---- 13 Jan. 13, 1971 80 69.9 2 183, 541
Radiation, Inc -------- F-19628-70-C-0005 ---- 14 Sept. 16, 1970 80 72.7 2 38, 722

Total ------------------------------------------ 4,374,627

Summary total (Army. $8,424,395; Navy. $16,652,877; Air Force, $4,374,627)---------------$29, 451, 899

I Appears also on attachment F.
2 Appears also on attachment E.
3 Appears also on attachment 0. -

ATTACHMENT B

INCORRECT PERCENTAGES ON CONTRACTORS REQUEST FOR PROGRESS PAYMENTS WITH MONETARY EFFECT
CONTRACT CLAUSE CORRECT

Progress payment
DD-1195 limit (percent)'

__________________ - - ~~~Excesa
Num- Rate Proper Progress

Contractor Contract No. ber Date used rate payment

Army

Radiation, Inc -DAAB07-70-C-0074 15 Sept. 1,197C 80 72.3 $172, 057

See footnote at end of table.
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ATTACHMENT B-Continued
INCORRECT PERCENTAGES ON CONTRACTORS REQUEST FOR PROGRESS PAYMENTS WITH MONETARY EFFECT

CONTRACT CLAUSE CORRECT-Continued

Progress payment
DD-1195 limit (percent)I

Excess
Num- Rate Proper progress

Contractor Contract No. ber Date used rate payment

Navy

United Aircraft Corp- N40019-69-C-0620 19 Feb. 28,1971 80 72.7 $21,819
Do- N-00019-69-C-0621 20 Jan. 31,1971 80 72.7 372,905

Total - 394, 724

Air Force

RCA -F-33657-68-C-1230
Fairchild Hiller Corp- F-09603-68-C-1633
Bordens Electric Manufactur- F-09603-68-C-1786

ing

25 Dec. 1,1970 80
36 Mar. 12,1971 80
53 Oct. 19, 1970 85

73. 1
73. 0
77. 1

$133, 182
333, 744

54, 902

Hugh(
Gener
Boeing
Hugh(

D

rs Tool Corp - F-33657-69-C -0669 40 Dec. 23, 1970 80 72.8 2100,294
at Electric Corp . F-33657-70-C-0101 15 Jan. 15,1971 80 72.6 18, 464
g Corp -F-33615-70-C-1025 14 Dec. 7, 1970 80 73.1 17, 313
es Tool Corp - F-33615-70-C-1393 13 Sept. 8, 1970 80 74.8 8 437
o- F-33615-70-C-1556 . 11 Oct. 28, 1970 80 72. 8 5, 868

Total -672, 204

Summary total - 1, 238, 985

I Applies to (aX3Xii) or (a)(4) of Progress Payment Clause and Items IIb or 22b of DD-Form 1195
2 Appears Eiso on attachment F, not included in this report

ATTACHMENT D

INCORRECTLY PREPARED CONTRACTORS REQUEST FOR PROGRESS PAYMENTS THEREBY OVERSTATING MAXIMUM
PERMISSIBLE UNLIQUIDATED PROGRESS PAYMENTS

DD-1195
Amount of

Contractor Contract No. Number Date overstatement

Grumman Aerospace Corp- N-OONOW-61-0024 -69 Apr. 30,1968 5 $2, 022, 703
Do- N-OONOW-63-0126i 101 Jan. 15,1970 2 2,761,772
Do- N-O4NOW-6-00058 - 95 Feb. 28, 1971 2, 562, 218
Do- N-OONOW-66-0229i -46 May 15,1969 1 2, 593, 425

LTV Aerospace Corp- N-0019-67-C-0146 -24 Oct. 9,1969 12 1,608,878
McDonnell Douglas Corp- N-00019-67-C--0673- 189 Feb. 17,1971 1,117,591
LTV Aerospace Corp- N-00019-68-C-0075 -77 Dec. 10,1970 15,037, 092

Do -N-00019-68-C-0130 - 19 May 28,1970 1 21, 341
Do- N-0019-68-C-0191 - 14 May 18,1970 1 341,787

United Aircraft Corp- N-00019-68-C4471 -41 Feb. 18,1971 1 1, 083,683
Grumman Aerospace Corp- N-0019-69-C-0075 -31 Mar. 15,1971 12 745,681
Lockheed Corp--- N-19-69-C-0385 -59 Se pt. 29, 1970 3 2,690,836
Sperry Gyroscope Corp - N-00024-69-C-5290 -20 Sept. 25,1970 554,390
TRW, Inc- F-04701-69-C-091 -95 Mar. 2,1971 1 2 1, 538, 850
Sperry Gyroscope Corp -F-33657-69-C-1362 -13 Jan. 13, 1971 12 39,669
North American Rockwell Corp -F-33657-70-C-0336- 48 Feb. 26, 1971 1 244, 107

Total -24,964,023

I Appears also on attachment E.
2 Appears also on attachment A.
3 Used in narrative of report.



ATTACHMENT E
CONTRACTS WITH UNDERLIQUIDATIONS OF PROGRESS PAYMENTS

Original (percent) Rwised (psrcent)

Liquidation Liquidation
Profit rate Profit rate

Liquidations based on
Bilting - -- Under

price of Original Revised liquidation
deliveries rate rateContractor Contract No.

ARMY

Lockheed Corp -DAAE-11-66-C-3667 7.3 65.3 0 70.0 $77,112,080 $51,884,403 $53,978, 456 $2,094,053
BoeingCorp -DAA-J01-68-A-0005 10.65 63.6 10.0 63.7 136,335,897 86,709,631 86,845,966 136,335
AVCO Lycoming -DAA-J01-68-A-1853 10.8 72.3 7.3 74.6 16, 450, 596 11,893,781 12, 272,145 378, 364
General Electric Corp -DAA-F03-69-C-0010 11.0 72.1 1.3 80.0 1,639,470 1,182,058 1, 311, 576 129, 518 t

Do -DAA-F03-69-C-0027 10.1 72.7 8.9 73.5 5,876,869 4,272,484 4,319,499 47, 015
Grumman Aerospace Corp -DAA-J0I-69 A-0305 13.0 70.8 10.0 72.8 1,628,888 1,153,253 1,185,830 3 32,577
Radiation, Inc -DAA-B07-70-C-0074 10.7 72.3 0 80.0 69, 800 50,465 55, 840 5,375 C7>
Amron Orlando Co -DAA-AO9-70-C-0103 11.2 72.0 2.5 79.1 3,250,367 2,340,263 2,542,656 202, 393

Total-= , =3, 025, 630

NAVY

Westinghouse Corp -N00383-69-D-1553
Grumman Aerospace Corp -NOONOW-61-0024

Do -NOONOW-63-0126
Do -NOONOW-66-0058
Do -NOONOW-66-0229

Westinghouse Corp -N00017-67-C-1105
General Dynamics Corp -N00017-70-C-2205
LTV Aerospace Corp- N00019-67-C-0146
McDonnell Douglas Corp- N00019-67-C-0170
LTV Aerospace Corp -N00019-68-C-0075

Do - N00019-68-C-0130
Do- N000198--C-Q191

United Aircraft Corp- N00019-68-C-0471
Command Corp- - N00019-69-C-0066
Grumman Aerospace Corp - N00019-69-C-0075
Raytheon Aerospace Corp -N00019-69-C-0200
General Electric Corp -N00019-69-C-0270

10. 0 72. 8 0 80. 0 1, 397, 751 1, 017, 562 1, 118, 200 1 100, 638
7.3 65.3 3.954 67.4 104, 895, 745 69, 593. 721 70, 344, 266 2 1, 843, 545
7.3 65.3 4.532 67.0 179,740,761 117.370,717 120,099,376 2 2,717,659
7.3 65. 3 5.6245 66.3 313, 600, 593 235, 263, 735 207,917,193 2 2,648,458
7.3 65.3 0 70.0 11,554,021 7,551.303 8, 031, 815 543, 509
7.3 65.3 0 70.0 7,692,303 4,712,754 5,384,614 671,860

10. 0 72. 8 0 80. 0 403. 131 297, 847 327, 304 29, 457
10. 0 72.5 7.42 74.5 112, 439, 0)0 81, 518, 275 83, 757, 055 1 2 2, 248, 780
13.0 70.8 10.84 72.3 81,197,530 57, 437, 87 53 705 850 1, 217,963
10.6 72.4 7.70 74.2 527, 939,0)3 332, 264, 036 391, 767, 838 2 9,503,802
10.2 72. 6 9.89 72. 8 12, 577, 030 9, 133, 902 9,156, 056 2 25, 154

9.7 73.0 8.63 73.7 65,337,010 47,674,110 43,131,259 457,149
10. 1 72.7 8.03 74. 1 145, 832, 203 101. 87, 192 103, 093, 710 1 2 3,241, 518
12. 0 71.5 10. 9 72. 2 6, 754, 514 4, 829, 478 4, 876, 759 47, 281
11.7 71.7 10.333 72.6 92,707,512 65,471,286 65 305,654 3 834,368
10. 4 72.5 3. 0 77.7 9, 328, 337 6,763, 031 7, 246, 57 I 485, 076
10. 6 72.4 10.0 72.8 14, 475, 035 10, 479, 962 10,537,862 57, 900



General Dynamics Corp ----------- N00019-69-C-0336 10.0 72. 8 6. 3 75.3 19, 714, 280 14, 370, 755 14, 844, 853 1 474, 0958
Lockheed Corp--------------- N00019-69-C-0385 12. 0 71. 5 0 80.0 3, 029, 000 22, 185, 735 24, 823, 200 2,637, 465
McDonnell Douglas Corp ------------------- N00019-69-C-0390 15.0 69.6 10. 821 72.2 38, 437, 980 26,752,834 27, 752,222 999, 388

Do ------------------- 00019-69-C-0616 11. 2 72.0 0 80. 0 494, 088 355, 744 395, 270 139,526
United Aircraft Corp------------ N00019-69-C--0621 10. 1 72.7 2.69 78.0 17, 798, 877 12, 859, 062 13, 883, 124 4 1,024, 062
McDonnell Douglas Corp-N00019-70-C-0236 14.0 70.0 10.75 72.3 5,426,910 3,798,837 3,923,655 124, 818
Grumman Aeros pace Corp ----------- 0019-70-C-0458 10. 0 72. 8 9.47 73. 1 9440,098 6,872,390 6,900,712 1 28,322
United Aircraft Carp-------------N00019-71-C-0109 10.1 72.7 0 80.0 9'192, 698 120, 965 154, 158 33. 193
General Electric Carp ----------- _N00024-69-C-1055 13.0 70.8 7. 6 74.4 5,079,478 3,596,270 3,779,132 182, 862
Link Division, Singer Precision -------- N61339-66-.C-0021 11. 0 72. 1 3. 3 77.5 1,278,133 921, 533 990, 553 1 69, 020

Do ------------------ N61339-68-C-0162 12. 0 71.5 9.4 73.2 627,286 448,509 459, 173 10,664

Total -32,297,535
AIR FORCE

Philco Ford Co --------------- F04695-67-C-0133 10.2 65.3 0 70.0 6,282,642 4,102,565 4,397,849 295, 284
Singer Co -F33657-68-C-1293 9.5 73.1 7.8 74.3 4,090,773 2,990,355 3,039,444 49,089
Genoral Electric Corp2-F33657-69-C-0008 10.7 72.4 4.1 76.9 15,721,341 11,382,251 12,089,711 707, 460
TRW, Inc---- ------------- F04701469-C-0091 10. 0 72.1 6.137 75.4 35, 191, 524 25, 373, 088 26, 534, 409 1 1, 161, 321
General Electric Corp ------------ F3365769-C-0124 10.7 72.3 5. 5 76.2 1,871,912 1,353,392 1,426,397 273,005
Sperry Gyroscopn Corp-- F33657-9-C-1362 15.0 69.6 3.26 77.5 503,9794 387451 390, 440 12 2,989
Radiation, Inc --------------- F19628-70-C-0005 10. 1 72.7 0 80. 0 830, 571 603, 822 639, 330 135, 508
General Electric Corp ------------ F33657-70-C-0101 10.2 72.6 7.6 74.4 2,262,249 1,642,393 1,683,113 40, 720 t
North American Rockwell Corp -------- F33657-70-C-0336 9.6 73.0 5.522 75.9 8,676.008 6,333,485 6,585,090 a2251,605

' Appears also on attachment A.
a Appears also on attachment D.
a Appears also on attachment C, not included in this report.
4 Appears also on attachment B.
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MIr. SHILLITO. By the way, this ties back into my earlier point of
the statement-excuse me, Sirl.

Chairman PROXINIRE. Go ahead.
AMr. SHILLITo. The point that does need emphasizing, and that is

that in these premature progress payment situations this does not
mean that a company is obtaining more dollars than it should ob-
ta 11.

Chairman PROXMIRE. Not necessarily.
Mr. SHILLMTo. It is obtaining its dollars too early, too soon.
Chairman PROXAIRE. And that can be very important, of course,

as anybody who knows the time value of money knows, it means
they have an interest-free loan.

Mr. SIIILLITO. So far as that company's finances go it could be
verv important.

Chairman PROXMIl1E. So far as the taxpayer is concerned, it means
$400 million paid to one contractor, $500 million in advance, means
the interest on that is lost.

Mr. SHILLITO. As far as the interest is concerned.
Chairman PuoxYNnlE. The Federal Government has to pay interest

on that $500 million.
MI. S1HLLITO. As far as the interest is concerned that is correct. It

is not a 400 million loss.
Chairman PROXMIRmE. That is right.
Mlr. SHILLITO. So many people get the wrong impression and that

is the reason I emphasize this point.

TOTAL EXCESS PROGRESS PAY-MENTS

Chairman PROXMIRiE. I want to congratulate you for making that
study, I plan to make it public today, at least I am making it avail-
able to the press-it's a rather lengthy document. Tell me this:
What is the total amount of excess or unauthorized progress pay-
ments identified in this report?

Alr. SmLLITO. Can you answer that, Mfr. W~elsch?
[r. WELSCTr. We didn't stratify it so you cannot add it up. Some

of the misinterpretations made which resulted in an inappropriate
paymetit had several different situations involved so we did not at-
temipt to aggregate the situations because we were evaluating the sys-
tem and tried to home in on the various aspects of the system.

Chairman PROX.MIRE. I have gone through it and was able to total
up more th an $200 million.

Mr. WELSCHI. I think this would approximate that, if you did ag-
gregate it. But as I say, it is difficult to add the findings into one
total because of the various segments of the systems and the various
procedures used.

Chairman PROXNMIRE. Over what period of time were these excess
payments made?

Mr. WELSCH. We had contracts involving 196S, 1969, and prior.
We tried to select contracts for our systems evaluation which had
been either complete or were in process long enough to give us a
basis for evaluating the svstem.

Clhairman PROXMTImE. Would you say that you can make any kind
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of a projection, anv kind of a guesstimate, as to what the total

amount of excess progress payments would amount to if all defense

contracts were gone into based on this study?
Mr. WELSCH. No, I do not.
Chairman PROXMIRE. Why wouldn't you say this was typical?

You chose it carefully in order to get an understanding of this

setup, I presume you picked not only sufficiently big contracts, and

vou did $10 billion, but sufficiently typical so you would have an un-

derstanding of it.
Why could you not project what excess progress payments from

this?
'-r. WELSCII. Because there were so many varying provisions in

each contract and type of contract. There are also so many varying

stages in which contracts are at during any one particular period of

time so far as production payment, et cetera, we didn't feel it was

l)ra(tical or proper to make a projection. We merely put down the

sample we had as illustrative of the system.

TRUCK-LIFTS CONTRACT

Chairman Pinoxiinz.E. At the bottom of page 292 of the report a

specific abuse is discussed. Can you tell us which contract this was

and who held it? Can v on also explain the facts in the case?
Mr. WELSCH. Are y ou referring to the contract in paragraph 1 OD

the bottom of the page there?
Chairman PrsoxEii.E. That is right.
Mr. WELScIi. This is an AF contract. I don't know the contractor

at this time.
AWe avoided listing the individual contractors for the purpose of,

again as I say, providing an evaluation of the systems.
Chairman PRoxMirtE. Can you explain the facts in that case?
M1r. SHILLITO. Why don't we provide this for the record, -Mr.

Chairman.
Chairman PROX2IrrE. All right.
[The following information was subsequently supplied for the rec-

ordJ:]
Contract F41608-69C-6899 is an Air Force contract with the Tar Heel

Engineering and Manufacturing Co. of Springhope, N.C. for 114 Truck-Lifts.
FSN 1730-606-5391 with a contract price of $801,054. The contractor went
out of business and the contract is now under termination proceedings. There
remains $13,000 unliquidated progress payments which will be used as part of
the termination settlement. To assure that this condition does not recur in the

future, all Administrative Contracting Officers were advised to give greater

emphasis to a more adequate review of contractor requests for progress pay-

ments.

Chairman PROXMIRE. Let me proceed on this. There may be some
others.

RAYTHEON CONTRACTS

At the top of page 23 a case is discussed where $82.6 million was

paid to a contractor w-ithout any independent technical evaluation

beinir done by the Government as to his actual work accomplished.
At the time of the review in March 1971, according to the report, six

of the eight contracts in question were in a delinquent status and
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some progress payment requests were approved while the contracts
were delinquent. Can you identify this contractor, I guess you can-
not on the basis of what you have told me so far-can you tell me
anything more about these contracts?

Mr. WELSCII. Not at this time. We can supply for the record
though additional detail.

Chairman PROX2{NIRE. Aren't contractors required to certify their
requests for progress payments, and doesn't he have to indicate on
these requests his actual work accomplished ?

Mr. IIWELscII. This is, as I understand, yes, sir, on the form re-
questing progress payments.

Chairman PROx-miRE. In a case such as this, is the contractor
guilty of giving the Government false or misleading information, or
is it a case of Government officials failing to do their job by check-
ing into actual work accomplished?

Mr. WELsCJn. I would prefer to do a little more review of the case
and supply it for the record because, as I say, we do not have all of
the background on each case.

'We have much material in the file on it but we can supply that
for the record.

[The following information was subsequently supplied for the rec-
ord:]

The contractor is the Raytheon Company and the eight contracts and infor-mation concerning progress payments at the time of the audit review are
shown below:

Progress Percent of Percent of con-Contract No. Contract amount payments delivery due tract delivered

N00019-68C-0386 -$24,874, 592 $16,906, 533 100 34N00019-69C-0200 -16, 951,769 13,110, 709 100 32DAAB05-69C-1012 -6,629,000 5,715,115 100 60N00017-69C-2323- 2, 533, 030 1, 622, 602 100 50F19628-69C-0094----------- 21, 482, 600 18, 941. 893 0 0N00017-69C-2409- 10,113,000 6,567,118 100 1N00017-70C-4409 -19,181,000 12,131, 896 0 0N00019-70C-0299 -11,828,068 7,611,038 15 0

113, 593, 059 82, 606, 904

One cannot conclude, however, simply on the basis of this information what
the amount of premature progress payments or the extent of delinquent per-formance was. Progress payments, in accordance with Appendix E of the
Armed Services Procurement Regulation, were based on costs incurred and noton delivery of items or physical progress.

Chairman PROXAIIRE. So a contractor gets his progress payments,
you find out later he is delinquent-what do you do?

Mr. SIIILLITO. You end up obtaining those progress payments back
or you end up charging that off against his future billings, Mr.
Chairman.

Chairman PROXMifE. Supposing he has given you false informa-
tion in getting progress payments and certified it. W1hat happens
then ?

Mr. SHILLTTO. That becomes another situation.
Chairman PROXMTIIE. What do you do then ?
Mr. SHILLITO. You end up undoubtedly with a potential legal case

On your hands. But, to mv knowledge, ewe have had very few in-
stances where we have determined this to be the case.
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NO ACTION TAKEN AGAINST GOVERNMENT OFFICIALS WHO ALLOW
CONTRACTORS TO OBTAIN EXCESS PROGRESS PAYMIENTS

Chairman PROXSMIRE. Has a government official ever been repri-
manded, disciplined or fired for allowing a contractor to obtain ex-
cess progress payments?

Mr. SHILLITO. Well, we have taken actions-but first of all, let me
say that some of the things that you have touched on here are really
the reasons that we asked for this in-house look on which our audi-
tors, our internal auditors did a good job.

Chairman PROXmIRE. As I say, it is a good report.
Mr. SHIILLITO. Yes, sir, and they did a great job in doing just ex-

actly this and, of course, they operate totally independently and
they are a very effective organization.

Now, at the same time, on the procurement side of our operations,
on Mr. Malloy's side of our defense operations, I am sure that you
would probably find that our procurement people are probably not
in complete agreement with this audit report although they are in
general concurrence. I am not sure what the positions of our pro-
curement people are as related to that audit report.

But I would say this: That as a result of that report we have
taken a number of actions. All of the services and the agencies were
direct recipients of the report, and were requested to take immediate
action to correct the issues involved in the cited contracts. Instruc-
tions were passed to the field in the form of letters, in the form of
memos to our individual operating activities.

The Contract Finance Committee who works for me, by the way,
headed up by Colonel Benefield, was the organization to specifically
ask that this audit be conducted. They adopted a number of the rec-
ommendations that were made in that audit report, including the
deletion of method C, as you recall, which I wvill not go into, but
which my statement does go into. This change was introduced in the
revised progress payment form that went out early this year, and a
followup survey was started in November, last month, by the De-
partments and the DSA to take a look at the corrective actions that
have been taken on all contracts that were cited before, and again
our Contract Finance Committee has under study a revision to the
financing procedures for paying our contractors operating under a
loss type contract.

So a lot of things have happened, but it gets back to the same
point we were talking about on major weapons systems, Mr. Chair-
man, the problem in an organization this large is often not the poli-
cies. The problem is the implementation of these policies.

Chairman PRoxmIRE. That is right. That is why I ask, there are
some really serious abuses.

Mr. SHILLITO. Yes, sir.
Chairman PRoxmLmE. I am going to cite one in just a minute that I

think is really outrageous and that is why I ask has a Government
official ever been reprimanded, disciplined, or fired for allowing a
contractor to obtain excess progress payments.

Mr. SIILLITO. I cannot give you his name, rank, serial number,
and codespeed.



2182

Chairman PRoxmI=-. I am asking have there been any, not who
they were.

Mr. SHILLITO. There have been a number of instances so far as the
system is concerned, where we have indeed sent letters out saying we
have got to get on top of this. We have a number of these things
come up constantly at our Logistics Systems Council policy meet-
ings.

Chairmanl PRox-rinIr. YoU cannot cite instances where a man was
disciplined, let alone reprimanded, or fired?

Can you, M\Ir. -Malloy ?
3Mr. 'MALLOY. I think it is impossible, MIr. Chairman, to answer

that question in an organization as large as the DOD. We repri-
mand people all the time. But to be able to answer off the top of our
heads as to whether any reprimands came as a direct result of-

Chairman PROXMIlRE. I can tell you people who have been repri-
manded and fired for trying to save money. Ernie Fitzgerald, who is
on the staff of this committee, was fired from the Staff of the Air
Force because he tried to save money on the C-5A.

SONOBUOYS CONTRACT

Let me give you a shocking example and where it seems to me
some action should have been taken:

In December 1968, according to the report, $4.2 million had been
paid to a contractor. This was the maximum amount payable under
the contract but at the time only 1.5 percent of the items to be pro-
duced had been delivered. Yet the delivery schedule required 100
percent of all items by the end of the same month. An earlier evalu-
ation by the Government contract officer estimated physical progress
to be 45-50 percent of completion. And to top it off by the end of
January 1971, more than 2 years later, deliveries were still not com-
pleted and the contract was in a delinquent status for 14 months.

Now, under those circumstances, wouldn't you say that some kind
of disciplinary action should have been taken to protect the tax-
payer?

Mr. 'MALLOY. Mr. Chairman, I surely could not say one way or the
other just given that amount of information.

Surely that indicates there were peculiar and special problems in-
volved in that contract situation. I am not familiar-

Chairman PROX3IRE. It is your report, it is not our report that
you furnished us.

Mr. -MALLOY. That is correct, and I am sure that whatever service
was involved in that contract has already looked at it in great detail
and taken whatever corrective action was indicated.

Chairman PROX-MIRE. But you cannot tell me the status of that
today. you cannot tell me the official concerned.

rIr. SILILLITO. The best I can do is give vou for the record the
specific actions taken with regard to that contract, if that is what
you want.

Chairman PROXMIRE. Well, we would like to know whether the
government got its money back and so forth.

Mr. SHILLITo. Yes, sir.
Chairman PROXMIIRE. We would also like to know whether the
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contractor gave false and misleading information in his request for
progress payments.

[The following information was subsequently supplied for the rec-
ord:]

The item referred to is on page 23 of the November 3, 1971 audit report.
'3. The progress payment limitation of $4,191,455 on Contract NOW66-00727

was reached in December 1968. At that time only 1.5 percent of the contract
value was delivered, whereas the delivery schedule required 100 percent of all
items by December 31, 1968. The only technical evaluation obtained by the
ACO in September 1968 estimated physical progress to be 45-50 percent of
completion. As of January 31, 1971, deliveries were not completed and the con-
tract was in a delinquent status for 14 months."

This was a contract for 13,500 sonobuoys, awarded in 1966 and calling for
deliveries to be completed by December 31, 1968. The current obligated value of
the contract is approximately $6.7 million. The contract called for first article
approval and in the initial stages, only nominal progress payments were
allowed commensurate with the ACO's first article value estimate ($3X5.000).
Normally, when first article approval is required, any costs incurred in connec-
tion with later production items are at the contractor's risk until the first arti-
cle has been approved. Apparently, because the contract contained liquidated
damages provisions, the contractor assumed a certain risk by stocking up with
materials beyond his immediate needs in order to be able to meet the delivery
schedule. This was also in recognition of the long lead times involved in the
acquisition of some of these materials.

The first article was approved by the Navy Department on July 19, 1968.
The inventory of purchased material was then eligible for progress payments.
On the same date, July 19, 1968, the contractor filed a request for progress
payment in the amount of $3,085,103.42. Progress at this point was thus
largely related to purchased materials. Subsequent to this payment, five addi-
tional progress payments were made bringing the outstanding total to
$4,191,455 as indicated in the audit report. The implication that the contract
was only 1.5% complete when progress payments of $4,191,455 were approved
by the ACO is misleading. The status of contract deliveries is not the sole
determinative of physical progress under a contract for the purpose of approv-
ing progress payments. ASPR recognizes that progress is measured by the
acquisition of material as well as the incurrence of labor, production of tool-
ing, etc. In this respect, the contract was, at that time, in excess of 50r%, com-
plete.

Since the contractor was successful in having his first article approved, the
Navy, the contractor, and the DCAS office were all confident that the contrac-
tor could produce a successful sonobuoy. Neither the ACO nor other DOD per-
sonnel had any reason to believe the contractor would run into technical
difficulties on his production items. However, despite approval of the preprod-
uction models, failures were subsequently encountered when making drop tests,
and the contractor ran into unforeseen technical production problems. Thus,
after the delivery dates called for by the contract, he was technically delin-
quent. No futher progress payments were made until 1970 except for one very
small amount in 1969. In April 1970. the contractor submitted a progress pay-
ment request for approximately $233.000. This was thoroughly reviewed by the
ACO, and was paid on July 17, 1970, three months later. This brought the
total of progress payments to $4,425.000 which was 70% of the $6.322,035 face
value of the contract at that time. The contractor had incurred costs of over
$9 million at this time, of which material alone represented more than $4 mil-
lion. The contractor's next request for progress payment, on February 2, 1971,
was rejected by the ACO on the basis that the maximum allowable progress
payment had been made. Thereafter, no further progress payments were made
under this contract.

In view of the foregoing, the government did not consider it necessary to
request a refund of progress payments which had been made to the contrac-
tor. There is no indication that the contractor gave false and misleading infor-
mation in his requests for progress payments. Deliveries under this contract
were approaching *50% when the last progress payment was made. There were
approximately $2.3 million of unliquidated progress payments outstanding at



2184

that point. Currently, the amount of unliquidated progress payments has been
reduced to approximately $320,000, which is 58% of the $554,629 value of
items remaining to be delivered.

Chairman PROXMIRE. On page 59 of the report there's a list of the
contractors included in the review. Were excess progress payments
identified with all of these contractors?

Mr. SHILLITO. Mr. Welsh, can you answer that again? Are you
talking about the five contractors in that?

Chairman PROXM1IRE. Yes, page 59.
Mr. SHILLITO. I think that there were unusual -
Chairman PROXMIRE. It is not five, it was a large number.
Mr. SHILLITo. Not five.
Chairman PROx.NiRE. A large number.
Mr. ShILLrro. Because there was another portion of the report

dealing with five that comes to mind.
Mr. WELSCH. There were 52 contractors, and I do not believe we

had overpayments on all of these.
We did not use the names in the report so it cannot be readily

reconciled, but I am quite sure if we reviewed our records it would
show that several of these contractors were not in an overpaid
status or receiving excess progress payments.

OVERPAYMENTS TO LOCKHEED

Chairman PROX-11RE. I notice Lockheed-Georgia is on the list. But
the report does not specifically mention the $400 million in unau-
thorized progress payments reported by Mr. Lynn's agency. Was
this one of the cases uncovered in the review or did this come to
light independently of it?

Alr. WELSCH. I believe that was independent of our review, sir.
Chairman PROxNirRE. It was not included.
Mr. WELSCI-H. *We included it in our review but not as an example

because it was being handled as a separate issue during that period
of time by the DCAA and the procurement people.

Chairman PRoX-NEIRE. So that is over and above the $200 million
reported in this report, that $200 million, another $400 million and
in the case of Lockheed makes it $600 million that we know about.

Mr. SHILLITo. Mr. Chairman, most of that regarding Lockheed is
pretty well behind us. But this would be in addition to that.

Chairman PROsX-IRE. Can you briefly, and I don't-
Mr. SHILLITO. By the way, they were not unauthorized progress

payments. These were not unauthorized, as far as the Lockheed
payments are concerned. That is an important point. In fact,
if you would like we might have Mr. Beuter talk to this partic-
ular point. This has been an issue of debate for some time, and I
want to make it clear that they were not unauthorized. We will go
into it in detail and furnish it for the record.

[The following information was subsequently supplied for the rec-
ord:]

PBOGPESS PAYMENTS

The Air Force position with respect to the alleged overpayment to Lockheed
of $400M under the C-5A contract is as follows:

The Method C procedure (target cost for delivered items) used by Lock-
heed in requesting progress payments was allowable under the contract.
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Because of outstanding contractual differences, the use of the Method C
procedure was equitable to both the contractor and the taxpayer.

It would have been inequitable to enforce the collection of the computed
$400 million overpayment of progress payments without recognizing the
large underpayment for delivery billings which Lockheed regarded as com-
pletely offsetting.

The C-5A contract was a fixed price incentive contract with special repric-
ing clauses. Government financing for fixed price incentive contracts is pro-
vided from two sources-progress payments and delivery payments. When
actual costs overrun target costs on such conttracts, it is necessary to decrease
progress payments outstanding and increase delivery payments as shown in the
following illustration (in the interest of simplicity, profit adjustments have
been omitted):
Contract data:

Target cost -$400
Target billing price -$400
Ceiling price (130 percent of target cost) -$520
Progress payment rate (percent) -80
Liquidation rate (percent) -80

Progress payment data:
Total costs incurred -$200
Delivered items:

Target cost (method C)- $100
Estimated actual cost (method B) -$120
Target billing price -$100
Revised billing price -$120

Progress payments:
Liquidation (80 percent of target billing price) - $80
Outstanding (total paid $160 less liquidated $80) -$80

Contracting
Contract status Contractor Auditor officer

(1) (2) (3)

1. Total costs incurred - $200 $200 $200
2. Deduct cost of delivered items:

Target cost (method C)- 100
Estimated actual cost (method B) - -120 120

3. Cost of undelivered items -100 80 80
4. Maximum permissible progress payments (80 percent of line 3). 80 64 64
5. Progress payments outstanding -80 80 X 64
6. Progress payments due or (overpaid) -0 (16) 0
Total Government financing provideed by:

Progress payments (line 4 above) -0 64 64
Delivery billings:

Target price --------------------- 100 100
Revised price ------------------------------- 1120

Total financing -180 164 184

Note 1-In revising billing prices upward to $120, the contracting officer will
deduct progress payment liquidation of 80% of $120 or $96. The $96 in liquida-
tion will be deducted from total progress payments paid ($160) to arrive at
progress payments outstanding of $64.

The above illustration discloses that, until revised billing prices are estab-
lished by the contracting officer, the contractor and the Defense Contract
Audit Agency (DCAA) auditor necessarily perceive the financing entitlement
under the contract from different perspectives:

Contractor.-Column (1) discloses a condition in which the contractor
has computed his progress payment limitation using target costs of $100 as
the cost of delivered items. The total cash financing provided by the gov-
ernment at this point is $80 by progress payments and $100 for delivery
billings or a total of $180 as shown in column (1). (As will be explained
later, based on equity, the contractor is justified in using target cost until
revised billing prices for delivered items are established.)

DCAA Auditor.-Column (2) displays the impact of the DCAA auditor's
determination that the estimated actual cost of delivered items is $120 and
the conclusion that progress payments are therefore overpaid by $16. In

95-328-73- 37
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fairness to the auditor, it should be recognized that the DCAA audit must
be tied to the existing contract and no recognition can be given to revised
billing prices until they become part of the formal contract. If procure-
ment authorities enforced this asserted overpayment, the contractor would
be required to refund $16 so that, as shown, government financing would
drop to $164.

Contracting Officer.-But what are the equities of this situation? What
is fair to both the contractor and the taxpayer? In the case of the exam-
ple cited, under a fixed-price incentive contract, the government is obli-
gated to pay the contractor for all cost overruns which exceed target costs
but are under the ceiling price. Accordingly, as is shown in column (3),
equity requires that before reducing progress payments by $16, the con-
tracting officer should recognize the government's obligation to reimburse
the contractor for costs in excess of target costs by increasing the billing
price of delivered items by $20. If the government did not do this, it
would be demanding a repayment of $16 for "excess" progress payments
when in fact it owes the contractor an additional $4!

The simple illustration explained above, closely parallels the problem that
Air Force procurement authorities faced when they received the DCAA report
advising that, if computations were based on the estimated actual costs of
delivered items, progress payments on the C-5A would be overpaid by $400
million. At that time procurement authorities recognized that the $400 million
figure used in the audit report had no relationship to the net adjustment
required in total contract financing because Lockheed (as in the case of the
example described above) had been restricted to target prices for delivery bill-
ings. The C-5A contract's special repricing. termination and economic escala-
tion clauses were designed to protect the contractor from catastrophic losses if
actual costs exceeded provisional ceiling prices and the Air Force recognized
an obligation to increase C-5A billing prices by several hundred million dol-
lars. Lockheed asserted that it was entitled to full cost relief (see column (3)
of above illustration) in the form of increased billing prices which would com-
pletely offset the computed overpayment of $400 million in progress payments.
In contrast, the Air Force concluded that, while some of Lockheed's legal posi-
tions had merit, alternative interpretations of the contract required that the
contractor absorb a portion of the cost overrun.

At the time of recipt of the DCAA audit the differences between the parties
in interpreting the contract exceeded $500 million. It appeared that these dif-
ferences would require resolution by the Armed Services Boaard of Contract
Appeals (ASBCA) or the courts, and Lockheed had already docketed its case
before ASBCA. The Air Force was reluctant to increase billing prices by a
substantial amount because it believed this could prejudice the government's
legal position in a possible future court case. On the other hand, if billing
prices were maintained at the level of target prices and repayment of the
progress payments of $400 million was enforced, it was recognized that this
was not only inquitable but that this might be construed as a breach of con-
tract. Accordingly, it was concluded that the best course of conduct was to
defer the repricing of delivery billings and permit the contractor to continue
to request progress payments by the use of Method C (target costs) which tras
an allowable method under the terms of the contract. This conclusion was
reached on the basis of a rational analysis of the situation by Air Force pro-
curement, financial management, and legal authorities at major command, Air
Staff and Secretarial levels.

In September 1970 the Air Force changed the C-5A contract to authorize
progress payments up to 100% of ceiling price. This action was taken because
of concern that if the C-5A contract's ceiling price was increased above cer-
tain levels, the Air Force's legal case, which involved differences in contract
interpretation, might be weakened. To provide Lockheed with progress pay-
ments without increasing the contract's ceiling price, the Air Force authorized
progress payments up to 100% of a ceiling price which was always maintained
at a figure which was lower than the projected outcome of a fair adjudication
of the outstanding issues between the parties. It is emphasized that after this
contract change, Lockheed's total progress payments continued to be limited to
90% of costs incurred. In fact, Lockheed never received total progress pay-
ments in excess of 90% of total incurred costs during the entire fixred-price
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incentive contract until the day that the contract was restructured to a cost
plus a fixed loss contract in June 1971. As a result, at the time the contract
was restructured, Lockheed had incurred $113 million in allowable costs for
which it had not been reimbursed.

Chairman PROXMIRE. Doesn't the Defense Department have the
authority to suspend making progress payments if a contractor fails
to make actual physical progress?

Mr. SHIrLLITo. Indeed.
Chairman PROXMnRE. Has this authority ever been exercised in

connection with one of the giant defense firms?
If so, please tell us the instances and the facts surrounding them?
Mr. SHILLITo. I will have to give you the instances, but this is

something which has come up several times.
Chairman PROXMIRE. It has been done, you can assure us, in the

case of very large firms.
Mr. SmULLITO. Yes, it has been done, Mr. Chairman, on several oc-

casions. Do you want to talk on this, Mr. Malloy ?
Mr. MALLOY. I do not want to have the record be misleading on

the point.
Your question had to do with a giant defense contractor?
Chairman PROXMTRE. Well, one of the five.
Mr. MALLOY. Our answer had to do with whether progress pay-

ments had ever been stopped as a result of lack of progress under
the contract. We said we would have to give you the answer with re-
spect to large contractors for the record but, as a general answer to
the question, yes, there have been frequent instances where progress
payments are stopped because of lack of accomplishment.

Chairman PROXMIRE. Can you cite one or two?
Mr. MALLOY. Not off the top of my head.
Mr. SHILLITO. We will give it to you.
[The following information was subsequently supplied for the rec-

ord:]



Progress Amount
Contractor Contract No. payment No. Date (thousands) Reason

E-Systems, Inc., Greenville, Tex - F04606-68-C-0331

Magnavox Corp., Ft. Wayne, Ind -F33657-71-C-1068

McDonnell-Douglas Electronics Co., division of DAHC07-71-C-0328
McDonnell-Douglas Corp., St. Charles, Mo. F33657-69-C-0628

Electron Tube Division, ITT Corp., Roanoke, Va DAAB05-71-C-2604

LTV Aerospace Corp., Sterling Heights, Mich-- DAAHI01-71-A-0025

General Electric Co., Fitchburg, Mass - N00024-71-C-5303

Sanders Associates, Inc., Nashua, N. H - N00019-70-C-0432

N00019-69-C-0397
N00019-71-C-0441

DAAH01-69-C-0749

N00019-71-C-0118
Raytheon Co., Wyland, Mass -DAA607-72-C-0075
Raytheon Co., Lowell, Mass -N00019-71-C-0024
Hughes Tool Co., Aircraft Division -F08635-68-C-0079

Hughes Aircraft Co -F33-657-68-C-0829
Do -N0017-70-C-1424

Boeing, Seattle - F04-701-71-C-0150

--_---------- July 1972

2
17 December 1972 .

100 April 1972-

3 September 1972

-------------March 1972 .
May 1972 .
June 1972
August 1972 .
August 1972
December 1972 .

(') December 1971 to February
1972.

9 September 1972
10 December 1972
20 July 1972-
31 June 1972 .

32-35 June to October 1972
120 December 1972

10 January 1972-
4 May 1972 - .-.----.-.-.----

29 January 1972 .
10. .

10 November 1971 .
-------------- November 1972 .
-------------- February 1972

$245 Suspended to allow recoupment for reduction il contract
amount.

131 Payments suspended since contract Aas delinquent, in
a loss position, and had not made sufficient physical
progress.

69 Reduced to consider loss contract.
4 Progress was not commensurate with costs incurred.

37 Contract ceiling price decreased thereby reducing
progress payment limitation.

31 Suspend pending submission of additional data to
support physical progress.

18 Progress not commensurate nith costs incurred.
72
8

79
15
7

132

173
209
662
76

236
97

44
71

534
155
534

1,362
620
511

Progress payments suspended since costs included
materials diverted from other contracts without
contracting officer approval.

Contractor's accounting system did not accurately
reflect costs for progress payment purposes. Payment
made after accounting system accurately revised to
satisfy contract auditor and administrative contract-
ing officer.

Progress not commensurate with costs incurred.

Progress not commensurate with costs incurred.
The unliquidated amount was in excess of the amount

permitted by the contract.
Progress not commensurate with costs incurred.
The unliquidated amount was in excess of the amount

permitted by the contract.
Progress not commensurate with costs incurred.

Do.
Do.

Delays in deliveries from subcontractors.
Do.

Failure to perform.
Do.

Lack of progress.

I Various.
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Chairman PROXMIRE. The reason I ask is because such a situation
recently occurred on a contract with the Tectron Corp. Tectron is
apparently a small or medium size firm-it is not on the list of the
largest 100 contractors. The Pentagon suspended its progress pay-
ments because it fell behind in physical progress and the Armed
Services Board of Contract Appeals ruled in the Government's
favor even though the action imperiled the contractor's financial po-
sition.

Do You believe the Government will take such a hard line with re-
gard to Litton's LHA or Grumman's F-14 contracts?

Mr. SHILLITO. This is something, Mr. Chairman, that I would.
have to look at in light of all the facts, in light of the financial situ-
ation, in light of the Government's need, in light of many different
things.

To just give you a yes or no would be nothing. It just would not
be the right answer, as you well know, sir.

Chairman PROXMIRE. You have been in the Defense Department, 5
years, you have been with two administrations, and you have an ex-
traordinary experience in this area. so let me ask you this.

Mr. SIHILLITO. Thank you very much. I like your term "extraordi-
narv."

Chairman PROXMIRE. Well, extraordinary good experience. You
know I am a friend of yours, Mr. Shillito.

Mr. SIHILLITO. I hope so.
Chairman PROXMIRE. I do. I really try.
Mr. SHILLITO. Do you really?
Chairman PROXMIrE. I really try.
lMr. SmILLITO. By God, I do not need enemies. [Laughter.]
Chairman PROX3IR1F. Come on now.
We detected a tendency among contractors and some Government

officials to blame huge cost overruns and delays on the total package
procurement concept. In fact we had the SEC coming in and saying,
even they are saying no problems in the future because TPP is out
of the way which, I think, of course, is ridiculous, even if we were
one of the first critics of the program. Total package procurement
has now been outlawed as I understand it.

Do you think some people may be going too far in using TPP as a
scapegoat and thereby avoiding the central problems of mismanage-
ment and inefficiency?

Mr. SIIILLITO. Well, first of all, let me say categorically that total
package procurement is not all bad. In many instances, and unfortu-
nately those that have received just an awful lot of publicity, it in-
deed was the wrong type contract to go into.

I mentioned earlier what I consider to be some of the fundamen-
tals of procurement, and I will not go into details with regard to
your question. One of the fundamental problems, however, is the un-
knowns when you start a program if you have never bought a par-
ticular item before. If it is a new item to you, you are never really
sure what it is going to cost until you get into the business and until
you actually produce the item.

First of all, what is total package procurement, what does it
mean? This is a situation where you are combining development and
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experience production under a single contract wherein the production
portion is priced either by a fully structured contract or by a priced
option contract. So you are talking about buying something, poten-
tially a major item, that has not been developed, that you really do
not know what it is going to cost and tying this down so far as a
production price is concerned.

Now, on many smaller programs for smaller items, where there is
something that the item can be compared to, and when you know
that the contractor can handle maybe a severe loss-several times the
cost estimate should he have to-total package procurement can be
applied.

But when you get into some of the major programs where you are
talking about a few percentage points over-run being more than the
company's entire net worth, Mir. Chairman, to go into a total package
type procurement on a major weapons system is really sticking your
neck out significantly. But to say all TPP contracts are bad is not
correct.

Chairman PROXMIRE. What I was getting at is this: I think you
state there what the fundamental problems are. We do not know
what we are getting into in those programs, what the costs are, what
we have to do to achieve a certain competence in our weapons sys-
tems, and those are basic conditions, no matter what kind of a con-
tract you have. You are going to have very, very serious problems in
many cases.

MIr. SHILLITO. That is right.
Chairman PROXMTRE. So that outlawing the total package procure-

ment program for big contracts, the kinds you describe is a wise
policy but that does not eliminate the likelihood that we are going
to have overruns in the future. We are going to have incompetence,
we are going to have to watch this very closely; is that not right ?

Air. SIrILLrro. Yes, sir.
By the way, I would say one other thing. We will be glad to give

you a listing of some of the total package procurement kind of pro-
grams that have been successful. Too many people in industry too
often are inclined to blame total package procurement for all their
ills, and I just feel that this is not correct, sir.

Chairman PROXMIRE. I am glad to hear that. I think you are
right. although we were. I think, as I say, the first congressional
committee to criticize this, and we criticized it very severely when
the Defense Department was championing it.

One thing that bothers me about your generally excellent state-
ment

MIr. SHILLITO. Thank you.
Chairman PROXMIRE Continuing. And I think it is about the best

we have ever received from an official of your rank-but what both-
ers me are the references to recent changes, new studies, and new
programs which are all expected to work wonders in the future.

Frankly, I have been hearing this song for a long time. I remem-
ber when your colleagues in the Pentagon heralded total package
procurement as a miracle cuire-Secretary Charles said it was the
best conception for contract maladies that had ever come down the
pike.
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In 1969, the President's Economic Report singled out TPP as the

thing that was going to straighten out Government contracting, and

the Chairman of the Council of Economic Advisers boasted about it

in hearings before this committee.
In your statement you talk about competitive prototyping as a

way to keep intial prices down. I think that is great. In fact, I have

recommended it. But what is to stop a contractor from buying in

with a low price and then increasing costs after he gets the con-

tract? Is that not the time tested method for getting money out of

the Government?
Mr. SITILLITO. Well, you have asked a couple of questions, Mr.

Chairman.
Chairman PROX3IIRE. First of all, let's talk about changes and the

future? Let me say what I would boil this down to is the impor-
tance of not crying "Uncle" when the crunch comes. In other words,

just not giving in and backing down, and saying, "This is it, this is

the contract, we are going to stick to it," and let the consequences
fall where they may. We may lose a weapons systems. We may incur

costs to the Government that are very great, we may have a contrac-

tor go under, but we will get a discipline then, an umderstandint,
and an appreciation in the defense community that will pay divi-
dends in the future.

Mr. SHILLITO. Yes, sir.
Chairman PROXmitRE. If we gave in, we are not going to get any-

thino like that. We are going to get great costs.
Mwr. SHIL.LITO. All right, sir, I will come to that point.
But, first of all, we believe strongly, as I tried to emphasize in the

statement. that we are moving in the right direction. We do believe

that the changes that we have made are such that for the first time,

a lot of things are tied together.
You do feel sometimes in this environment that you have seen the

merry-go-round go around before, you know, on some of these
needed kinds of changes. But sincerely, Mfr. Chairman, having been

exposed to this environment for a long time in many different ways,

since World War II, in fact, I would have to say that for the first

time we do have things well tied together.
Our policies are good. Implementation of them is another thing.

We have done quite a job of an in-house analysis of our problems.
You talked about Leonard Sullivan a few moments ago and his

efforts. He has also led a fairly thorough in-house review of how we

are progressing. Our progress is such that it does cause us to feel

immeasurably better than we did a few years back. We have estab-

lished a Cost Analysis Improvement Group that does look at our es-

timate for every major weapons system as we go through the hur-

dles at each decision point across the life cycle of these major
weapons systems.

Now, back to your point of buying in and getting well. I would

not want to suggest that this has gone away, and I would not want

to suggest that there is anv magic remedy to keep a contractor from

buying in. I would not want to inform you that all at once all of

our contractors have become realistic in their estimates and have lost

their optimism that has tainted manv of them and tainted us in

many ways, and adversely affected our force size.
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Chairman PROX3MIIRE. You have more buy-ins than ever, bigger
buy-ins.

Mr. SITILLITO. You are looking now at historical programs; you
are not looking at programs that have particularly come across the
board in the last couple of years.

As far as the approach that we now have DOD Directive 5000.1,
spells out the fly-before-you-buy approach, the idea of fully develop-
ing these major programs, and as best we can, knowing what it is
that we have to have before we commit ourselves to the environment
of firm fixed price. This is really the direction in which 5000.1
takes us; we should avoid, or minimize the situation of buying in on
these major programs.

One other thing I should mention here, too, Mr. Chairman. I
think we are moving in the direction that more and more we have to
rely on our in-house estimates as to what programs should cost, and
not be influenced bv contractors' estimates. even when making our
awards. Contractors' estimates, on balance I think, on many of these
programs are not nearly as good as our own in-house estimates.

Chairman PROXkAlRE. I think it is very. very constructive. But we
still feel when You recognize the immense ability that we have had
in the Defense Department-I think Secretary McNamara was as
brilliant a man as I have ever seen.

Mr. SIITLLITO. He was, yes, sir.
Chairman PROXNTRE. He had an enormous memorv and tremen-

dous insight, terribly hard-working. He was succeeded by another
outstanding man, Clark Clifford: anid Melvin Laird is as good as
thev come.

Mtr. SIIILLTTO. Yes, sir.
Chairman PROXMIRE. I have great respect for them.
Mr. SHIILUTO. And Dave Packard.
Chairman PROXM3IRE. Yes, indeed, but you see, the kind of thing I

am getting at is not a matter of intelligence that you apply as much
as the will to stand up to a contractor under tough circumstances
and take a position that the whole defense community is going to be
very sad and unhappy about and is goinlg to result perhaps in a
bankruiptcv, perhaps in a firm going u nder, at any rate an immense
loss. This is the kind of an attitude that we. it seems to me, we have
to have in addition, you say, to some skepticism about the bid that
the contractor makes when he comes into the program.

We have to have a willingness. to stand up to contractors under
the toughest kind of circumstances. I do not see that on the basis of
the most recent developments, although -we seem to be getting that
in the Grumman case with respect to the F-14, but then we back
awav with the advance payments that seem to be coming in through
the back door.

Mr. SHTILLTO. WYell. now, the point that y ou make, Mr. Chairman,
is indeed sound. I think it ought to be elaborated on just a little bit
though. What we really have to do is stand up early. We have to
stand up before we get ourselves "wrapped up in our long under-
wear" as far as a program being well in production, a program in-
volving a piece of hardware that we have to have for the securitv of
this counti v. That is when it gets to be really awkward. Doggolne it,
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we have to stand up and stand up soon on these program in order to
make these decisions right and early.

Once you find yourself too far gone, and you are in a situation
where you know what you have to have the hardware that you are
talkting about, it becomes pretty tough to just say, "Well, we are
going to turn our back on that needed hardware."

Admittedly we have Public Law 85-804, which gives us the vehi-
cle when this applies. Fortunately. on 11 million procurements each
year, this does not happen too often. It has happened on a few of
our major weapons systems and these have been highly publicized. I
can only say, Mr. Chairman, that we feel at least as bad about this
as anvone else.

Chairman PROXMIRE. Well. let me just try this once more in a lit-
tle different way and then I have a couple of other questions, we
want to get into defense

Mr. SHILLITO. The point I am making, excuse me, sir.
Chairman PROXMIRE. Yes, sir.
Mir. SHILLITO. We are really talking about the national interest

and that is what you are really talking about, too.
Chairman PROXMIRE. That is right.
Mr. SHILLITO. Sometimes the position of one person versus an-

other may be a little different on the national interest issue, but we
have to decide what is in the national interest.

Chairman PROXMIRE. Yes, and here is the problem in representing
the national interest. When the Government lets a contract, it should
have an adversary relationship with the contractor.

On the other hand, the Defense Dcpartment has an interest in
keeping alive a vital, effective, functioning defense industry.

You have to have good profit, you have to have a real incentive,
the healthier it is, the better.

MNr. SHILLITO. Yes, sir.

INDEPENDENT rROCUREMENT AGENCY

Chairman PROXMIIRE. Does this not mean the Government cannot
exercise its adversary role, and does not exercise its adversary role,
because of its close relationships?

Should we not have an independent agency for procurement so as
to avoid this conflict?

Mr. SHILLITO. Mr. Chairman. I do not know whether you are sug-
gesting that, but I would frankly be inclined to feel that, knowing
you as well as I do, once you would fully analyze the situation you
would not come to the conclusion that there needs to be an independ-
ent agency.

Chairman PROXMIRE. You ought to consider that option. I think
we ought to consider it.

I should not say independent of the Government, it has to be a
Government agency; I should say independent of the Defense De-
partment.

Mr. SHILLITO. Well, I have spent quite a bit of time in countries
where they have tried to use an agency independent from their De-
fense Department, to do their procurement job.
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Chairman PROXM1IRE. Does it not work well with the British in
procuring aircraft?

Mr. SHILLITO. It does not work as well as ours.
Chairman PROXirIRE. That is hard to believe. [Laughter.]
Mr. SHILLITO. Well, it is really not-once you find yourself
Chairman PROXMIRE. Is there any study or analysis that would

show that?
Mr. SITILLITO. I think such a thing could be pulled together rather

quickly.
Chairman PROX-MIRE. I would like to see it.
[The following information was subsequently supplied for the rec-

ord:]
A study of Defense procurement in Britain was ordered by the British Gov-

ernment in October 1970. The Study Group headed by Mr. Derek Rayner com-
pleted the study in April 1971 and submitted its report "Government Organisa-
tion for Defence Procurement and Civil Aerospace" to Parliament. As a result
of the recommendations of this study. the procurement of aircraft, which had
until then been conducted by an independent agency, viz., the Ministry of
Aviation Supply, was transferred to the Ministry of Defence.

Mr. STTLTTTO. Most of these countries are envious of ours.
I would like to make this comment: AWc do have an adversary re-

lationship, I do not care howv VoU cut it; there is indeed an
adversary relationship between our contractors and the Department
of Defense, a sound adversary relationship. Sometimes it can be bet-
ter, but it indeed is an adversary relationship.

Chairmian PROX-MTRE. How can vou have that when i\fr. Ash
threatens to go to the President over a matter like the Litton case?

Mr. SHILLITO. I do not know-
Clhairman PRoxMIRE. LHA.
Mr. STIELL1TO. I do not believe that. M1r. Chairman, and I-
Chairman PROXMITRE. You (lo not believe what?
Mr. SITILLTO. I do not believe that he made that statement, -Mr.

Chairman. I happen-
Chairman PROXMTnR. As I understand it, lie admitted it.
AMr'. Sirr.ITITO. I frankly am not aware of that. If he did, fine, but

I do not believe that he did.
I have known Mr. Ash for a long time, and Mfr. Ash is a very

competent guy. I have been on the opposite side of the negotiating
table from Mr. Ash many times. *Wre have never been a part of the
same organization at the same time. and we have not seen eye to eve
on many many things at times. But Mr. Ash is a very capable.
tough-minded. and hard-working guy.

Chairmnan PROXMNTRE. No qllestion about his being a good negotia-
tor, when vou see what he had been able to get out of the Govern-
ment with the verv badly managed shipyard he has got down there.

Mir. SITITLLITO. ATell, again. I won't quarrel with the problems that
have gone on at Pascagoula. I indeed would be the first to admnit
that things could have worked out a lot better at Pascagoula, but I
cannot envision the point that y ou make as being correct, Mr. Chair-
man.

DEFENSE PROFITS

Chairman PROXMrTRE. Now. I would like to get into the profits
thing, unfortunately rather briefly, the hour is late. I think Xlou
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have made some excellent points on the profit picture and I think
this chart is a chart that is not entirely persuasive because what you
do is you take the contract price dollar. If you take return oln in'
vestments that is something else.

AMr. SHILLITo. Would von like to talk about that, Mr. Chairman?
Chairman PROXMIRE. Let me say. the difference, of course, let me

say this before I get to the question I have for you, the difference is
in many of these cases, many of these cases the contractor is work-
ing with the Government's money.

AMr. SHILLITO. And still making only that kind of profit.
Chairman PROXMIRE. Well, regardless. the important thing is the

return on investment.
Mr. SmILLITO; Indeed. Mr. Chairman.
Chlairman ProxmrTE. You know that, I know that, you know that

as one who has been in industry for a long time. very successfully.
Mr. STITLLTTO. And, by the vay, I would not want to suggest that

these charts
Chairman-PRoxMIRE. How about that chart.
Mr. STULITO. That is profit as a percent of total capital invest-

ment, I think you would prefer return related to equity capital-to-
tal capital does not really make your point as well as you would like
it to.

Chairman PROXMIRE. I am sure you want to make my point on
that. [Laughter.]

Mr. SITII11TO. But the only point I would like to make. the GAO
study yoel are familiar with. You are familiar with the FTC-SEC
data and, of course. with the LMI study. What this does-chart on
profit on ECJ-here is to take 41 companies which are predomi-
nantlv defense contractors. and compares their return to their equity
capital. The previous LMI studv stopped as of the end of 1968, as
you recall, so wevdid not have the financial data related to defense
sales and profit for these companies, broken down by defense and
nondefense. We have used their total corporate financial data.

I would urge that You not come to the conclusion that this chart is
completely right for defense data for the last 3 years.

I would also sav that if vou look at a company's total business
without segregating defense from nondefense. that based on history
you l would have to estimate that defense profits would probably be a
little lower than nondefense profits.

Chairman PROX-MIRE. But what you are talking about there is re-
turn oil equity as calculated by the Logistics Management Institute.

Mr. STIULITO. That is right.
WVould vou like to talk about the GAO?
Chairman PROXMIRE. Yeq; but the one that is lowest is the LUII.
Mr. SH1IJLLTO. Yes, that is right.
Chairman PROXMTRE. And that was not a matter of getting a sam-

ple based on picking a number of firms and getting what their ac-
tual profits were on defense contracts. as I understand it. What it
was, was a matter of those firms that would volunteer their profit
returns. isn't that right?

Mr. SHILLITO. It so happens that every company that was talked
to that did business with DOD. over $200 million a year, agreed to
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participate. About 65 percent of all the companies solicited between
$25 and $200 million a year agreed to participate. We are talking
about a sample which represents about 85 percent in dollars of the
universe of durable gFoods, manufacturing companies having more
than $25 million defense sales, and whose sales were more than 10
percent to defense.

Chairman PROXMIRE. That were in the sample but not in the firms
that reported.

Mir. SHILLITO. Excuse me, 85 percent of the dollars are reflected by
that line over those years.

Chairman PROX-mIRE. Reflected because you picked a sample of
those.

Mr. SIuLLITO. The 8.5 percent relates to the total defense dollars in
the sample. Only about 15 percent were not there, in there. So I
would say on balance, it reflects a pretty good picture as to what the
equity capital situation really is.

Chairman PROXMIRE. The trouble I have with it
Mr. SHILLITO. By the way, there is a big turnover in here.
Chairman PROXMIRE. I understand that. The LMI was not derived

on the basis of a GAO independent auditor going in and determin-
ing whether the bookkeeping procedures were correct and calculat-
ing what the profits were. It depends on how you allocate the over-
head and it depends on all kinds of things.

Air. SHILLrro. That ties in our profit on capital policy. By the
way, GAO and LMII conclusions were the same.

Chairman PROXMIIRE. You have not got the GAO.
MIr. SHILLITO. I am not talking about lines., the numbers. I am

talking about the conclusions. One of them dealt with profit on capi-
tal which is something you were interested in.

Chairman PROXMIRE. As I recall, the return on capital study by
GAO indicated the return on capital was reasonably substantial for
defense firms, it was not a low profit.

Mr. SHILLITO. But mean average less than the SEC data.
Chairman PROXMIRE. Well, the audit indicated they were much

higher.
Mr. SHrLLITo. The review of 146 contracts indicated that they

were much higher.
Chairman PROXMIRE. That is right.
MAr. SHILLITO. But that did not reflect a representative sample.
Chairman PROXMIRE. And manv didn't show what the audits

showed.

Mir. SHILLITO. Those were 146 selected contracts.
Chairman PROXMIRE. But what do the audits show?
The initial reports not audited showed they were much lower than

they should have been.
MNr. SILILLITO. The audits showed there were many contracts where

the profit to equity was staggering.
Chair man PRO.XCMIRE. That is right.
AIr. SHILLITO. But the audit also shows the mean average profits

were indeed lower than the FTC-SEC data. The audit really re-
flected a distribution curve resembling the distribution curve for a
roulette wheel.
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Chairman PROxmIRE. I understand that, but there is no reason to
go over.

Mr. SIITLLITO. All right.
[The following charts were subsequently supplied for the record

by Mr.: Shillito:]
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THE CONTRACT PRIGE DOLLAR

7ai)

EXPERIMENTAL PROJECT

Chairman ProxMIuRE. Let me ask you this, isn't the new experi-
mental program, which you talked about, and I am glad to see you
are getting into it, biased towards increasing profits by giving con-
tractors on option to elect to come under it?

Don't you believe there will be a tendency for contractors to elect
to come under it only if it is likely to increase their profits?

Mr. SIIILLITO. Well, first of all, I sure am happy to hear that you
now feel that we are wise to go ahead with this experimental pro-
gram. And, second-

Chairman PROXMIRE. I wouldn't say that you are wise to go ahead
with a particular experimental program, but what I say is I think
you are wise in looking around for new programs and to experiment
with them.

Mr. SUILLITO. Thank you.
Second, I would say that this will not, as a test, insure that the

contractors will only see an increase in their profits.
The Defense Procurement Circular gives ourselves and the con-

tractor the option to go or no-go on this.
WAe hope that we are going to end up with about two hundred

plus contracts over the next year-
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Chairman PROXMIRE. But the contractor gets the first option. IIe
won't come in unless he is going to increase his profits.

Mr. SHILLITO. And we, of course, feel quite strongly that most of
these contractors are going to want to get involved in this test just
to see how it works.

By the way, it is not contractor first and defense second, it is a
mutual situation. That is what this test says. It is a mutually agreed
to plan to negotiate our contracts, heavily considering profit on capi-
tal, not all, but 50 percent.

RETURN ON CAPITAL INVESTMENT

Chairman PRox.IRE. Let me ask why doesn't the Defense Depart-
ment require contractors to submit data on actual profits realized as
a return on capital investment? Shouldn't you have this information
on negotiated contracts in order to tell whether the profit incentive
is being properly employed?

It might not be enough, in some cases it is not perhaps enough,
Secretary McNamara made that point and I think he was right
when he made it, but it also may be excessive especially in certain
categories-why shouldn't we get it and make it public?

Mr. SmILLTTO. If I understand your question correctly, as we move
into our planned approach, we will have data with regard to con-
tractors' capital in a way that has not been the case historically.

Chairman PROX5NIRE. What I am asking is can't you check it now?
Does it have to be somewhere down the pike? That data is available
now and you can check it and reveal it to the public.

Mr. SHILLITO. Well, you are going to see some of it, a lot of it,
come through this test. If you are going to do it that way you are
going to see the same approach that LMI took so far as the larger
contractors are concerned and I think that going the route we are
going will take us very much in the direction you are talking about.

Chairman PROXNEIRE. For years and years we have been asking
you to collect the data and disclose it.

I cannot understand why you cannot do that.
Mr. SHILLITO. We do not have all the data.
Chairman PROXMIiRE. WVhv don't vou ask for it?
Mr. SHILLITO. We would have to go out and solicit. That is what

we are doing. Colonel Benefield, do you want to talk to this?
Colonel BENEFIELD. That is exactly what we are doing at this

point.
Chairman PROXM31RE. I want to know how much profit with every

contract.
Mr. SuILLITo. You are just saying do it faster, and wve are

saying-

Chairman PROXMIRE. We have been asking for this since 1968, as
you know, so we are not asking for this with any great speed, that is
4 years.

Mr. SHILLITO. Well, I see there we are in disagreement again. To
me that is 5 years. [Laughter.]

Mr. SHiLLrro. But at any rate, I think that we are moving in the
direction that you have urged us, Mr. Chairman, and we appreciate

95-328-73-38
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your urging. If this test shows the kind of thing that I feel it will
show we are going to be broadening this significantly, and we will
have the kind of data bank that you are talking about.

Chairman PROXMITRE. Will you give us the data from that test?
Mr. SHILLITO. I will have to see what the reaction of the DOD is

after this is pulled together.
Chairman PROXMIRE. See what the data shows first before you de-

cide whether Proxmire can have it.
Mr. SHILLITO. You said that, I didn't say it, Mr. Chairman.

[Laughter.]
Chairman PRox:CIRE. You did not deny it. [Laughter.]
Mr. SHILLITO. That is right.
I didn't deny it.
Chairman PROXMrTRE. Well, I want to say, Mr. Shillito, I hope this

is not your last appearance. I understand you are going to leave the
Defense Department in the near future, which I think is too bad,
but I understand you served your Government very, very well.

DEFENSE BUDGET TRENDS

I do want to stress once again what I have stressed at the very be-
ginning how vital it is, how important it is, for us to get an under-
standing of where we are going on the defense budget

AIr. SHILLITO. Yes, sir.
Chairman PROXMIRE [continuing.] Much more clearly than we

have now. Whether it is possible to live within $112 billion budget-
Mr. SHILLITO. Yes, sir. I appreciate it.
Chairman PROXMIRE. Whether we have to go to $125 billion or

more, and I think the argument Mr. Sullivan and others have made
on the impact of these immensely expensive weapons systems and
our force levels is an extremely important one. If Congress does not
understand that, you will have a couple of very bad consequences:
One, we will probably have to have money spent but even more im-
portant than that we may have a grossly inadequate defense.

Mr. SHILLITO. Yes, sir.
Chairman PROXAMIRE. For that reason I think it is very vital that

you give us a report on your views on the Sullivan study in as great
detail as you can just as soon as possible.

Mir. SHILLITO. I agree with your point, sir. It is necessary that we
know what these out years are going to look like as best we can.

There is a point that comes through in the Sullivan study which
you have touched on here. It comes through when you understand as
much about this business as you do, and that is that that which we
refer to as the FYDP, the 5 year defense plan, is rather inadequate,
and that in this business as regards major weapons systems when
you look at this total picture, we have to think in terins of more than
5 years.

Chairman PROXMIRE. We cannot even get the 5 years unclassified.
Air SHILL1TO. Well, I would expect that is right. Sure, I would

expect that is right. It is classified.
Chairman PROXMIRE. I am sorry. Well, again thank you very much
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The subcommittee will stand adjourned subject to the call of the
Chair. This concludes this series of hearings as of this time.

We will have other hearings on the SST beginning on next
Wednesday, December 27.

Mr. SHILLITO. Fine, thank you.
[whereupon, at 12:15 p.m., the subcommittee adjourned, subject

to the call of the Chair.]
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The subcommittee met, pursuant to notice, at 11 a.m., in room

1202, Dirksen Senate Office Building, Hon. William Proxmire
(chairman of the subcommittee) presiding.

Present: Senator Proxmire and Represenltative Griffiths.
Also present: John R. Stark, executive director; Loughlin F.

McHugh, senior economist; Ross F. Hamachek, Richard F. Kauf-
man, and Courtenay Ml. Slater, economists; Lucy A. Falcone and
Jerrv J. Jasinowski, research economists; George D. Krumbhaar,
Jr., minority counsel; Leslie J. Bander, minority economist; Walter
B. Laessig, minority counsel; and Michael J. Runde, administrative
assistant.

OPENING STATEMENT OF CHAIRMAN PROXMIRE

Chairman PROXM3IRE. The subcommittee will come to order.
Our hearing this morning is concerned with the harassment of an

able, dedicted and courageous public servant. I refer to the demotion
by the Navy Department of Gordon Rule, formerly Director, Pro-
curement Control and Clearance Division, Naval Material Com-
mand, as retribution for his candid testimony before this subcommit-
tee.

The significance of this episode goes far beyond the issue of
shabby, unjust treatment of one outstanding employee. It goes to the
verv heart of the legislative process and the ability of the Congress
to obtain information on the activities of the executive branch-ac-
tivities which involve the expenditure of some $2.50 billion a year-
and which, in addition, affects all aspects of our national welfare.

It is painfully obvious that actions by the administration to intim-
idate, harass, downgrade and fire public servants as punishment for
giving honest information to the Congress are prejudicial to effec-
tive government.

This subcommittee invited Admiral Kidd to testify on December
19th. I e sent Gordon Rule in his place. Mr. Rule answered our
questions candidly and with obvious competence. Among other
things, he responded to a specific question. I want to make it clear
that he did not volunteer. I asked him -whether or not he considered
the appointment of Roy Ash as Director of the Office of Alanage-

(2205)
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ment and Budget a mistake. He replied that he did. I asked him to
explain why and he did.

It should be stressed that this reply was in response to a direct
question and in the context of a discussion of Navy negotiations
with Litton Industries that of course was headed by Roy Ash, and
hle also indicated that the problem might be overcome if the OMB
Director were subject to Senate confirmation.

Ostensibly it was this that led to his summary demotion and one
of the crudest acts of retribution since the Ernest Fitzgerald affair.
In 'Mr. Rule's case, the vengeance was even more preemptory. I-le
was reassigned to the job of updating the curriculum of the Navy
training school in Anacostia.

This proceeding bears a dismal parallel to the treatment of Ernest
Fitzgerald and other able Defense Department public servants who
felt the vengeance of the military hierarchy for their candid testi-
mony on military procurement before this subcommittee.

These episodes are tips of the iceberg that lurks ominously below
the surface. High public officials of unquestioned ability, dedication,
and experience are being fired or demoted in droves. Heads roll
daily as the administration continues to tighten the screws of control
and exclude the Congress and the public from basic governmental
decisionmaking.

It is no wonder that the Congress is in an anxious mood as our
prerogatives are eroded and vital information is withheld. Operat-
ing personnel are becoming too frightened to speak up and tell us
the facts we need to know-unless they have the high courage of
people like Ernie Fitzgerald and Gordon Rule.

It is most ironic to note that President Nixon in 1951 introduced a
bill-this was the Nixon bill-that made it a criminal offense for
any government official to intimidate public employees from testify-
ing before the Houses of Congress.

Without objection, I will place that bill in the record at this
point.

[The bill referred to follows:]



2207

82t CONGRESS S . ,

A5IT SUZSION DO 1 3 90

IN THE SENATE OF TI]E UNITED STATES

ArRiL 26 (legislative day, Apnm 17), 1951

Mr. NIxoN (for himself, Mr. TAFT, Mr. McCCARnAit, and Mr. WIERR-r) intro-

duced the following bill; which was read twice and referred to the Com-

mittee on the Judiciary

A BIE~OLL
To amend sections 1505 and 3486 of title 18 of the United States

Code relating to congressional investigations.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That section 1505 of title 18 of the United States Code is

4 amended by inserting " (a) " before "Whoever" at the bed

5 ginning thereof and by adding at the end twereof the fol-

6 lowing new subsection:

7 " (b) Whoever as an officer of the United States or of

S any department or agency thereof causes or attempts to

9 cause a witness, who is a nteinker or the A-moed Forces of

10 the United States or an officer on employee of t.ke United

I1. Siaitcs or of .any dcyport iu;f t ., Wl 0;H.'y di ec:c-, co tic ic-
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2

1 moted. dismissed, retired, or otherwise disciplined on account

2 of his attending or harvin attclecnd any inquiry or investi-

3 gation being, had by either ITonse, or any cnumnittcc of

4 either House, or any joint comnhittce of the Congress, or

5 on account of his testifying or having testified to any matter

6 pending therein, or on account of his testimony on any matter

7 pending therein, unless such testimony discloses misfeasance,

8 malfeasance, dereliction of duty, or past reprehensible conduct

9 on the part of such -witness, shall be fined not more than

10 $5,000 or imprisoned not more than five years, or both.

11 "The demotion, dismissal, or retirement (other than

12 voluntary or for physical disability) of such witness within

13 one year after attending or testifying in such inquiry or in-

14 vestigation, unless such testimony discloses misfeasance,

15 malfeasance, dereliction of duty, or past reprehensible con-

16 duct on the part of such witness, shall be considered prima

17 facie evidence that such witness was demoted, dismissed,

18 or retired because of such attendance or such testimony."

19 SEC. 2. Section 3486 of title 18 of the United States

20 Code is amended by inserting " (a) " before "No" at the

21 beginning thereof and by adding at the end thereof the fol-

22 lowing new subsection:

23 "(b) No witness, who is a member of the Armed Forces

24 of the United States or an officer or employee of the Tni cd

25 States or of any department or agency thereof, shall be de-
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3

l rmoted, dismissed, retired, or otherwise disciplined on account

2 of testimony given or official papers or records produced by

3 such witness before either House, or before any committee

4 of either House, or before any joint committee established

5 by a joint or concurrent resolution of the two Houses of

6 Congress, unless such testimony is given or such official

7 papers or records are produced in violation of law, or unless

S such testimony or the production of such papers or records

9 discloses misfeasance, malfeasance, dereliction of duty, or

10 reprehensible conduct on the part of such witness."
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Chairman PROXM3IRE. The bill was passed by the Senate but was
not reported out in the House. However, there are other laws relat-
ing to this same kind of malfeasance. Title 18 of the U.S. Code pro-
vides for 5 years' imprisonment and/or up to $5,000 in fines for in-
timidation of witnesses and obstruction of the power of inquiry of a
committee of Congress.

In view of his earlier interest, I ask AMr. Nixon now to personally
look into the circumstances of Gordon Rule's demotion.

As chairman of this subcommittee, I intend to get to the bottom
of this matter not only because of its own merits, but because it is a
symptom of a serious distortion in the process of our democratic
government.

MIr. Rule, will you come forward and will you begin by telling us
exactly what happened with respect to your job after your testimony
of December 19th?

TESTIMONY OF GORDON W. RULE, FORMER DIRECTOR, PROCURE-
MENT CONTROL AND CLEARANCE DIVISION, NAVAL MATERIAL
COMMAND

Mlr. REIE. Good morning, Senator. I want to first say that when I
testified before you and the other members of the Subcommittee on
the 19th of December, I made a statement that has been character-
ized as crude and rude and very poor judgment with respect to a re-
mark I made about General and former President Eisenhower. I
want to publicly apologize for that remark. I meant no disrespect,
but it has been so construed and the least I can do is apologize for it.

Chairman PROXMIRE. Well, I think we all appreciate that. I did
not think it was in bad taste, but perhaps you do on reconsideration.
I think this is a statement that we often make that a distinguished
statesman would turn in his grave. You did not mean any disrespect
but I think it has been very much an element in this matter and I
appreciate your comment.

Mfr. RULE. I think if I had said the General, the former President,
would turn over in his grave, that would have been a statement peo-
ple would have understood. But I was guilty of a verbal excess and
I do apologize.

*What was it you wanted me to do?

SEQUENCE OF EVENTS

Chairman PROXMIRE. I wanted you to state exactly what happened
with respect to your job after your testimony of December 19th.
You testified here and the record was clear that you answered a
number of questions, but the critical question seemed to me-maybe
mv judgment was wrong-the critical question seemed to be with re-
spect to MIr. Ash and your position on it.

The following day, I understand that you were visited by Admi-
ral Kidd. Would you describe the situation?

Air. RuLE. That is right, Senator. After the testimony on the 19th,
I lost my voice. I got laryngitis and I was home in bed the next day
with a cold and laryngitis and MNrs. Rule said that Admiral Kidd
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was at the door and wanted to see me, and came into my bedroom. I
was in bed. I did not get up.

The Admiral, it being a Wednesday, was in uniform and he sat
beside my bed. He had a piece of paper which was on his own letter-
head. It was addressed to himself. It was dated the 20th of Decem-
ber, which was that day. He told me that lie had to have that piece
of paper signed by the close of business that day. The piece of pap-
er of which I kept the original, was addressed to the Chief of
Naval Material: "I hereby request retirement from my Civil Service
position. ly performance and submissions for accrued leave and
designation of the Old Age and Survivors benefits will be filled out
and submitted promptly by me."

He wanted me to sign that. He also said that if I did not like that
language, I could sign a blank piece of paper-he had a couple of
those with him-and date it and he would fill in the rest.

Well, I hate to say this, because I sort of think I have good
health, but I was in lousy shape that day. I started to get emotional,
as I think the Admiral will tell you. I started going back over my
Naval career and finally, he sat there-and it was about an hour. He
sat there and I finally sat up in bed and started to get a little sense
and started to get irked. It was then that I told him that I had no
intention of signing that piece of paper or resigning.

He asked me to reconsider several times and said that he would be
glad to come back at 3 o'clock in the afternoon that day and pick up
the paper and I said, "There is no need for that, I am not going to
sign it."

When he left, Mrs. Rule took him to the door and he again urged
on her the importance of getting me to sign that retirement paper.

That, Senator, is what happened. Now, why it happened, I can't
tell you. It was within about 24 hours from the time I had testified.

BIOGR.APIIICAL SKETCH

Chairman PpoxMIRE. Now, prior to the time that you testified,
what was yolir status as you understood it with the Navy and with
the Defense Department? I ask this in light of the fact that you
have been decorated or recognized, commended in the past year. You
had a rating that preceded your testimony by about one week.
*Would you describe that so we have a picture of the view which
you, wish anybody, any prudent person, would feel was your posi-
tion prior to your testimony?

Mr. RuLE. Well, I outlined that in a letter, Senator, to the Civil
Service Commission, and at the expense of seeming to blow my own
horn, I would like to tell you about it.

Chairman PROXMEIRE. I wish you would.
Mr. RULE. I would first like to restate that when I was in uni-

form, I entered the Navy as Lt. (jg.) and four and a half years
later, I was a Captain on active duty. I am pretty proud of that
military feat, because that is pretty fast promotion.

I retired. Now, I then went back to practicing law
Chairman PROX3ITRri. Would you give us the dates on that? When

did you enter and when did you retire?
Mr. RULE. 1942. I entered in early 1942 and five years later, I

went back to inactive dutv. I was a reservist. But I had gone through
the grades from Lt. jg. to Captain.
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Now, I have to sav that in going through those steps, I believe
that I acted exactlv the same wav about active duty as a civilian by
calling the shots just exactly as I see them. It was respectful and as
I say, I got the promotions in grade and on active duty.

Then I went to practice law and then I was asked to come back
and take this job as Director of the Procurement Control and Clear-
ance Division in the Office of Naval Material. I took that job on
July 9, 1963.

Four years later. in 1967, I received a superior civilian service
award, which is the highest award that can be given by the head of
aln agency. The head of the agency in that case was Admiral Galla-
tin, one of Admiral Kidd's predecessors.

Four years after that, in 1971, I got the highest Navy award, the
Distinguished Service Award, from the Secretary of the Navy. That
was in February 1971.

That, in capsule, is my record. It was interesting to me that the
same day that I had a conversation with Admiral Kidd and Secre-
tary Warner; namely, on 12 December, I was also given a satisfac-
tory efficiency rating through the end of 1972. I have a photostatic
copy of that signed by my immediate bosses.

So I think that brings it up to date by way of background.

REQUEST FOR RESIGNATION

Chairman PROX-MTRE. Could I ask vou, when Admiral Kidd came
to your home on 20 December, 24 hours after you testified, did he
give you any reason for asking for your resignation?

MAr. RITLE. The good of the service.
Chairman PnoxirtnE. Did he expand on that at all ?
Mr. RULE. NO: not reallv. I asked him specifically if air. Warner,

the Secretarv, knew that he was there seeking my retirement. He
would not aqpswer that question directly. He said he had been in
touch with Air. Warner. had talked with him the previous evening,
and that Mr. Warner was leaving town that day at 5 o'clock. I sub-
sequently asked Admiral Kidd in his office that same question, if the
Secretarv knew that he, Admiral Kidd, was going to, trying to get
me to sign a retirement paper. And again he was evasive. He would
not answer that question, saying only that he had talked to the Sec-
retary.

So I do not know to this day whether Mr. Warner knew it or not.
Chairman PROXNII2E. Am I right or wrong in assuming that there

was a rating which you received as late as approximately December
12 or 13, 1 week before the visit of Admiral Kidd asking for vour
resignation, in which you received a rating which was as high as
you could get. Is that correct or not ?

MIr. RrI.E. It is partially correct. There is a photostatic copy of it
signed by Mr. Cruden and Admiral Freeman for the rating period
ending December 29, 1972. It is a satisfactory performance rating.
The only three ratings that a civil servant can get are unsatisfac-
torY, outstanding, or satisfactory. Normally, you get a satisfactory
rating. I got that.

Chairman PROX-3IRE. The only reason I ask about this particular
rating is because of the time limit. It was one week before. Did you



2213

make any statement or take any action or have any incident at all
that occurred between the time that rating was determined and the
time Admiral Kidd visited, other than your appearance before this
subcommittee?

Mr. RULE. Not that I am aware of, Sil.
Chairman ProxNrIRE. Nothing?
Mr. RULE. Not that I am aware of.
Chairman PROXNIlrm. Before I yield to Mrs. Griffiths, let me just

put into the record, and I will read quickly one paragraph of it, the
bill-bill S. 1390 that I placed in the record-which applies, seems
to apply in this case, part of the bill. This is on page 2, line 23 of
the bill.

No witness, who is a member of the Armed Forces of the United States or
an officer or employee of the United States or of any department or agency
thereof, shall be demoted, dismissed, retired, or otherwise disciplined on
account of testimony given or official papers or records produced by such wit-
ness before either House, or before any committee of either House, or before
any joint committee established by a joint or concurrent resolution of the two
Houses of Congress, unless such testimony is given or such official papers or
records are produced in violation of law, or unless such testimony or the pro-
duction of such papers or records discloses misfeasance, malfeasance, derelic-
tion of duty, or reprehensible conduct on the part of such witness.

There is a provision for a $5,000 fine or not more than five years
imprisonment, or both. Of course, one of the issues before the sub-
committee is whether or not that law has been violated.

I am going to ask Admiral Kidd to come forward in a minute,
after I yield to Alrs. Griffiths. Before I do that, however, I would
like to put into the record also, and for Airs. Griffiths information
and the information of those who were not present at the last hear-
ing, precisely the testimony which, in my view, had an effect on this.
I am going to ask Admiral IKidd to indicate if there was anything
else in the testimony that might have affected his position.

You testified as follows:
Senator PROXMIRE. * * * Now, as you know, Mr. Roy Ash, the former Presi-

dent of Litton, and he was the chief executive officer of this company at the
time that this situation had developed, he is the man who has been designated
by the President of the United States as the new head of the Office of 'Man-
agemient and Budget. Do you have any views on that appointment?
[Laughter.]

Mr. RULE. I sure do.
Senator PROXMIRE. We would surely like to hear them.
Mr. RULE. Well, I think, first, that old General Eisenhower must be twitch-

ing in his grave. He was the one who first called attention to the so-called mil-
itary-industrial complex, and I frankly think we have added a new dimension
to the military-industrial complex. I think it is a military-this may not be
the proper order-but I think it is almost a military-industrial-executive
department complex. I think it is a mistake for the President to nominate Mr.
Ash, whom I have never met. I think it is worse mistake for him to accept the
job. I just-that is the way I feel about it.

Senator PROXMIRE. Why is it a mistake? Why is it a mistake, first, for him
to be nominated?

Mr. RULE. I am saying this strictly from his background and his efforts on
behalf of Litton during the negotiations that have been going on.

Senator PROXMIhE. It is a mistake, on the basis of his record as a business
manager, to bring a man with this kind of a record in as head of the Budget
Bureau?

Mr. RUILE. Insofar as the LHA is concerned, yes; and of course, Senator, his
job is probably-
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Senator PROXzImE. Let me ask you what Ash did in the negotiations on the
LHlA contract.

Mr. RULE. Well, let me just finish what I was going to say.
Senator PROXMIRE. Yes, sir.
Mr. RULE. And I forgot it; you interrupted me.
Well, there was an article in the paper the other day by Orr Kelly which

quoted, he was quoting from, some minutes of a meeting, and these minutes
according to the article, said that _Mr. Ash had talked to Mr. Connally about a
program of the magnitude of one to two billion dollars to help companies like
his and other shipyards, and the statement was made by SMr. Connally appar-
ently, "Well, if you are going to present that to Congress, make it bigger than
the Congress." Now he has that background.

All I say is that from where I sit now I have got to think it is a mistake.
But I think my thoughts on whether it is a mistake could easily be or could be
overcome if he were subject to confirmation and going before a committee to be
confirmed where he could be questioned about, I do not know, any number of
things. But he has probably the most important job in this Government. next
to the President, but he is not subject to confirmation; he is not subject to ques-
tioning; and he enjoys the same executive privilege, I guess, that Mr. Kissinger
does. He does not have to go up to any committee, and be questioned through-
out the year, and I just think this is wrong.

Senator PROXMIRE. Well, he does come before committees, certainly previous
budget directors have, in their capacity, but I agree he certainly does not need
any confirmation.

Will you give me your interpretation, I read that column by Mr. Kelly too,
and I was a little puzzled by that reference in the conversation with Mr. Ash
and Mr. Connally, in which he said, "Make it bigger than the Congress." What
was your interpretation of that? You would go to the President for-

Mr. RULE. Well, he wrote two columns. In one column, he said that Mr. Ash
had told, in this meeting that he was quoting the minutes, that he was quoting
form, he had told the people in that meeting that he was going next to see
Mr. Warner, Mr. Sanders, and then to the White House with his problem. Now,
that was in one column.

Then in the second column, he talked about this program of a billion to two
billion dollars to be presented to Congress and, so far as I am concerned, sitting
here right now, I think you will see that program presented to Congress.
I think you will see it presented to Congress with the aid of the Grummans and
the Lockheeds and others, I think you will see it.

Senator PROXMIRE. You mean a program simply to wipe out all of the claims
by paying them in full?

Mr. RULE. I do not know how ingenious the program will be. I do not know
what it will try to do, but it will try to get a billion or two dollars to help out
some companies in trouble.

Senator PROXnIRE. Help out Litton. Lockheed, Grumman, and so forth. e * *

That is the pertinent part, in my view, of the testimony. As I say,
I will ask Mrs. Griffiths if she wishes to inquire.

Representative GRnFrITns. Thank you; I want to ask some ques-
tions which do not relate particularly' to this testimony, but I would
appreciate the answers.

You are head of the Procurement Division, is that right?
Mr. RUFLE. The exact title is Director of the Procurement Control

and Clearance Division in Admiral Kidd's office.

NAVY SHIP PROCUREMENT

Representative GrFFITn-S. I see. WVhen the Navy purchases a ship,
do you simply go down and buy a ship, make a contract with some-
body to build it, or do you make contracts with the-

Mr. RuirE. Both.
Representative GRIFFiTHs. Pardon.
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M r. RULE. Both.
Representative GRIFFITJIS. When you make those contracts, does

the purchaser have before him the blueprints for whatever it is he
is buying?

Mr. RULE. Again, he may have if the Government furnishes the
design and the blueprint to build that ship. But sometimes, we give
a company a contract to design the ship itself. That was the case
with the LHA and Litton.

Representative GRIFFITHS. I see. When he makes the purchase
and he does have the blueprint before him, does he have also the
prices paid for every component item in previous purchases? That
is, could he look at that design and say, well, so many nuts at so
much, so many bolts at so much, so many screws, and here is the
cheapest prices available?

2Mr. RuILE. Yes, he is supposed to have what is called a bill of
material for the material that he buys that goes in the ship.

Representative GRIFFITIS. But does he have the price list on every
item?

Mr. RULE. He certainly should. because when we make the contract
with him, when we make our contract with the ship builder, we
have to, in order to look at a proposal and try to determine whether
it is reasonable, the material is usually 50 percent of the cost of
whatever we buy, all our hardware.

Representative GRIFFITHS. How long has the Navy had such in-
formation available, do you know?

Mr. RULE. In general?
Representative GRIFFITHS. Yes. in general.
Mr. RuLE. That has been available to us, a requirement, for as

long as I have been here.
Representative GRIFFITHS. And how long have you been here?
Mr. RULE. At least 15 years. I do not know how we could price

anything without that information.
Representative GRIFFITIS. Have you ever used the catalog at Bat-

tle Creek?
'Mr. RuLE. No, ma'am, we have not. But they do have some cata-

log prices of standard components. Some of these things are priced
in catalogs so you can just flip over it and see what this gadget,
usually off the shelf, and its component's cost. Ordinarily, we are
supposed to get quotations and estimates of prices from the contrac-
tors who supply these things and we are supposed to check them.
First we check to see whether the prices are gained through compe-
tition. If they were, almost ipso facto, they are reasonable. If they
were sole source subcontractors, we may have to do some more
checking.

Representative GRIFFITHS. But if you have purchasing agents that
are capable of doing this, then why do -we ever buy an overpriced
item?

Mr. RuILE. I am sorry, why what?
Representative GRIFFITHS. If you have purchasing agents that are

capable of doing this, why do we ever buy an overpriced item?
Mr. RULE. Why do we ever buy an overpriced item?
Representative GRn =THs. An overpriced item.
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AIr. RULE. The term "overpriced" means different things. If it
is a sole source component being bought from manufacturer "A", it
may very well be overpriced. If, as I said a moment ago, we get
competition, competitive bids-

Representative GRIFFITHS. Well, if it is a sole source on a large
complex item, does not that purchasing agent still look through
there at every individual item and say, how much are you paying
for that and what are you paying for that and why don't you buy
it cheaper?

Mr. RULE. Yes, ma'am.
Representative GP.IFFITHS. Well, then, why do you let them run

it up too high? How can they?
MIr. RULE. Well, there again, it depends on what type of contract

lie has. If he has a fixed-price contract, we never know how much
profit he really makes and whether he ran these prices up too high
or not. That is why the emphasis is on the congressional mandate
that we get competition if possible.

Representative GRIFFITHS. Oh, I understand. You are now suggest-
ing that when they bid, if a contractor has the lowest bid, you let
him make the thing without any further negotiation. Is that it?

Mr. RULE. Mrs. Griffiths, unfortunately, that is the way it works
a great many times, but the very fact that we have competition is
sometimes hurting us and with the excess capacity in the aerospace
industry and that sort of thing, when we compete for large con-
tracts, the thing that we have to watch for today is too low a price,
that somebody isn't buying in, as indeed I testified that Grumman
did to the same tune of about $500 million. It is not whether we are
going to get a fair price out of competitive procurement, it is that
somebody may buy in and that is the root of bailouts later.

Representative GRIFFITuIs. I understand. I would like to say to
you that I am the only person up here, as far as I know, that does
not believe that competitive bidding necessarily means the lowest
price. In my opinion, the lowest prices we are paying are obtained
by trained negotiators with all the information at their hands as
to exactly what each item costs.

Air. RULE. I agree with you.
Representative GRIFFITHS. I agree with you, too, that we ought to

be able to stop this buying by the Government contractors, the idea
that you ought to be able to kill off a competitor by buying in some-
place else.

DISPUTE WITH ADMIRAL KIDD

Chairman PROXMIRE. Now I will ask Admiral Kidd to come up.
Air. RULE. I want to add something, Senator Proxmire.
Chairman PROX3TRE. Go right ahead.
MIr. RULE. The Admiral's nose is quite out of joint with me be-

cause of my last testimony because I did not clearly and categor-
icaly say to you that I was testifying as an individual and not as
a representative of the Navy. Now, I thought that I had covered
that point when the very first thing I said at the hearing was
"Thank you for letting me appear without a statement. The reason
I do that is because, as you know, if I wrote one, I would have to
get it cleared in the Navy and I do not think they would clear it."
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Now, I thought that statement went to that point, but the Admiral
does not think so. But I know that he thought I should have been
more clear and I want to make it clear today.

Chairman PRoxrInuE. Let me say that it was very clear in my
mind. I felt very definitely that you were speaking for yourself and
that there was no other reason in your explaining the fact that
you did not have a prepared statement.

Mr. RuLE. Precisely.
Chairman PROX-MnRE. There is something to be said for those

prepared statements wherever it would be appropriate. This morning
it would not be appropriate, because you have come, as I understand
you and Admiral Kidd, to answer questions.

We appreciate your deciding to come, Admiral Kidd. I would
appreciate it if you would proceed to answer questions to the extent
that you can with respect to the situation.

Is there anything in Mr. Rule's testimony that you believe is not
factual or with which you disagree?

TESTIMONY OF ADM. I. C. KIDD, CHIEF, NAVAL MATERIAL
COMMAND

Admiral KIDD. You would like me to start with Mr. Rule's rather
than yours?

Chairman PROxMrRE. All right, start with mine. That is fine.
Then get to Mr. Rule's.

Admiral KIDD. If I may.
Chairman PROXmIRE. Yes, sir.
Admiral KIDD. Going through your opening remarks, Mr. Chair-

man, I respectfully would like to clarify some points here. In the
top line I would like to just clarify a few points going through
here.

RULE NOT DEMOTED

Hearing on the demotion of Mr. Rule-perhaps this is an exer-
cise in semantics, but truthfully, I did not demote him. He has not
been demoted. He is still a GS-17.

The next point down in the third paragraph, where you observe
that it is obvious that actions to intimidate, harass, downgrade and
fire as punishment-he has not been fired, sir. And I would take issue
with the intimidation, harassment, and downgrading, because I do
not believe they are appropriate terms.

In the next paragraph you state, contrary to your agreement with
Mr. Rule just now, that I sent Mr. Rule in my place. That is quite
wide of the mark, sir. I did not.

Chairman PROX-rIRE. Will vou restate that?
Admiral KIDD. The statement here, sir, in your opening statement

that I sent -Mr. Rule in my place. That is not the way it was at all.
As a matter of fact, I took it upon myself personally to go up to his
office on the Wednesday preceding his appearance to go over with
him the specific reasons why the other gentlemen whom you had
invited, Secretary Warner, Admiral Sonenshein, Admiral Snead,
and myself, would not be able to appear at that time because of the

95-32S-73-39
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ongoing negotiations with Litton and Grumman. It was judged an
inappropriate time to air bedding, as it were, publicly on these nego-
tiations where we had been trying almighty hard to get these contracts
at the advertised price.

RULE'S APPEARANCE AS WITNESS

Now, on the occasion of that visit, Mr. Rule took the opportunity to
applaud the Navy's hard-line position. That was the day after
Grumman had come out with that full page ad of theirs, in effect
protesting our hard-line position. And after running through the
reasons why we did not feel it appropriate to come, I told him that
in view of his unique status up here as a witness before your sub-
committee, I was not going to tell him no, but at the same time, I
did not think it would be too good an idea, but if he came, he was
to avoid addressing those two ongoing negotiations. And in Mr.
Rule's letter to the Civil Service Commission, he makes this point,
that Mr. Warner called me, tracked me down in Mr. Rule's office
on that occasion, and then asked to speak to Mr. Rule and told him
that if he wanted to come up, that was fine with him.

So I would take vigorous exception to this implication that I sent
Mr. Rule. I did no such thing.

ARTICLES BY ORR KELLY

To go a step further, if you please, sir, on Friday of that same
week, after the first of Mr. Kelly's articles appeared in the Evening
Star and Washington Daily News on the memorandum that he had
gotten hold of, I asked Mr. Rule to come down on that occasion.
Now, this was the Friday preceding the day he appeared. And I
told him again that I did not want him addressing either the
Grumman or the Litton negotiations because of the delicacy thereof
and if he came up, he was to come up and make it abundantly clear
that he was up here on his own.

He acknowledged those instructions but sort of waived his hand
and said, oh, those instructions do not really mean anything. It was
on that occasion that he undertook to hold school on me philosophi-
cally on leaks of documents-this particular one-and he acknowl-
edged at that time that this is where he and I parted company on
matters of moral principle, that he felt that the leaking of documents
like that was good for the country and that really, I was too young
and naive to understand the inner workings of Washington and that
I should really take this as a matter of course. I could not debate
that point. But I still think it is wrong and it certainly does not help
our ongoing negotiations.

STATEMENT CONCERNING ROY ASH

It might be worth while here to introduce really one of the prin-
cipal contributing factors to my great loss of confidence in Mr.
Rule. It was sort of the straw that broke the camel's back, Mr. Prox-
mire, that prompted me to take him up on his earlier offer to retire.
That is a very important point. Because when he and I had first
come into head-on collision back in February, why, I told him at
that time that there was no question in my mind that he was prob-
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ably the most competent gentleman we had in matters of procure-
ment-and in that area, he is indeed superb-but once policy
decisions had been made, they had to be abided by. At that time he
offered to retire. I said no, I did not want him to retire because we
needed his competence in procurement too badly and that I did not
want to lose him because I certainly have no corner on the market
in brains.

Moving on down in your remarks:
It should be stressed that his reply was in response to a direct question and

in the context of a discussion of Navy negotiations with Litton Industries that
of course was headed by Roy Ash, he also indicated that the problem might be
overcome if the 0-MB Director was subject to Senate confirmation.

I have no objection to a man stating his private views up here.
That is what you gentlemen are here for. I am sure that you keep
proper controls. But to have observations like that made, Mfr. Chair-
man, and made in the frame of reference as reflecting the opinion
of an official U.S. Navy representative, I just do not think it is
fitting, and this was the atmosphere in which Mir. Rule allowed his
appearance to be conducted.

The opening statement, sir, speaks of demotion and there has been
none.

SCHOOL IN ANACOSTIA

In the opening statement, the Navy Training School is identified.
Mr. Rule has made the point to me many times that his long suit
is in procurement, and indeed it is. He is among the very finest in
government employ. We have a school in Anacostia to fill a very
definite gap and need for the training of young officers and young
civilians in procurement matters, in matters of logistics. It has been
ongoing for sometime. We bring in gentlemen to lecture. It is in
effect a seminar course and it is to capitalize on his avowed strength
in procurement matters that I decided to detail him to that school to
bring the curriculum up to date and to insure that the students over
there have the benefit of tapping his great wisdom and experience in
this area.

Going on to the section of your opening statement where you state,
sir:

It is no wonder that the Congress is in an anxious mood as our prerogatives are
eroded and vital information is withheld.

I could not agree more that you must have everything you ask
for. I suppose there are certain areas of sensitive military informa-
tion, but I fully applaud the intent there. However, sir, I would
respectfully invite your attention to our, the Navy's testimony, my
personal testimony before the House Armed Service Committee
over three lengthy and difficult sessions several months ago in
executive session on just this subject of our contractural difficulties
with Litton, and I will stand on what I said before this subcommittee
and I think that you will find my views and others in the Navy as
strong, perhaps more so than Mir. Rule's.

In the opening statement the word demotion is identified. There
has been none.
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REQUESTED RULE'S RETIREMENT

You went into this bill, the 1951 bill which you identified as Mr.
Nixon's bill. I think that is pretty fine reading. I think that it
needs to be made clear that on the matter of my requesting Mr.
Rule's retirement, it was indeed a request to take him up on his
previous offer. I think that is a very important point, a request to
take him up on his previous offer. We sort of went over very quickly
that part in that same section of that bill which speaks to misfeas-
ance, malfeasance, dereliction, and questionable conduct.

Now, to go into Mr. Rule's opening remarks
Chairman PROXMIRE. Before you do that, admiral, let me just

respond to your criticism of my opening statement. I think you are
right that it is clear that you did not send Mr. Rule up in your
place. That was made clear by Mr. Rule. He just said so and I think
that is correct and that was an error in my opening statement. But
I cannot accept any of the rest. We will get into that, I would pre-
fer, if you would permit us to get into that when we discuss what
is a demotion, what is a firing, what is an intimidation, what is
downgrading. I think that I can explain my position; you can ex-
plain yours, but we will just have to leave the record for those who
wish to do so to judge it.

I think also that your remarks that Mr. Rule seemed to give the
impression that he was speaking as a Navy official once again is one
that Mr. Rule, as he pointed out just before you came up, made
pains to avoid. I understood it that way. You may wish that it had
been made clearer, but I think he made an effort to make it clear
that he was speaking as an individual.

NAVY OFFICIALS REFUSE TO TESTIFY

Then you said that you believe very strongly that we should have
everything that you can give us. It is very hard for me to accept that
with a straight face when you refused to come up, Admiral Sonen-
shein refused to come up, and Secretary Warner refused to come.
,You are all capable men, experienced men. You could have come
up and responded and said that you simply did not want to discuss
the Grumman care or the Litton case and yet give us a great deal
of information that would be most valuable to this committee and
to the Congress. You simply refused to come at all.

And, finally, when you indicate in your remarks that was the
straw that broke the camel's back in reference to Rule's testimony-
having said that, it seems to me that you are conceding that the
reason MIr. Rule has been transferred is because of his testimony
before a congressional committee. I do not see how you can say with
;a straight face than an assignment to Anacostia in the capacity to
which you assigned him is not a demotion.

Now, you can respond to that if you wish or go on to Mr. Rule's
and let me get into these interpretations with specific questions.

TEM1PORARY ASSIGNMENT

Admiral KIDD. You made several observations there wherein you
used words "demotion, assignment, transfer." Mir. Rule, I am in-
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formed by the gentleman at the Civil Service Commission, has been-
detailed. Now, I do not profess to be an expert on civil service-
language or technical detail, but I think that as we proceed, there-
are probably going to be occasions when I may well misspeak and
use the wrong words. He has been detailed on a temporary assign-
ment. The letter back to him yesterday from Civil Service Commis-
sion, the receipt of which letter made it possible for me to appear
today-because that meant the Commission no longer had this before
them-so I would just like to touch on that question of proper
words, and in these other areas, sir, where you disagree, I think we
will just have to agree to disagree.

TESTIMONY CONCERNING GRUMMAN AND LITTON

Chairman PROXMIRE. All right. Now, would you just go ahead and
comment briefly on Mr. Rule's response to my question?

Admiral KIDD. Yes, sir. Mr. Rule opened by touching on my visit
to him. I did indeed go to tell him that I wanted to take him up
on his earlier offer to retire. I told him that it was going to be neces-
sary to move him-not so much because he apparently found it
impossible to stay within the outfield fence of the ballpark that I
laid out for him before he went up. And as I mentioned, that was
the straw that broke the camel's back.

Chairman PROXMIRE. Would you be specific on that? Where did
Mr. Rule go beyond the ballpark?

Admiral KIDD. He felt constrained to get into Litton matters,
into Grumman matters, lashed out quite vigorously on both com-
panies, which contributed nothing to the atmosphere of ongoing
negotiations which have been and remain difficult at best. He did
not, in my judgment, make it clear that he was up here on his own
rather than the official

Chairman PROXMIRE. That latter I think we have discussed.
Admiral KIIDD. We have.
Chairman PROXMIRE. In what way, Admiral Kidd, did he make

it difficult? Give me a specific basis for your charge that Gordon
Rule's testimony here is in any way a handicap to your negotiations
with Grumman or Litton?

Admiral KIDD. To go into the specifics, when he speaks to the
buy-in at Grumman. There may have been; I do not know.

He speaks to Litton in general terms, with comment on their
management, their administration, which have already been ad-
dressed in detail up here by more experienced and knowledgeable
people. He was in an area in which he had no firsthand knowledge.
He was in an area in which he was not current, and yet, he felt
constrained to speak for the U.S. Navy in detail, depth, and with
objectives which have not helped our negotiation.

Chairman PROXMIRE. Admiral, that was not my question. My ques-
tion was in what way has the Government's position been injured
or have been adversely affected by what Mr. Gordon Rule said on
December 19?

Admiral KIDD. I have answered the question to the best of my
ability, Mr. Chairman.
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Chairman PROXMIRE. What you told me was that he got into an
area in which he was not directly informed.

Admiral KIDD. Yes, sir.
Chairman PROXMIRE. But you have not showed me that that did

any damage.
Admiral KIDD. That would be a bit difficult to measure and

quantify.
Chairman PROXMIRE. I am sure it would.
Admiral Kidd. Very difficult. Here is a judgment problem and I

just lost confidence in him, sir, and that it what I told him when I
went to see him the day after he testified.

Chairman PROXMIRE. In other words, the Navy considered any
discussion of any kind about Litton or Grumman as taboo?

Admiral KIDD. That is what I told him, Mr. Proxmire; yes, sir.
On Wednesday-

Chairman PROXMIRn. Should we be kept in the dark on this even
in matters that would not affect and you cannot show that this in
any way affected negotiations?

Admiral KIDD. I think the outcome of negotiations will be the
first time we see this.

Chairman PROXMIRE. I could understand your position if you could
explain how anything Mr. Rule said could affect negotiation in any
way. Certainly we have a right to inquire and he has a right, it
seems to me, to respond to the extent that he feels and we feel that
his response will not prejudice in any way your negotiations. Other-
wise, you are simply preventing the Congress from getting informa-
tion we have a right to know. We have hundreds of millions of dol-
lars at stake with both companies, as you know.

Admiral KIDD. There is a time and a proper place for everything,
sir, and to have such a gentleman is just like in a jury, it seems to
me, having one juror who does not have to go to the hotel with the
rest of them and he can run out and communicate with the press
while the court action is still ongoing, we do not need that kind
of help. And I told him that.

Chairman PROXMIRE. Yes; but you see, the Navy is deciding what
the Congress has a right to know about.

Admiral KIDD. Oh, no.
Chairman PROXMIRE. I do not think the Navy has any business

doing that, especially when you cannot show that that has in any
way injured, damaged, or affected adversely the negotiation.

Admiral KIDD. I think it would be inappropriate for me to go
into this further because these negotiations are still ongoing.

Chairman PROXLMIRE. Now, Mr. Rule was not involved in the nego-
tiations?

Admiral KIDD. Right.
Chairman PROXMIRE. We did not ask him about ongoing negotia-

tions. How could Rule have hurt the negotiations under those cir-
cumstances? He had nothing to do with it. This is one area in which
he had been excluded, one of the very rare areas of important pro-
curement, as you know.

Admiral KIDD. We are dealing with human beings, Mr. Chairman,
on both sides of the negotiating table. I think that should be kept
in mind in all of our contractual negotiations, and to have a self-
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appointed Navy spokesman get up and lash out, this affects mental
attitudes, judgments, reactions. I would say again that I do not
need that kind of help.

Chairman PROXMJRE. Assistant Secretary Barry Shilito testified
in the same hearings, I think the day after Mr. Rule was up here, 2
days after Mir. Rule was up, and talked specifically about the Grum-
man case. Was he out of bounds, too?

Admiral KIDD. No, sir.
Chairman PROXMIRE. Why not? What is the difference?
Admiral KIDD. Because he is the gentleman who has kept current

and speaks with authority, and was well aware of the bounds of
propriety within which he was obliged to stay.

Chairman PROXMIRp. So you are telling me that Mr. Rule, whom
you have just said is a superb expert in procurement, is not able to
testify Ad

Admiral KIDD. On things he knows nothing about.
Chairman PROXMIRE. I did not ask him about the negotiations.

He said he was not in on the negotiations, you and I agreed to
that. But I asked him as one who is an expert in procurement, par-
ticularly an expert in the procurement of ships, to give us as good
an understanding as he could have on the Litton situation.

VISIT TO RULE'S HOME

Let me proceed. I understand that you did in fact visit Mr. Rule's
home the day after, 24 hours after he appeared before this sub-
committee, is that correct?

Admiral KIDD. Correct.
Chairman PROxMLEE. And you spent about an hour in his bed-

room with his wife present-Air. Rule was sick in bed at the time,
is that right?

Admiral KIDD. He was. I talked to him on the phone before going
over and asked him how he felt. He said he did not feel very well,
that it sounded like laryngitis but it probably was nerves. He said
he had had similar attacks after previous appearances.

I said it was very important that I see him that day, so I called
from the office and from the hotel-he lives very close to the office-
and asked if I might come up.

Mrs. Rule met me at the door, was most cordial, and when I came
in, Mr. Rule smiled and said, "You are here to do a job, aren't
you?"7

I said, "Yes, sir, I have come to accept your earlier offer to retire."
He smiled and he said, "I have seen it coming."
I said, "Well, I feel very badly about it, but apparently, you made

your own decision that you weren't going to stay within the con-
fines of the ball park," and I told him what I wanted.

He said, "Fine, I will sign whatever you want."
Then he started to talk and as he described it very well, the more

he talked the more agitated he became, and this was certainly
understandable. He asked me if the Secretary knew of my visit and
I said I had talked to the Secretary the night before and that morn-
ing before coming over.

Mr. Rule smiled and said, "I understand."



2224

REASON FOR REQUESTING RESIGNATION

Chairman PROXMIRE. So it was the appearance by Mr. Rule before
this subcommittee and your reaction and Secretary Warner's reac-
tion that resulted in your going to Mr. Rule's house and asking that
he submit his resignation. Is that right?

Admiral KIDD. Well, the way you put it, it is kind of hard to
answer yes or no. You are damned if you do and damned if you do
not.

Chairman PROXMIRE. Well, just tell what was the reason.
Admiral KIDD. In my heart, it was what he did not do and what

he did do while here. I do not think it was the appearance, because
you know, he and I were up here together before you

Chairman PROXMIRE. Of course it was the appearance! It was
what he said when he appeared before the subcommittee and what
he did not say.

Admiral KIDD. It was but one more and in this case, as far as I
am' concerned, since I am in charge of that ball club over there, the
last log on the fire. He just can't-and as I said, he smiled and said,
"Well, I just had to do it and I hope it was not in vain."

Chairman PROXMIRE. Now, you have told me that you talked this
over with Secretary Warner the night before and the day you came
over. Did you talk to any other official about this? Was this a de-
cision entirely made by Secretary of the Navy Warner and yourself ?

Admiral KIDD. I do not think I could give you a precise answer
to that. There were many gentlemen with whom it was discussed.
The decision was made among the many alternatives that he would
be accorded the opportunity to retire as he previously had offered.

Chairman PROXMIRE. Who were the gentlemen? Who were the
principal people with whom you discused this? This was a decision
of considerable importance. You have told us that lie is a superb
procurement expert and I think that was an honest response, and
I think it is right, and to take what is perhaps your top expert;
certainly one of your top experts, and transfer him under these cir-
cumstances is a very great decision. You have told us you discussed
this with the Secretary of the Navy. Who else?

Admiral KIDD. I think he was the top man. It was indeed a grave
decision, but I just never know what he is going to do next and I
just finally made up my mind that I was not going to put up with
it any longer. This had been going on for about 13 months now.

Chairman PROXMIRE. Have you ever discussed the resignation or
the possible resignation of Mr. Rule prior to this? You have said
that he offered his resignation.

Admiral KIDD. Retirement.
Chairman PROXMIRE. And you have testified this morning that on

the night of the 19th and the morning of the 20th you discussed the
resignation with Mr. Warner and you say others subordinate to Mr.
Warner, is that correct?

Admiral KIDD. Yes.
Chairman PROXMIRE. Did you at any other time discuss this?
Admiral KIDD. Yes, sir. Correction, if you please, Mr. Chairman.
Chairman PROXMIRE. Yes, sir.
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Admiral KIDD. Retirement rather than resignation.
Chairman PROXIRE. I beg your pardon.
Admiral KIDD. Apparently, there is a difference-I think there is.
Yesterday, I had-going back, when I first got to this job 13

months ago, I was told by advisers far and wide that I was going
to have three problems-Litton, Grumman, and Mr. Rule. And I do.

Chairman PROXMIRE. I am sure you have other problems. What
do you mean by that?

Admiral KIDD. Many other problems. These are probably as, or
more, time consuming than most of the others put together.

Chairman PROXMIiRE. I can see a distinction right here. Grumman
and Litton have cost the taxpayers hundreds of millions of dollars.
Mr. Rule has saved the taxpayers hundreds of millions of dollars.
What other connection is there?

Admiral KIDD. I just made that comment that I was told I was
going to have three problems.

But this is not a new thing. You must understand that. It is not
a new thing. Mr. Rule is a loner, and a pretty good one on some
occasions.

Chairman PROXMIRE. Boy, we need them, people who will stand
up under these pressures.

Admiral KIDD. But when you make a decision, you have to expect
and be able to depend upon performance. You cannot have the whole
doggone team going to the right and one player out there to the left
all by himself. You just can't do it and win very often.

BLOWING THE WHISTLE

Chairman PROxMrIRE. Well, when that man out in the left is blow-
ing the whistle and informing the Congress and simply responding
to Congress, it seems to me he is serving a very vital, central purpose
in a democratic government.

Let me ask Mir. Rule to comment.
You have not had a chance to comment for sometime, Mr. Rule,

on the testimony of the Admiral.
Mr. RULE. Well, I would just like to say that if he has three prob-

lems, Litton, Grumman and Rule, I hope he is not as screwed up in
the negotiations with Litton and Grumman as he is with
me. [Laughter.]

Chairman PROXiMIRE. Admiral, have you ever discussed the decision
to seek Mr. Rule's resignation or anything having to do with his
testimony before this subcommittee with anybody in the White
House?

Admiral KIDD. I missed about the first three words.
Chairman PROX3IAIE. Have you ever discussed the decision to

seek Mr. Rule's resignation or anything having to do with his testi-
many before this subcommittee with anyone employed in the White
House?

Admiral IKIDD. No to resignation and no to the question.
Chairman PROXMIRE. In the Office of the Secretary of Defense?
Admiral KIDD. Well, there have been many gentlemen interested

down there. I would not attempt to begin to name them.
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Chairman PROXMiRE. But you have discused it with the Secretary,
MIr. Laird?

Admiral KIDD. I have kept him informed, Mr. Chairman.
Chairman PRoxMIRE. You have kept him informed? Did you dis-

cuss-let them know what you intended to do before you confronted
Mr. Rule? Did you let Secretary Laird know?

Admiral KIDD. No, sir.
Chairman PROXmiRE. Did you let any Under Secretary or anybody

at the Assistant Secretary level know at the Department of Defense?
Admiral KIDD. No, sir; I worked through Navy channels. You

might be interested to know, just as an aside, after turning over in
my mind Mr. Rule's visit with me the Friday afternoon preceding
the Tuesday he was up here, when he told me how important it was
to have leaks, I told him I just could not understand that philosophy
and I thought about that real hard over the weekend and I recom-
mended again on Monday morning to my advisers and other gentle-
men that he be denied permission to appear before you that next
day, because I did not know what he was going to say. And he did.
He did it. He just blew it.

Chairman PROXMIRE. What did he blow? You have not been able
to point to a single part of the negotiations that have been preju-
diced. What he did was he responded to a question I asked him
specifically about the appointment of Mr. Ash. Now, how did that
blow anything?

Admiral KIDD. I think the answer to that lies in Mr. Rule's state-
ment to me when I went to see him at home when he smiled and he
said, "I had to do it." So he knew exactly wherein he found it im-
possible to conform.

RULE'S JOB IS TO CIALLENGE

Chairman PROXMIRE. Mr. Rule, what did you have in mind when
you say you had to do it?

Mr. RULE. Senator, let's go back just a little. The Admiral talks
about 13 months of not knowing what I am going to say or do, and
I guess he is right. I happen to have a job description that is in
the record describing my job; it is to challenge. That is the basic
nature of my job, to challenge business aspects of contractural ar-
rangements or negotiations that I do not think are in the best interest
of the Government. That is what I am getting paid for. That is what
is in the record. A copy is attached to the letter I sent to the Com-
mission, the Civil Service Commission, and I reserve the right to do
that.

Now, I see this situation, the Litton and the Grumman situation,
as a perpetuation of what I previously testified is dead wrong in the
Navy. You know that Admiral Sonenshein took it upon himself
as Chief of the Naval Ship Systems Command to negotiate the
Avondale and Lockheed settlement and I have testified that I
thought that was wrong.

Now, here is Admiral Kidd-
Chairman PROXMIRE. What that did was to cut you out, cut the

challenge out?
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Mr. RULE. It cut me out. I will get to that. It cut out the people
on the operating level who know much more about negotiations-
they are professionals-much more about how to handle the com-
panies. But the contractors, you see, always want to come in and
start at the top. They do not want to start at the bottom and have a
proper decision staffed up if necessary.

NEGOTIATIONS WITH CONTRACTORS

Now, here is Admiral Kidd negotiating personally with Grum-
man and Litton. It is a repeat performance of what Admiral Sonen-
shein did and I think it is wrong.

Chairman PROXMrRE. What you are saying is that it cuts out the
challenge, it cuts out the criticism, it cuts out the opportunity for
the Government's case on a bid basis to be presented effectively. Is
that right?

Mr. RULE. Yes, sir. The working level people, the professionals
down there ought to have a chance to sift these cases, make a tenta-
tive decision, and if necessary, check it out topside. But these con-
tractors do not want that.

I can tell you that the people in the Naval Ships Systems Com-
mand, if left alone, they will handle the Litton situation a hell of a
lot better than it will get handled in Admiral Kidd's office.

Chairman ProxŽiui. Why?
Mr. Ru-LE. Because they are professionals and they know what they

are doing. This man has been in procurement 12 months, 13 months,
All of a sudden he is an instant expert.

Admiral KIDD. May I respond?
Chairman PuoxMnIR. What is your answer to that, Admiral Kidd?
Admiral KIDD. He is right. He is right. I have no corner on the

market in brains.
Chairman PROXMiRE. Wait a minute. Is he right in protesting the

challenge having been eliminated?
Admiral KIDD. He has been, as he often describes it, a conscience,

and in that, he has done a pretty fine job. He is right in the need
for contractors dealing with professionals, no question about it. When
I was designated as the negotiator, the first thing I did was surround
myself with a team of these gentlemen, experts, whose names Mr.
Rule recommended to me, and they are the ones making the decisions,
whose advice I have taken completely. There has been no overriding.
To reassure you, because I have heard often and read that you feel
that the civilians must be the gentlemen, because of their continuity,
their age and experience, they are in the majority in each case.

Chairman PROXMXIRE. Yes. but in this case, what effect did it have,
psychological effect, direct? They are human beings, as you have
indicated-when you knock out Mr. Rule, whose function it is to
challenge this, who has the expertise and the professionalism to do it
in a proper and effective way. To take him out of the picture, then
vou leave it lip to the people in your office, what kind of a message
do they get? Take it easy. Soften up.

Admiral KIDD. No, no.
Chairman PtoxmfRn. Why do not they get that message? I would

if I were in your office.
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Admiral KIDD. No, there are many other very competent senior
experienced civilian gentlemen like Mr. Rule who are, I am sure, as
good as he, perhaps better, and there are others there to carry on.

Chairman PnoxMnnE. Admiral, I am sure that there are senior,
competent men perhaps as good as Mr. Rule technically, but I doubt
very much if you have any other loners who will stand up against
the position taken by the administration-any administration. I am
not talking in a partisan way-Johnson, Nixon, it does not matter;
we have had problems in procurement with both of them-to stand
up against this kind of tough pressure, or pressure the Navy gets
from Congress as we have had so often in these settlements. Mr. Rule
has shown he has the guts and the heart to stand up. It is that kind
of rare capacity which we need and which is being destroyed when
you make him a consultant or a teacher instead of letting him
exercise the authority he has exercised with such distinction.

Admiral KIDD. No, there you and I differ. There are just as many
gentlemen who have this intestinal fortitude to stand up and be
counted and they do a very fine job at it. I do not believe that it is
necessary to have as an ancillary capability the determination to
circumnavigate the system, go outside the system to present your
views once decisions have been made contrary thereto. This we do
not need, Mr. Chairman.

Chairman PROXMIRE. Admiral, if we can't get people who will go
outside the system once in a while, there is no possibility of Congres-
sional control or civilian control.

It seems to me the problem with Mr. Rule-as you have indicated,
he is very capable, he is a man who deserved the award that he
received-do you not really mean Mr. Rule is the problem because
he had the habit of telling his superiors the truth?

Admiral KIDD. Absolutely not. No, sir. He has come down and told
me wherein I have been in error on many occasions and where I have
been able to take his advice, I have. He has identified one area here
just now that, instead of negotiating claims for agonizingly long
periods, we do the best we can, we send them into the courts, if the
contractor declines to accept our offer.

Chairman PRoxvriRE. Well, how has he been a problem?
Admiral KIDD. Sir.
Chairman PROXMIIRE. How has be been a problem?

MIEMORANDMI OF MEETING WITH ROY ASH

Admiral KIDD. Well, we have not touched on one area here, on
the matter of my not being able to count on the preciseness of his
responses. This sort of thing shakes an individual's confidence. This
came about last summer. This is just one more piece of the puzzle,
where he came down to my office and indicated that he had a docu-
ment which was exceedingly sensitive and would be a bomb, as he
described it. I asked if I might see it. He showed it to me. I said,
where did you get it?

He told me. I said, this thing should not be on the loose, it ought
to be classified.

The next morning I asked my Vice Commander, because I was
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going to be out of town the next day, to get him down and track
down this document.

Chairman PROXMIRE. Why should it be classified? Was it giving
aid and comfort to the enemy?

ADMIRAL KIDD. It was the same document that Mr. Kelly got hold
of that was reported on in two parts here, beginning Friday of the
week before you had your hearing.

Chairman PROXMIRE. Why should that be classified?
Admiral KIDD. Sir.
Chairman PROXMIRE. Why should that be classified?
Admiral KIDD. Because it reflected confidences by a contractor

which I do not believe the contractor wanted or felt should be put
in the public domain at that time.

Mr. RULE. Which is just exactly where I think it should be. The
contents of this document-it is unclassified and I took it as soon
as I saw it to Admiral Kidd and asked him if he knew about it.
They are minutes of a meeting with Mr. Ash. And he did say, how
about classifying it, and he did have his deputy call me.

Chairman PROXMIRE. Who said that? Admiral Kidd said how
about classifying it?

Mr. Ruix. Admiral Kidd did not say it at that time. His deputy
called the next day and said he wanted to classify it. I said I am not
going to classify it, it is not my document.

Chairman PROXMiIRE. If you will be just a little more clear in
explaining what this is. It is now in the public domain, as you say;
Orr Kelly has had a column on it.

Air. RuyE. It is a memorandum, minutes of a meeting on June 6,
1972, with Mr. Ash, president of Litton, Assistant Secretary of the
Navy Ill, Admiral Kidd and Admiral Woodfin from Ships. And it
is not classified. And boy, I do not think there is a thing in there
that the public should not know. This is a company

Chairman PROXMIRE. What is the substance of the memorandum?
Mr. RuLE. Do you want to put the memorandum in the record?
Admiral KIDD. Do you have it?
Chairman PROXMIRE. Will you put that in the record? Can we

make that part of our record, Admiral Kidd?
Admiral KIDD. Since it has been written about, I suppose it would

not do too much harm.
Chairman PROXMIRE. All right, then, it is part of the record.
Mr. RuiE. Offered by Admiral Kidd.
Admiral KIDD. No, you are the one who had it.
We are getting wide of the mark here, Mr. Chairman.
Chairman PROXMIRE. What is that, sir?
Admiral KIDD. We are getting wide of the mark. The document

itself becomes academic at this point in time.
[The above referred to memorandum follows:]

MEMO FOR FILE

Subject: 6 June 1972 Meeting among Mr. Roy L. Ash, President, Litton Indus-
tries Inc., ASN(I&L), MAT 00 and SHIPS 02.

1. At the request of Mr. Ash subject meeting was held between 1030-1200 on
6 June to discuss Litton's analysis of alternative solutions to performance of
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the LHA contract. Mr. Ash indicated that based on consultation with his law-
yers, the following alternatives appear to be available to the parties:

a. Navy continue cost reimbursement payment basis beyond the 40 month
current contract limit.

b. Navy terminate the contract.
c. Navy order work stopped.
d. Litton stop work.
e. Parties agree to reformation of the contract.
f. Parties agree to reduce contract quantity from 5 to 3 LHIAs.
g. Litton could sell the West Bank facility to the Navy.
h. Litton could sell or spin-off the West Bank facility to absolve Litton

Industries of the guarantee responsibility.
2. A general discussion among the participants ensued to achieve a better un-

derstanding of the Litton alternatives. In this discussion Mr. Ash indicated the
extreme seriousness of this LHA matter to Litton, particularly if Litton were
required to convert to a physical progress payment basis in September 1972.
Should that occur, Litton would be unable to perform due to the impact on an
already tenuous cash flow position Litton had presented on 2 June 1972.
Mr. Ash also explained that reformation meant a cost type contract for at least
the lead ship.

3. Mr. Ash also recommended that the Navy consider presenting this type
contract problem along with other similar shipyard problems to Congress. This
presentation would be in the form of a procurement policy change and would
perhaps require $1 to $2 Billion. Mr. Ash indicated that he had discussed such
an approach with Mr. Connally. Mr. Connally was quoted as saying such a pro-
gram should be positively presented, on a grand program scale-make it bigger
than the Congress.

4. Admiral Kidd then indicated his general reaction to the alternative pre-
sented:

a. Continue cost funding-Navy not likely to agree since It would be an
acknowledgement of Navy responsibility for delay.

b. Termination-the Navy is considering its termination rights but this
would not get the Navy the 5 LHAs it needs.

c. Stop work-would undoubtedly cost both parties money but would not
yield any ships.

d. Litton stop work-if so, the Navy would resort to litigation to protect
its interests.

e. Reformation-the retroactive application of 5000.1 to the LHA con-
tract does not appear feasible or reasonable.

f. Reduction from 5 to 3-while accomodating Litton, the Navy would
not get the 5 LHAs needed.

g. Sale to Navy-No comment is considered appropriate except to con-
sider it impracticable for a myriad of reasons.

h. Spin off-no reason to believe that the Navy would give up it guaran-
tee rights against the parent Litton Corp.

5. Mr. Ash again explained that the Litton in its financial planning assumes
that the Navy will continue payments on a cost basis (as opposed to physical
progress). Mr. Ash also indicated that he considered payments should continue
until the Request for Equitable Adjustment is resolved.

6. Adm. Kidd queried Mr. Ash as to whether Litton had considered request-
ing relief under PL 85-804. Mr. Ash said he was not fully aware of the implica-
tions, but doubted that Litton would do so.

7. Mr. Ash indicated that Litton would not request an advance payment loan
(this possibility was discussed in 2 June meeting).

8. Admiral Kidd indicated in summary that the Navy will have to require
Litton to abide with the contract and it appears to be within the law to oblige
performance under the contract. Mr. Ash indicated in LITTON's view, the Navy
had failed to perform under the contract.

9. RADM. Woodfin indicated that in any event Navy owed Litton answers to
2 letters-one requested extension of reset from 34 -to 54 months, the second re-
quested extension of cost type progress payments from 40 to 60 months. RADM
Woodfin indicated that the extension of either would require Litton to provide
factual substantiation of the time related portion of Litton's request for Equi-
table Adjustment-as yet Litton has not provided any such basis. RADM
Woodfin indicated that since Litton had indicated the availability of such infor-
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mation in July, the Navy would give this information every consideration at
that time.

10. Mr. Ash indicated that it appears that some in the Navy have a built-in
sense of self-righteousness concerning Litton's performance, and that the Navy
would have to relax this view if Litton is expected to proceed with the contract.
Mr. Ash indicated that he intended to meet with Secretaries Sanders and
Warner and then on to the White House to explain the problem.

11. The meeting was closed by the Navy indicating it would respond to Lit-
ton's letter requests in the future.

Admiral KIDD. Mr. Rule told me that night that he had gotten it
from Officer A. This disturbed me, because in the first place, he had
no business having it.In the second place, it was a direct indictment
of Officer A's ability to keep things properly secured.

The next morning, Mr. Rule changed his story with my vice
commander and said he did not get it from Officer A. When the
article appeared first in the Evening Star and Washington Daily
News, indicating that this document was on the loose, I had Mr. Rule
down again and this time, he told me lie had gotten it from still a
third place.

Now, this, to me, is tampering with the truth and I cannot have
people in positions of great responsibility and authority on whom I
cannot depend to give me a straight answer.

Chairman PROXMIRE. Mr. Rule.
Mr. RULE. Senator, I could not have said that I got it from Officer

A, because Officer A did not give it to me and I never said it. I did
say that it came from his office and it did come from his office. And
one of the peculiar positions, and unfortunate position, that I find
myself in, being completely cut out by Admiral Kidd and his sub-
ordinates from these negotiations, is that people that are in the
negotiation who do not like what is going on in the negotiations for
some reason or other come to me. They either cry on my shoulder
personally or I find documents on my desk.

Now, this is the result of the way these things are being handled
and this is what Admiral Kidd does not like and I guess I would
not like it either if I were in his place. But I would be conducting
the negotiations in a way that this would not have to happen.

Chairman PROXMnIRE. Mr. Rule, would you read that document that
has now been made a part of the record that Admiral Kidd agreed
could go into the record in view of the fact that it has already been
written about?

It is very short, as I understand it, one page, one and a half pages?
Admiral KIDD. May I withdraw my concurrence on that prop-

erly?
Chairman PROXMIRE. Why do you want to withdraw it? You said

it is already in the record. We already have information on it.
Admiral KiDD. Well, I just do not think it is fitting.
Chairman PROXMIRE. Why isn't it fitting?
Admiral KIDD. I feel a burden to anybody that I do business with

to conduct myself properly. You have a law of the land here some
place that I am looking for that makes it a Federal offense to have
proprietary contractual information floating around loose. Aind while
I might not agree with the contractor or I might get furious over his
intransigeance or what not, I still have a legal burden from laws
of the land that gentlemen like you pass to protect it.
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Chairman PRoX.mIRE. What laws?
Admiral KIDD. Well, I will find it here in a minute.
W1rhy don't you just go ahead, sir, and I will come up with it.
Mr. RuILE. Senator, while the admiral is looking for something,

just let me say on this point that he now raises of lack of confidence,
I would like to make the point on behalf of a lot of other civil
servants that this lack of confidence bit works both ways. It does
not work just from the top down. There are a lot of competent, long
in grade, or, rather, in their job, personnel who can just as easily
lose confidence in some of their superiors, military and civilian-in
other words, it is a two-way street. Again, this may sound egotistical,
but it goes to the point and I have to do it.

Here is the Distinguished Civilian Service Award that I got from
the Secretary of the Navy. And it says, M\r. Rule has consistently
demonstrated extraordinary acumen, judgment, initiative and integ-
rity," et cetera. But it specifically mentions judgment that Admiral
Kidd now says he hasn't got any of.

I know what is going on just as well as a lot of other people do.
And I will just say this: Ever since I rejected the Avondale claim in
July 1971, there have been efforts made-they have changed my job
sheet, they have taken duties away from me, and I know what is
going on. And I know that Admiral Kidd probably thinks I am a
burr up his ass and he wants me out. [Laughter.]

But this letter, Senator, from Assistant Secretary of the Navy
Warner to get me that award says, "His is the responsibility to chal-

lenge, to question, and to disapprove when such action is necessary,
regardless of other considerations or consequences."

Now, that is my job, and believe me I have been doing it so well
that it does become a burr.

Chairman PROXMIIRE. Thank you very much, Mr. Rule.
What I am going to do in this case-I think Admiral Kidd's

initial reaction was competent and correct and made sense. The
memorandum has been disclosed to the press, it has been in the hands
of the press, but I think in order to make this discussion comprehen-
sible, it is necessary for me as chairman to read two paragraphs from
the letter which are the principal issues involved here. This was a
meeting held on June 6, 1972, including Mr. Ash, Admiral Kidd, and
others. At this meeting, paragraph 3, which is one of the two para-
graphs I will read:

Mr. Ash also recommended that the Navy consider presenting this type con-
tract problem along with other similar shipyard problems to Congress. This
presentation would be in the form of a procurement policy change and would
perhaps require $1 to $2 billion. Mr. Ash indicated that he discussed such an
approach with Mr. Connally. Mr. Connally was quoted as saying such a pro-
gram should be positively presented on a grand program scale-make it bigger
than the Congress.

Then in item 10 of the memorandum, Mr. Ash indicated that:
It appears that some in the Navy have a built-in sense of self-righteousness

concerning Litton's performance and that the Navy would have to relax this
view if Litton is expected to proceed with the contract. Mr. Ash indicated that
he intended to meet with Secretaries Sanders and Warner and then on to the
White House to explain the problem.
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INTERPRETATION OF ACTIONS TOWARD RULE

Now, Admiral Kidd, would you agree that under the circum-

stances, your behavior could reasonably be interpreted as an effort

to badger a subordinate into leaving the Government services and as

a disciplinary measure for making improper and unwise statements
in public?

Admiral KIDD. No, Mr. Chairman, I would not.
Chairman PROXMrIRE. Why would that not be a reasonable inter-

pretation in view of Air. Rule's clear resistance to this, his desire to

remain in his present position, his feeling that this transfer is exile

to Siberia, in effect, and certainly the general feeling that this takes

him out of the action. He no longer can protect the public interest.
Admiral KIIDD. Mr. Chairman, on the surface of the thing and the

voluminous material that has been written in the newspapers thus

far, I can certainly understand that sort of a conclusion. But I will

tell you from the bottom of my heart, when I went over there to see

him, it was to earnestly take him up on a previous offer to retire

because I did not particularly want to see him get hurt.
Chairman PRox1NIirE. Well, now, so that we clearly understand

just what the situation is, you have referred to his new assignment.

I would like you to state what action has been taken with regard to

Mr. Rule since his testimony on December 19. There is some confusion

in press reports and in explanations offered by various members of

the Administration. Tell us precisely what AIr. Rule's status is and

how it has changed since December 19?
Admiral KIDD. Aye, aye, sir.
He has been detailed, and here I must choose the words carefully

because I understand there is a fine point here-he has been detailed

temporarily to be the consultant at this school whose mission and

purpose I earlier described. At the present time, sir, he is on leave

at his request. He is still on the payroll, still drawing full pay and

emolluments for his GS-17 rating. And that is where we stand.

Chairman PRoxIviRE. You have said that you did not consider the

new assignment a demotion. Do you consider it an increase or a

reduction in his responsibilities?

A LATERAL MOVE

Admiral KIDD. Well, sir; I would say a lateral move.

Chairman PROXMIRE. A lateral move. Right off the field.
Any comments, Mr. Rule?
Mr. RuLE. Senator, I think this question can be answered very

easily, because in the letter dated 9 January, just yesterday, from the

Chairman of the Civil Service Commission, he laid this to bed. He

said 'Officially, you are still the incubent of the position of head,

Procurement Control and Clearance Division, GS-17."
Now, that lays that one to bed, at least for the time being.

Chairman PROXMIRE. So you are officially head of the Procurement

Control and Clearance Division; is that right?
Mr. RuLE. That is what this letter from the Civil Service Commis-

sion, signed by the Chairman, says, and.that must have come as. some

95-328-73---40
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:news to Admiral Kidd, because he had given me a memorandum
about 2 hours before I got this, that talks about my old office and my
new office, and 2 days ago, I was in the office, on leave, working and
he sent his deputy, a vice admiral up to tell me to get out of the
building, that if I was going to work for the Navy, my office was in
Anacostia.

Now, when the civil service tells me that I am officially still the
incumbent of the position of head, Procurement Control and Clear-
ance Division, I submit that I still have an office there and I still
have a secretary and I still have a right to use it.

Chairman PROXMIRE. How do you answer that, Admiral Kidd? It
seems that Mr. Rule has been told by the Civil Service Commission
that he is still head of the Procurement Control and Clearance Divi-
sion. At the same time, Admiral Moore, your deputy, as I understand
it, yesterday told Air. Rule that you wanted Mir. Rule out of his
.office, and that seems to me to be more than a lateral move.

Admiral KIDD. No. Mr. Chairman, I think there is a very reason-
able answer to that-at least in my mind, and I did it. I told the
gentleman that he was going to be detailed to this job over to do the
curriculum update and review at the school in procurement matters,
which he said is where he was strongest and for which he had been
hired. He then came to see me and said he wanted to go on leave.
This was, I think, the day after Christmas. And I said, fine. He said
he had some thinking to do. I said that would be just fine, you let
me know when you are going to come back.

I asked Admiral Moore a few days later how long MIr. Rule was
going to be on leave and when he would take up his duties over at
the school, because I had had the school prepare office space for him
over there. And here the other day somebody-I have forgotten now
who it was-came down and said that Mr. Rule was in his office. I
said, well, by George, to myself, he is back from leave and he is over
here and I told him to go over there to the school. And I just wanted
to make sure that he understood that I wanted him where I want him.

Then I found that he was still on leave and was using his old
office in the frame of reference that the Commission described it
which he just read.

Chairman PROxXMIRE. Well, Admiral Kidd, with all due respect, I
think you are asking this subcommittee and the public to believe
something that is impossible to believe. Mr. Rule has an excellent
and outstanding record of service and accomplishment. Everybody
agrees to that. He was given a satisfactory performance rating on
December 12. A week later he appears before a congressional com-
mittee after receiving permission from the Navy to appear. I-le
testifies, and one day later, you are at his sick bed demanding his
resignation before the end of the business day. Later you transfer
him to a Navy school as consultant and he is stripped of his authority
as head of the Procurement Control and Clearance Division. Yester-
day your deputy tells him you want him out of his office and out of
the building. Yet you maintain that he is not being punished because
of his testimony before this subcommittee. Surely you must concede
that his treatment has something to do with what has happened to
him since he testified.
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Admiral KMD. I have spoken to all those points already, sir. You
have summarized them, I believe, without taking into account the
testimony that has been given completely.

Indeed, that which occurred up here, errors of omission and
commission, inability to stay within the frames of reference that were
laid out for him-that, as I said, sir, was the straw that broke the
camel's back.

Chairman PROXMIRE. And you feel, then, that it is perfectly
proper and within the law-I have read the law aloud at this hear-
ing once; I do not think I have to read it again-within the law to

kick a man out of his office, take away his authority and responsi-
bility, to transfer him to a job that he does not want, that he has

made very emphatically clear he does not want, and you do not call
that harassment, you do not feel that is anything but, as you say, a

lateral movement.
Admiral KIDD. Correct, sir.
M\r. RuLE. May I make a statement, sir?
Chairman PROXMIRE. Yes sir.
AMr. RuLE. I want to change it if I said I did not want that job.

I will be glad to take that job. If they want a consultant on procure-
ment matters and if they want the course updated, I will update it

on Saturday. I can take that job on and do it in addition to the one
I have already, the one the Commission says I have. I do not have

any objection to helping the school, I will be glad to.
I asked Admiral Kidd if this could not be done from my office in

his building. I had previously gone and talked to the expert in CNM
on training, school training matters. I had asked them if it was nec-
essary to be physically located at that school that has five personnel,
and they said, hell, you could do it in your living room after break-
fast.

So I then wrote a memorandum to Admiral Kidd and I asked him
if I could do the job from my office in his building. And he wrote

'back and said, oh, no, it is too important. You have to be co-located
in Anacostia.

Now, the fact is he wants me out of the building. He does not want
'my friends, who are in these negotiations, to be crying on my shoul-
der. Again, I just wish he would-well, it is perfectly obvious that-
to me it is perfectly obvious, and I so told the Commission-that
-this reassignment or detail was an afterthought. It came after I

refused in my bedroom that day to sign a retirement piece of paper.
It obviously is a punitive action.

Now I understand that it is the result of several things I have
done over a period of 13 months that has made him lose confidence.
Well, in this letter from the Commission, it says categorically that
if you want to discipline anybody, you have to give them, the Com-
mission regulations require that the agency must give the employees
30 days advance notice of proposed adverse action, stating specifically
and in detail the reasons for the proposed action, offer him oppor-
tunity to reply, consider his reply, and give him a final decision.

Now, none of this has been done and I submit to you that the very

fact that the Admiral sits here this morning and details in a public'
meeting these things which he should have -done in detail and in
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writing by the Commission regulation is all the proof you need that
he is not following the Commission regulations and he has violated
that very regulation of notice and detailed information by coming
in and making that statement.

Chairman PROXMIRE. As I understand, Admiral Kidd's position
that you have not been demoted, you have not been disciplined in
any way, you are simply being transferred. You are not being har-
assed or punished in any way, shape, or form for your appearance
here. He did not like your appearance, he said so, but you are being
transferred to another job which he thinks has equal dignity, equal
significance and importance, and you are being physically removed
to another position.

Mr. RuLE. Well, I think he has a great deal more to do to sell that
point of view than he has done here this morning. And Senator, you
read two paragraphs from that letter.

Chairman PROXMIRE. Yes.

LITWON PROPOSALS

Mr. RuLE. You missed the most important paragraph. The most
important paragraph starts off at the top. I am talking about the
Ash and Litton-

Chairman PROXTIrE. Yes, we have it here.
The first paragraph:

At the request of Mr. Ash subject meeting was held between 1030-1200 on
6 June to discuss Litton's analysis of alternative solutions to performance of
the LHA contract.

Mr. RuLE. Get this, their alternative solution. This is what Litton
is telling the Navy in the form of Admiral Kidd, that after talking
to their lawyers, here are the following alternatives. Now, read those.

Chairman PROXMIRE [continues reading]:
Mr. Ash indicated that based on consultation with his lawyers, the following

alternatives appear to be available to the parties:
a. Navy continue cost reimbursement payment basis beyond the 40-month cur-

rent contract limit;
b. Navy terminate the contract;
c. Navy order work stopped;
d. Litton stop work;
e. Parties agree to reformation of contract.
f. Parties agree to reduce contract quantity from quantity from 5 to 3 LHAs;
g. Litton could sell the West Bank facility to the Navy; or
h. Litton could sell or spin-off the West Bank facility to absolve Litton In-

dustries of the guarantee responsibility.
Mr. RULE. Now, it is my contention that the public has the right

to know that those are the alternatives that this company, with a
billion dollars LHA contract, has come in and laid on the doorstep
of the Navy. Individually or cumulatively, all those alternatives spell
bailout.

Admiral KIDD. May I speak to that?
Chairman PROXMIRE. Yes, sir.
Admiral KIDD. The Congress needs to know that sort of thing. The

Congress knows. This was made clear in testimony when I appeared
some ,mqnthqs back. There has never been, and I would underline this
again, any questibn in my mind- of the need, the correctness, and the
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propriety of the Congress being made knowledgeable of things like
this at an appropriate time and place.

I would also for the record want to underline the fact that the
Navy rejected those proposals as being quite unacceptable. So I think
we are getting a little bit wide of the mark here if you push them.

PrOPRMETARY INFORMATION

On the matter of that law, Mr. Chairman, I have a copy of it here
before me, Title 1, Crimes of Procedure, Article 1905, where it covers
proprietary information with the contractor.

Mr. RULE. I do not know whether the inference is that there is
something proprietary in that memorandum, but if there is, I fail
to see it.

Chairman PROXMIRE. If there is, why was not it labeled proprie-
tary, why was not it classified, why was it unclassified?

Admiral KIDD. Through oversight in my own offices. It was written
by one of the gentlemen in attendance, put in his personal files, and
how Mr. Rule came by it I do not know. The first time I saw it was
when he brought it into my office some weeks after the meeting and
that was when I asked him where he got it. I told him at the time
that it was a sensitive piece of paper and should be classified.

Now, the man tells one thing one evening to his boss, he tells
something else the next morning to the Vice Commander, he tells
his boss a third story, on the Friday before he comes up here to see
you. I would respectfully submit, Mr. Chairman, my confidence in
this case reached its elastic limit.

Chairman PROXMIRE. Let me say, of course, that Mr. Rule has
denied that, so this is in dispute. You assert that he told you that it
came from Officer A, and Mr. Rule has denied that he said that.

NEGOTIATIONS WITH ROY ASH

Isn't it correct, Admiral Kidd, that you have negotiated personally
with Roy Ash on several occasions on several contracts awarded to
Litton including the LHA and several nuclear submarines?

Admiral Kidd. That is correct.
Chairman PROXMIIRE. Isn't it also true that on at least one occasion,

Mr. Ash brought up the name of the then Secretary of the Treasury,
John Connally, and said in your presence that Connally was in favor
of presenting a $1 billion to $2 billion program to the Congress to
solve the problem of the shipyards facing the Navy?

Admiral KIDD. I do not think it is quite the way you put it, Mr.
Chairman. As I recall that discussion, he indeed said he had been
in discussion whereA Mr. Connally had been present and that this
proposal had come up. But I do not recall it being precisely identified
whose idea it was.

Chairman PROX-MIRE. Well, the memorandum said:

'Mr. Ash indicated that he had discussed such an approach with Mr.
Connally. Mr. Connally was quoted as saying such a program should be
positively presented on a grand scale-make it bigger than the Congress.

Admiral KIDD. I would not dispute the memorandum, Mr. Chair-
man. I just do not remember whose idea it was in that event.
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Chairman PrOXMIRE. Didn't Roy Ash tell you at this meeting that
this refers to that and he intended to go to the White House to
explain the problem he was having with respect to the shipyard
claims against the Navy?

Admiral KIDD. Yes, sir, he did.
Chairman PROXM3RE. In light of MIr. Ash's closeness to the Presi-

dent and his appointment as head of OMB, I can see how the Navy
might feel somewhat jeopardized when 'Mr. Rule expressed his
opinion about Mir. Ash's appointment. After all, Mr. Ash is going
to be one of the most powerful men in Government, perhaps second
only to the President. Is it possible that you have felt a failure on
the Navy's part to take action against Mr. Rule after his testimony
on the Ash appointment might be interpreted as a Navy endorsement
of Rule's view and therefore it was incumbent upon you to do
something?

Admiral KIDD. Oh, no. No, that thought never crossed by mind. I
was embarrassed.

Chairman PROXMIRE. That was the first thought that crossed my
mind.

Admiral KIDD. Well, I guess we think a little differently, sir.
No, that thought never crossed my mind. I was embarrassed when

I read his testimony, not so much for what he said but the fact that,
by George, he represented himself up here as a spokesman for the
Navy. You yourself, in a letter to me, said, "I sent Mr. Rule."

I did not send Mir. Rule.
Chairman PRoxIxRE. You permitted MIr. Rule to appear, you and

your superiors permitted Mir. Rule to appear.
Admiral KIDD. I suppose.
Chairman PROXMTRE. The Secretary did.
Admiral KIDD. The Secretary did. And at the same time, as a sub-

ordinate, an employee of the United States, I told him what to stay
away from. He found it impossible to comply.

Chairman PROXMTRE. You have had personal dealings with MIr.
Ash. What is your opinion as to his appointment and his apparent
intensions not to refrain from involving himself in budgetary matters.
concerning Litton's claims against the Navy ?

Admiral KIDD. I would not presume to comment on that.
Chairman PROXMIRE. Why not?
Admiral KIDD. Because I do not know. He is a pretty good busi-

nessman.
Chairman PROXA=IE. What do you think? Sure, he is a pretty

good businessman. He went to Harvard Business School, was No. 1
in his class. He has made millions of dollars, is one of the most artful
negotiators with the Government. Now he wants to press his claim
with the Navy. He says he won't let up on it and he is in this very,
very powerful position. Do you think that makes sense. that that is
ethical, that that does not represent a distinct, clear conflict of
interest?

Admiral KIDD. No, I certainly do not. You take a look at the cross
section of every civilian we have in a position of responsibility in
the Government; he came from civilian life. That does not make themn
all crooks.
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Chairman PROX3MRE. Oh, I am not saying he is a crook. What I am
saying is this man has hundreds of thousands of shares, millions of
dollars, that have to be liquidated over a period of time, invested
in Litton and he says he is going to press this claim and he is in a
position to press it with enormous force.

Admiral KTDD. Well, I think that is overstating it.
Chairman PROXMIRE. How is it overstating it?
Admiral KIDD. Because I do not know that you are correct.
Chairman PROXMT1E. Well, we have a memorandum that you

said-
Admiral KiDD. I think we are pretty doggone fortunate, pretty

doggone fortunate in having the gentlemen of integrity and honor
and competence, business competence, and acumen that we do in
appointed positions in these United States; very, very fortunate.

Chairman PROXMfIRE. Well, I think we have some fine people,
splendid people. I have great respect for Mir. Packard, Mr. Laird,
many o9trers. They are able people. But here you have a case where
there is an explicit, direct conflict of interest affecting your own
branch, the Navy, and affecting the claims of the Navy. If these
claims are all granted, the Navy's capability of providing adequate
security is going to be jeopardized, in my view. One billion dollars,
2 billion- you can't spare that, you know it. You need every penny
you can get from the Congress to provide the kind of defense that
I am sure you would like us to have.

Admiral KIDD. You are extrapolating now, I gather, sir, that Mr.
Ash would put forward some such proposition and I do not think
that is a proper assumption.

Chairman PrtOXmIRE. I do not know how else I can read this para-
graph. What Mr. Ash indicated that he intended to meet with Secre-
taries Sanders and Warner and then on to the White House to deal
with the problem. Now, of course, he is in the White House.

RULE INVITED TO TESTIFY

Let me ask you. As you know, we originally invited you to appear
on December 19 on the costs and other economic implications of the
Litton ship programs, especially the LHA and DD 963 and the F-14
aircraft. You declined to come, Admiral Kidd, on the grounds that
you were involved in sensitive negotiations on the LHA and F-14
contracts. Mr. Rule was then asked to testify on general Navy pro-
curement matters. Isn't it correct that you did not object to his
appearance in any way, directlv or indirectly, and that the Secretary
of the Navv did not object to his appearance publicly?

Admiral KIDD. No, sir, that is not so.
Chairman PROX3rmRE. Did you make any kind of public statement

that you did not object?
Admiral KIDD. Pardon.
Chairman PROXMtIRE. You made a public statement?
Admiral KIDD. No, I do not quite follow. I mentioned earlier, you

will recall, that when I found out earlier that Mr. Rule had been
invited personally by you, I think on Wednesday the week preceding
when he was to come, after the decision had been made that Mr..
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Warner, Rear Admiral Sonenshein, and the rest of us would not
appropriately appear at that time, that is when I went up to see Mr.
RJule and spelled out for him in words of one svllable the things that
it would be inappropriate to address up here. So I do not think it is
proper to say that I had no reservations.

Chairman PROXMTRE. But you did not tell him not to come. You
accepted the permission granted by the Secretary of the Navy. You
did not-that was it?

Admiral KIDD. Yes, sir.

INSTRUCrIONS ABOUT TESTIMONY

Chairman PROXMIRE. Then you told him that you wanted him not
to comment on certain areas.

Admiral KIDD. Pardon.
Chairman PRoxMIRE. Then yvou told him that you wanted him not

to comment or respond in certain areas that you thought were
sensitive.

Admiral KIDD. I told him that before he talked to Mr. Warner.

REQUEST FOR ADDITIONAL NAVY TESTIMONY

Chairman PROXMIRE. Admiral, I have attempted on several occa-
sions to get the Navy to appear on the Litton and F-14 contracts.
Each time the Navy says they will be glad to come but at a later
time. I am afraid that your appearance will be so delayed that all
important decisions will have been made and it will be too late for
Congress to do anything but stand by and watch millions of dollars
beino wasted on mismanaged, inefficiently operated, gold-plated
weapons program. I would like you to agree to come back to this
subcommittee on a date certain in the near future and testify on the
programs I have mentioned.

Can you specify a date?
Admiral KIDD. No, and I take, respectfully, issue with the sweep-

ing implications of your statement, that we keep Congress in the
dark, because by jingo, we have been up here testifying before other
committees in the greatest of detail.

Chairman PROX31IRE. WTell, you have testified before this committee
and vou have been very helpful to us on occasion. On this particular
area, these are programs that it seems to me do involve enormous
sums.

Admiral KIDD. I am talking about these programs, Senator Prox-
mire. These same programs, sir. We have been up here hours on end
on both of these programs.

Chairman PRox:rIRE. In public testimony?
Admiral KIDD. Yes, sir, before the House and Senate Armed Serv-

ices and Appropriations Committees.
Chairman PROXM1IRE. Well, you will not appear before our com-

mittee. You will appear before those committees, but not this com-
mittee?

Admiral KIDD. That is my understanding, yes, sir.
Chairman PROXmIRE. Why is that? Are we too critical?
Admiral KIDD. No, sir.
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Chairman Pnox,3E. You will appear before the hawks but not the
doves?

Admiral KIDD. No, sir, I think AMr. Warner's situation, I happened
to be in the office when Secretary Warner talked to MNr. Kaufman,
and he agreed that we would be most willing to come up before your
subcommittee at an appropriate time.

Chairman PROxMirRE. But you will not tell us when. You will ap-
pear before the other committees, but not before this one.

Admiral KIDD. Those committees hold closed hearings in order to
protect the proprietary interests of the contractor in accordance with
those laws that I mentioned. I certainly subscribe to the impropriety
of airing bedding on contractual fiscal situations and like matters.

Chairman PROXMnIE. I understand that and of course, nobody can,
nobodv would force you to answer questions that you feel are pro-
prietary. But you could still come before this committee in open,
public sessions. This committee does not have any function privately.
To meet privately would serve no function whatever. This committee
is a fact finding committee, the committee tries to get information
to the Congress so they can act. Other committees meet privatelv. I
think in many cases they are wrong to do it, but in many cases they
markup legislation and they proceed in that way. Our responsibility
is broader. If you cannot come up publicly, it seems to me it does
not serve any purpose.

I understand there are some cases where you could come up pub-
licly-I think there should be-and then restrict your responses and
not respond in areas that you think proprietary information is in-
volved in.

Admiral KIDD. Could I ask your advice on a matter in this regard?
Chairman PROXMIiRE. Yes, sir.
Admiral KIDD. Let's take the Grumman situation, where we held

the line to the everlasting discomfort of the contractor, made a public
statement to that effect

Chairman PROx:MIRE. And I commended you when you made that
statement.

Admiral KIDD. And that was very much appreciated, sir. Then
these big ads in the newspaper and all. How much more public would
you like us to get, sir?

Chairman PROXMIRE. Well, I would like you to get public to the
extent of coming up and submitting to cross examination. These ads
in the newspapers were by Grumman.

Admiral KIDD. That is correct.
Mr. RuILE. Which was exactly, Senator, the point that I made and

the reason I felt at liberty to jump off as I did and talk about their
buy-in. I said in the record, "The reason I mention Grumman. and I
have not been a participant in any of the negotiations." I made that
very clear. But I certainly felt that I had a right to respond and at
least comment on and talk about that full-page ad that Grumman put
in the paper, not knowing anything about the negotiations. That is
what I thought the Admiral was talking about, that you can't talk
about negotiations. I could not talk about them anyhow.

And the same thing with Litton. "I would like to make a couple
of comments about Litton. I have had no part in the negotiations
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with Litton, either. But the fundamental point is that again I think
the public and the taxpayer should know about Litton," et cetera.

Now, I am sorry if those statements got the Admiral's nose out of
joint and made him "lose confidence in my judgment."

Chairman PROXMIRE. Mr. Rule, I understand you to make state-
ments emphatically backing the Navy's position in ringing terms. It
seems to me you should be commended by the Navy for being loyal
to their position.

Admiral KIDD. It did not stop soon enough, Mr. Chairman.
Chairman PROXMIRE. He did not stop soon enough? He can say so

much and then stop.
I have only a couple more questions. Then we have Mr. Mondello.
I want to apologize to Mr. Mondello, the General Counsel of the

Civil Service Commission.

KIDD CALLS THE SHOTS

Are you disciplining Mr. Rule, Admiral Kidd, by detailing him to
Anacostia or not? If not, then why can't Mr. Rule do what he said
he is capable of doing-that is, do both jobs, the one he has and the
new detail?

Admiral KIDD. The answer to the first question is a flat out no,
Mr. Chairman. The answer to the second question is because I do not
think he can and as long as I am the boss, I am calling the shots.

Chairman PROXMIRE. Well, have you considered the evidence that
Mr. Rule has given this subcommittee this morning, in which he says
that he has talked to the people over there and they feel he could
do it easily?

Admiral KIDD. Quite thoroughly.
Chairman PROXIIRE. You think it can't be done without his leav-

ing his office, going over there physically, not coming back to any
of his present functions, being taken out of the act entirely as far as
action and procurement is concerned?

Admiral KIDD. That is correct, Mr. Chairman.
Chairman PROXMIRE. Well, how long will it take Mr. Rule to do

-this job?
Admiral KIDD. I do not know, Mr. Chairman.
Chairman PROXMIRE. Well, can you find out and let us know?
Admiral KIDD. I would be happy to let you know when he starts.
Mr. RULE. I asked the Admiral that question. I asked him specifi-

cally how long this detail would last. He said he did not know, that
it was open-ended and that after I finished that, he had other tempo-
-rary assignments in mind.

Chairman PROXMIRE. How about that, Admiral?
Admiral KIDD. He is right.
Chairman PROXMIRE. So that if he finishes this job quickly, you

will assign him to some other temporary job so that he will not come
back to his responsibilities he has discharged so brilliantly that he
has been cited for it?

Admiral KIDD. I am going to keep my options open on that, Mr.
Chairman.

Chairman PROXMIRE. How can you say you are not disciplining
him under these conditions?
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Admiral KIDD. Because I did.
Chairman PROx"IrE. You did, but how do you justify that when

you have a situation where you will not let this man even know how
long this job will take? That would be very easy to determine, it
would seem to me.

Then you furthermore say that when he finishes it, you have a few
other things in mind, maybe a bowling alley to-

Admiral KIDD. I tell you what, Mr. Chairman. When I was sent
back here from something that I really knew how to do, command
of the Sixth Fleet, I sort of felt I was being disciplined. Mr. Rule
has suffered no loss in pay, there has been no punitive action. I think
really what we are talking about here maybe is a matter of personal
pride. But there has been-

Chairman PROXMIRE. Admiral, reconsider your response there. You
said when you were brought back here, you were considering that a
demotion. You were given a promotion, in fact. You are the second
highest ranking officer in the U.S. Navy, is that not so?

Admiral KIDD. No, sir, not quite, number five.
Chairman PROXMIRE. That is pretty high. How could you consider

that to be a demotion?
Admiral KIDD. I was speaking in jest, Mr. Chairman.
Chairman PROXMIME. Well, I am sure, especially in contrast to

what has happened to Mr. Rule.
Mir. RuLE. If I may say something, also in jest, it would have made

about as much sense for somebody to give me a set of orders to go
,out and relieve the Admiral and run the Sixth Fleet as it made to
give him a set of orders to come back and run Procurement.

Chairman PROXMIRE. Aren't you in effect putting Mr. Rule in
permanent exile, sending him to Siberia for good?

Admiral KIDD. No, sir.
Chairman PRoxMIIRE. In a subtle and-
Admiral KIDD. No.
Chairman PROXMIRE. Well, you have open-ended the job he con-

-siders an exile. You have indicated that when he finishes it, no mat-
ter how well he does, you have other temporary assignments in
mind.

Mr. RULE. And Senator, this is the last time I will interrupt. All
I am asking is that Admiral Kidd abide by what the Civil Service
Commission said yesterday: "Officially, you are still the incumbent
-of that job." Now, I am offering to do this other work and I can do
it. If I could not as a GS-17, I ought to be fired, not retired if I
could not do that job of upgrading the curriculum in the capacity
of consultant. And the Admiral says that he is the boss and that is
it. And that is where we stand. I will be happy to take on this other
work, but I want that job just exactly the way the commission says
it is. That is my official job.

Chairman PROxMmE. That is the job in which Admiral Kidd testi-
fied earlier you did superb work?

Mr. RuLE. That's right and I want that job back just the same
as the commission says I have it today and I want to perform the
job just as I always did.

Chairman PROXMIRE. Admiral, I want to say to you that I have
great respect for you and you have performed here this morning
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with considerable distinction in a tough role. It is not easy to do
what you have to do. but with all due deference, I think you are
insulting the intelligence of this subcommittee and the public to
tell us with a straight face that this is not disciplining Gordon Rule
when you take him out of his office, kick him out of his office in ef-
fect, refuse to let him stay in his office, transfer him to Anacostia to
upgrade the curriculum, a job which he says he can do easily on any
weekend, and then say when he finishes that, you have something
else in mind.

One other question. Admiral Kidd, Secretary Warner agreed to
allow you to testify on this question of Grumman and Litton. All
I am trying to do is get a date. Can't you tell me when you will
comee

Admiral KIDD. No, sir, because I would not even hazard a guess
as to when these negotiations will be finished. AMr. Chairman.

Chairman PRoXmartE. You will not come before they are finished?
Admiral KIDD. That is my understanding.
Chairman PROXMIRE. You will appear before the other committees

but not before this one on these issues?
Admiral KIDD. That is my understanding, sir. Not on the contract-

ual part, Mir. Chairman. Not on the contractual part.
Chairman PROXMIRE. As I say, we are asking you to appear on

procurement matters in general. This morning, it was, as I think
it should have been, directed at what I think was the disciplining
of Mr. Rule.

Thank you, Admiral, thank you very much.
Mr. Rule, did you want to make a concluding statement?
Mr. RuLE. If you wait for Admiral Kidd to settle all these con-

tractual problems with Litton, he will be long gone, because we will
not settle those problems with Litton for many years to come on the
contracts they have, I am sorry to say.

Chairman PROXMIRE. I think you are right and I think I will be
long gone, too.

Mr. RUFLE. I know I will be.
Chairman PROXMrRE. Admiral, do you want to conclude with any-

thing? I do not want to cut you off.
Admiral KIDD. Just thank you very much for your courtesy and

the opportunity to come up.
Chairman PROXMME. Thank you, sir.
Our final witness is Mr. Anthony L. Mlondello, General Counsel,

Civil Service Commission.
Mr. Mondello, did you want to make any kind of opening state-

ment or just respond to questions?

TESTIMONY OF ANTHONY L. MONDELLO, GENERAL COUNSEL, CIVIL
SERVICE COMMISSION

Mr. MONDEILo. I have no statement, Mir. Chairman.
Chairman PROX.ITRE. All right, sir, will you first explain your

position with the Civil Service Commission, your responsibility and
your qualifications to explain what recourse is open to civil servants?

Mr. MONDELLo. Yes, sir, I am the General Counsel of the Civil
Service Commission and I have
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Chairman PRox-.Ninx You are the General Counsel of the Civil
Service Commission?

Mr. MOX-DELLO. Yes, sir, and I have a fair amount of familiarity
with our regulations. As we change them, I have to comment on

them and so I learn of their content.
Chairman PROxmIrE. How long have you been with the Civil Serv-

ice Commission?
Mr. AMONDELLO. I have been General Counsel of the Commission

since 'March or April of 1968. I was formerly with the Department
of Justice since 1948.

Chairman PROXMIRE. So for almost 5 years, you have been with
the Civil Service Commission; before that, you were with the De-
partment of Justice?

Mr. MIONDELLO. Yes, sir.
Chairman PROXMIRE. And you have been the General Counsel, you

say. for almost 5 years?
Mr. MAONDELLO. About 5 years.
Chairman PRox3rinu. Will you explain the exact series of steps

that must be taken in an appeal to the Civil Service Commission.
What time period is involved, the length of time for each step, and
what governs the length of time for each step?

APPEALS TO THE CIVIL SERVICE COMMISSION

Mr. MONDELLO. There are a good many different appeals to the

Civil Service Commission, depending on the matter you are involved
with. Maybe it will help serve your purpose if I say this: The

Congress has structured the areas in which we can entertain appeals.
We handle appeals under the Classification Act. We do so also as a
result of adverse actions which are taken initially under the Veterans
Preference Act, but we have broadened out Veterans Preference
rights to the entire membership of the competitive service, so that

anybody who is a member of the competitive service against whom
adverse action is taken has the right of appeal to the Commission.

The Congress has defined "adverse action" for us in section 7511

of title V of the United State Code. Reading from 7511, subsection
2, "Adverse action means a removal, suspension for more than 30

days, furlough without pay, or reduction in rank or pay." The only

one that seems to require explanation is reduction in rank.
Chairman PnoxmiwRE. Where you have a case where you have a man

who is still the same rating-a GS-17, for example-so there is no re-

duction in pay and where his superiors say one thing-they say

that it is not a demotion when they transfer him and he feels very
strongly and very deeply aggrieved that he is being moved out of
the function that he has the capability of performing, is there any
grounds under any circumstances for the aggrieved party to appeal
effectively?

Mr. MoNDELLO. Yes, there are a number of things that such an
aggrieved party can do. While I do not really feel free to disclose
the content of the Commission's letter to Mr. Rule, which I have

read, we have suggested to him what was wrong about some of the
things the Navy apparently had done; but we have not conducted a
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proper investigation of the facts in order to make a decision in the
case.

Chairman PROxBIE. Well, we have that letter. We are disclosing
it.

Air. MONDELLO. Well, then, let me talk to it.
Chairman PROxxIiRE. So you can comment on it. We will make it

a part of the record at this point.
[The letter referred to follows:]

U.S. CIVIL SERVICE COMMISSION,
Wa8kington, D.C., January 9, 197a.M~r. GORDON W. RuLE,

Arlington, Va.
DEAR MR. RULE: This is in reply to your letter of January 3, 1973. Rather thanrespond to the specific questions you raised I believe that the best way I canassist you at this point in time is to describe your status as I understand it andadvise you as fully as possible as to your rights in the situation.
In your letter you state that Admiral I. C. Kidd visited your home on December

20 for the express purpose of pressuring you to retire. There are circumstances
under which a manager can suggest retirement as a choice to an employee, butunder no circumstances can a manager coerce an employee's retirement, and ifthis is what occurred, your refusal to agree to sign a request to retire wasentirely within your rights. Federal Personnel Manual Supplement 752-1 para-graph S-1-2 a (3) speaks to this, and we are calling this allegation to the atten-tion of appropriate Navy officials to insure that the letter and spirit of these
instructions are complied with.

We understand from officials of the Department that in accord with your re-quest annual leave has been approved for you until January 15, 1973. We alsohave been advised that Admiral Kidd has orally assigned you to perform thetask of reviewing and up-dating the curriculum of the Navy Logistics Manage-ment School. Navy has assured us that this is a legitimate task and one thatyou are well qualified to perform. We are also advised that the nature of thistemporary assignment is an informal detail and that you continue to be officially
assigned to your regular position.

The Federal Personnel Manual Chapter 300-19 defines a detail as "the tempo-rary assignment of an employee to a different position for a specified period,with the employee returning to his regular duties at the end of the detail. Tech-nically, a position is not filled by a detail, as the employee continues to be theincumbent of the position from which detailed." The Commission regulation re-quires that when a detail will exceed 30 days it must be reported on a StandardForm 52 or other standard form considered appropriate by the agency andmaintained as a permanent record in the Official Personnel Folder. If it is foundthat the detail will exceed 120 days the agency must request prior approval ofthe Commission for any extension.
Normally it is within the authority of an agency to deall employees as neces-sary to accomplish the agency's assigned mission. However, you state that youbelieve this assignment to be a reprisal because of the answers you gave toquestions during a Congressional hearing. The proper way to get a review ofthis action would be for you to present a grievance In accord with the proceduresset forth In Department of the Navy's Civilian Manpower Management Instruc-tion 771.S, Employee Grievances and Appeals. It Is our suggestion, therefore.that you accept the assignment under such protest as you care to make whileseeking redress through the Navy's grievance system.
We have not been informed as to whether Navy is planning to take any fur-ther action with respect to your employment. However, officially you are stillthe incumbent of the position of Head, Procurement Control and ClearanceDivision GS-17.
If the Department proposes to reassign you to a position that results in reduc-tion In rank or compensation or to take any other adverse personnel action thismust be processed In accord with the procedures set forth in Federal PersonnelManual Chapter 752 and Supplement 752-1. Adverse actions are listed In theregulations as "disciplinary and nondisciplinary removals, suspensions, furloughs
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without pay, and reduction in rank or pay." The Commission regulations require
that the agency must give the employee thirty days advance notice of the pro-
posed adverse action, stating specifically and in detail the reasons for the pro-
posed action, offer him an opportunity to reply, consider his reply, and give him
a final decision. The employee then has the right to appeal to the agency, and
then to the Civil Service Commission or directly to the Commission.

We have been assured by officials of the Navy that it intends to comply fully
with the spirit and intent of the law, as well as both Commission and Navy rules
and regulations in any actions they may take with respect to you. If any action
should be taken which is in violation of your rights under law and CSC regula-
tions, I assure you that the Commission will give these thorough and objective
review at the proper time.

We hope this explains your rights and the avenues available to you to seek
redress on the matters of concern to you.

Sincerely yours,
ROBERT E. HAMPTON, Chairman.

Chairman PizoxmIRE. Explain what you mean by errors that the
Navy may have made?

Mr. MONDELLO. I am speaking of the second paragraph of the let-
ter to Mr. Rule.

Chairman PROX-NRE. That paragraph reads and I quote:
In your letter you stated that Admiral Kidd visited your home on Decem-

ber 20 for the express purposes of requesting you to retire. Under no circum-
stances can a manager coerce an employee's retirement and if this is what oc-
curred, your refusal to agree to sign the request to retire was entirely within
your rights, Federal Personnel Manual and so forth.

You are calling this allegation to the attention of the appropriate Navy offi-
cials to assure that the appropriate action is taken?

Mr. MONDELLO. That is right. What we say in the Personnel
Manual and in our regulations with respect to involuntary retire-
ment is that the circumstances surrounding any separation from the
force, or any adverse action, are designed to see that people get
treated decently and in the event that they are treated in the kind
of way that Congress has described as adverse, they have a right of
appeal to the Commission where, in connection with that appeal,
there will be a hearing. At the hearing there will be an appeal
examiner who will sit and objectively determine, in spite of conflict
in the statements of the two parties, what indeed the facts were.
This procedure has the virtue of being reviewed by the courts.

Chairman PROXMIRF. It may be the fault of the Congress, may
be a fault of the law, may be a fault of the Civil Service Commis-
sion or a combination of these things, but the difficulty in these
appeals take forever and meanwhile the man is destroyed as an
effective civil servant in his capacity. We have the case of Ernie
Fitzgerald which has been going on now for 3 or 4 years.

Mr. MONDELLO. Yes, but there are things about the Fitzgerald case,
of course which should be understood. That case should have been
over by now.

APPEALS DELAYS

Chairman PROXMMRE. Maybe it should have, but let me ask you
what is the excuse for such things taking 3 or 4 years. If there is no
legal requirement for a 2- or 3- year review process, is it not simply
a case of red tape and administrative paperwork?
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Mr. MONDELLO. A good critique of the Civil Service Commission
svstem for handling appeals, particularly that part of it which is
called the Agency Appeals System, has been written by a professor
named Richard Merrill for the Administrative Conference of the
United States which has just recently conducted a study. I happen
to be a member of the Administrative Conference. The Conference
has already adopted a proposal to see to the change in these pro-
cedures. Internally, I have been seeking changes in these procedures
and the Commission has separately studied the matter.

But I think it is great that this independent entity, a separate
agency of the United States set up by Congress just to do this kind
of procedural study, has studied us to death and come up with some
real procedural changes. There has been too much delay in the way
things are handled, there has been too much duplication of hearings,
too much of other trappings that I do not think has gotten us any-
where.

Chairman PROXMIRE. So now you have a study that has been under-
taken to see how things could be speeded up, right?

Mr. MONDELLO. I am certain that they will be speeded up.
Chairman PROXMIRE. When will that study be available?
Mr. MONDELLO. I think within a day or so.
Chairman PROXMIRE. Oh, really?
Mr. MONDELLO. I think the conference is ready to send it to the

Civil Service Commission in report form. It is a recommendation by
the Administrative Conference of the United States to the Civil
Service saying to the Commission, "We think you ought to change
your present procedures in these and these and these ways." I hap-
pen personally to have voted for that in the conference and I am
eagerly pushing it in the Commission. But I think we are that close.

Chairman PROXMIRE. That is good to hear and I want very much
to see that, because I think that is the problem, the first problem, at
least, that a civil servant runs into. He may have an excellent case,
he may win his case hands down.

Mr. MONDELLO. But it takes too long.
Chairman PROXMIRE. But the first thing he has to do is present

his case to the agency that has aggrieved him and that can always
take a long time. Then he has to go to the Civil Service Commission
and there the procedures can take a long, long time. You take Gor-
don Rule out of action for 2 or 3 years and he is destroyed.

Mr. MONDELLO. I do not see anything in the circumstances that I
heard about this morning that would require a period of years to
conclude.

Chairman PROXMIRE. First he has to go to the Navy.
Mr. MONDELLO. Yes, but I think that is a very quick procedure.

It is a rather shortened and relatively informal grievance pro-
cedure. Since you were openly talking today about interbranch
problems and whether Mr. Rule was indeed disciplined for what he
said, I think you raised a very significant First Amendment ques-
tion. Those questions, because they are constitutional and might af-
fect his rights, are perhaps the only kind of question coming out of
a grievance, as distinguished from an appeal procedure, that a court
would be willing to accept jurisdiction on.
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MEMBERSHIP OF CIVIL SERVICE CO1MISSION

Chairman PROXMIRE. The Civil Service Commission, as I under-
stand it, has three members, right?

Mr. MONDELLO. Yes, sir.
Chairman PROXMIRE. And one of those members is a director of

the Litton Company?
Mr. MONDELLO. That is correct.
Chairman PROXMIRE. Receives pay from the Litton Company,

$7,500 a year, as a director?
Mr. MONDELLO. That is correct.
Chairman PROXMIRE. That member is a woman?
Mr. MONDELLO. Yes, it is, Mrs. Jane Spayne.
Chairman PROXMIRE. Right, and she has not given any indication

whether she will disqualify herself or not.
Mr. MONDELLO. I think she has.
Chairman PRoxmIRE. The newspapers indicated that she had not

so far. Perhaps she has.
Mr. MONDELLO. No, I read Orr Kelly's article of about a week or

so ago when she was first contacted about it and she said obviously
she would disqualify herself if anything came before her that in-
volved Litton.

Chairman PROXMIRE. I read that same article, but I didn't get that
interpretation from it.

Go ahead.
Mr. MONDELLO. Well, as of this morning, I understand Congress-

man Aspin had written to Mrs. Spayne and she has prepared a re-
sponse-I assisted her with the response, as a matter of fact, al-
though she changed it and it is her's. I suspect that has been mailed
and what she says is that she has no intention of sitting on a matter
that will raise either the actuality of a conflict of interest or the
appearance of one, and she has already told the Chairman-I think
she did yesterday-that she would not have anything to do with the
Rule case if it came before the Commission.

Obviously, we don't know that it ever will, but I think she has
made her position clear.

Chairman PROXMIRE. Is there any kind of custom or rule on mem-
bers of the Civil Service Commission receiving outside compensa-
tion?

Mr. MONDELLO. There is more than that. There is an entire pro-
gram in the executive branch that begins with Executive Order
11222. There is a set of umbrella regulations in Part 735 of Title
5 of the Code of Federal Regulations which we put there because
the Civil Service Commission has a large part of the responsibility
for conduct, ethics, and conflict of interest in the executive branch.
The program anticipates that people will have private financial ar-
rangements and that they might indeed get in the way of their
official duties. So we have a program of disclosure and anyone who
is responsible directly to the President, for example, under the
Executive order, has to file a financial statement with the Chairman
of the Civil Service Commission.

95-328-73---41
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Mrs. Spayne, merely because she is subordinate to the Chairman
of the Commission, also must file with him, and I happen to be the
individual who reviews those statements in conjunction with the
chairman and checks out what the duties of an individual are as
compared with what his financial interests are. Whenever I see any
sign of danger, I consult with the chairman and we try to see that
people divest themselves of one thing or another. Sometimes this
means that the people can't serve in a particular position.

Chairman PRoxMLRE. Well, in this case, the opportunity would be
available only for a two-man review. If the Commission is split, then
I take it he wouldn't have any recourse, he wouldn't have any basis
for having his job restored.

Mr. MONDELLO. Not at all. It all depends on how the facts ulti-
mately come out. If adverse action is taken against Mr. Rule or if
the matter gets to the Commission by virtue of the Classification
Act-for example, I understood from your discussion with Admiral
Kidd and Mr. Rule that there has been something going on with
respect to his job duties. Well, we have rules about that on the
books and a person's job description has to coincide with what his
duties in fact are, because his pay depends on that and we do not let
people lightly fool around with that. There is a separate classifica-
tion appeal if somebody has misclassified his duties, so that if this
danger approaches, we will know it in relatively short order.

I presume Mr. Rule will keep us informed, and if his actual
duties do not correspond with his grade, there will be one or another
avenue through which he can approach this. If he wants my counsel,
he can have it. He obviously can have private counsel, too. But there
are a number of ways in which he can come and get this business
before the Commission.

ADVERSE AOTIONS AGAINST CONGRESSIONAL WITNESSES

Chairman PROXMIRE. Of course, the problem here and I think in
most cases is not a clearcut situation where somebody appears be-
fore a congressional committee and the next day they are fired. It
happened to Ernie Fitzgerald, it has not happened to Gordon Rule.
There is a situation where Admiral Kidd is willing to come before
a congressional committee with the public present and call it a lat-
eral movement. I suppose a lateral movement is something that is
very hard for the Civil Service Commission to appeal. He is just in
a position where he has pretty much had it.

Mr. MONDELLO. No, I appreciate Mr. Rule's current difficulties as
I heard him describe them this morning. The Admiral is correct
when he described Mr. Rule's current assignment as a detail. We
have regulations about details. The fact of the matter is that that
detail can't run for as much as 30 days without the Navy preparing
a document, a form 52 or the equivalent. which must be placed in
his official personnel folder, and he will inform us, I am sure,
whether this has been done.

Chairman PROXMIRE. As I understand what will happen in this
case is Mr. Rule has to move over physically to Anacostia for 30
days before any kind of action can begin, is that right?
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RESPONSIBILITY OP MANAGERS

Mr. MONDELLO. Well, let me back up just a little bit. Just as the
Congress has given the Commission for which I work certain ways
of getting into agencies to move toward correction of the grosser
things that are done, and overall to see that personnel management
is effective and decent, so the Congress has also placed the power to
appoint people in the heads of agencies. It has given them the power
to assign individuals to specific duties and I would move slowly, if
I were you, before I would circumscribe the ability of agency man-
agers to do with people what the mission accomplishment seems to
require.

Now, I appreciate the attitude I heard expressed from the Chair
this morning and I am not unsympathetic with it at all. But you
place the responsibility on managers. You tell them to get a job
done, you give them the money to do it. Then I think it ill behooves
you to take a commission like our own-obviously, we need far
more resources to do it-to second-guess personnel actions before
they have gotten to a stage that is so serious they can't be ignored.

Now, the measure of the gravity that should trigger our action
is already laid out for us by Congress. It might be that there is some
closing of the gap you might want to do and if that is what you
wish to consider, why, we will help you consider it.

ACTIONS AGAINST RULTE

Chairman PROXMIRE. That is it. You know, here we have a situa-
tion which seems just to be prima facie to me. I am a very prejudiced
party in this case, I suppose, but it just seems so clear. Here is a
man who was decorated, received the highest award anybody can
get, only one civilian a year receives this decoration by the Navy.
The day after he appears before a congressional committee he is
given this lateral transfer, they say. He is kicked out of his office,
he is assigned to a job which he feels and I think many people feel
is a nothing job. He is told that job is open ended, that when that
job is ended, they can move him someplace else any time. This is
a different situation from an employee who comes up and says, I
think I am doing the best job I can do in this area, my boss does not
agree.

You are dead right, a boss must be given a lot of discretion to
move inefficient people out and put efficient people in who can do
the job. This is absolutely essential. But where the facts are clear
that you have an extremely efficient man, when his boss comes up
and tells this subcommittee he is doing a superb job or has done a
superb job, but that he is a loner, a whistle blower, it would seem
there ought to be some way that you could act rather promptly-

Mr. MONDELLO. More quickly. Well, I think we are in about the
same position that a Federal district court is in when a Federal
employee goes to court and says, "look what they are doing to me.
Enjoin them. Make them stop it right now." The court ordinarily
requires him to show that he has some prospect of success on the
merits.
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Chairman PRoxmriE. You can do that? Could you move in with
an injunction and require the Navy to keep Mr. Rule in his office?

Mr. MONDELLO. I was hoping you would not ask me that. The Cir-
cuit Court of Appeals for the District of Columbia has said flatly in
one case that the Commission lacks that power. I would prefer to
think that whether we can do so on the basis of sheer power, having
the authority given by the Congress to do it, or whether we do it by
general persuasion-which is the way our presence in most cases
causes informal resolution of these matters-the court has said that.
So I think in all fairness, I should tell you that that is what the
court has said.

CASES WHERE COMMISSION HAS ASSISTED EMPLOYEES

Chairman PROXMIRE. I think more important than what the court
has said is what you have actually done. Can you supply a list of
specific cases where the Civil Service Commission has supported
the claims of a Government employee and has moved to assist such
an employee in his dispute with the Government?' Has this ever
happened with the Defense Department, ever?

Mr. MONDELLO. I am sure it does.
Chairman PROXMIRE. Can you give me some specific cases, not

some minor-
Mr. MONDELLO. They are not minor. To an employee caught up

in something like this, it is not minor. This is his life.
Chairman PROXMIRE. I understand that. I did not mean it in that

sense. I mean something that is in the public domain in such a big
way that you have testimony before a congressional committee, that
you have a man who can affect hundreds of millions of dollars in
procurement. I am sure that at times, the Civil Service Commission
has assisted somebody that in a way to them is the difference between
life and death as far as their job is concerned, very important. But
I am not talking about that entirely. I am talking about the big
cases that affect the public treasury in the kind of way that the Rule
case would.

Can you give us any instances?

FITZGERALD CASE

Mr. MONDELLO. Well, in spite of what you may say, I am going to
suggest to you that the Fitzgerald case is such a case. I cannot really
get to the merits of it, because the Commission may have to decide
the merits of it-

Chairman PROXmmRE. Mr. Mondello, if you are citing the Fitz-
gerald case to me, I am really discouraged. Here is a case where
this fellow was kicked out, fired from his job, everybody knows that.
I asked the Justice Department to prosecute the Defense Depart-
ment-I did not expect them to do it right away. But I asked them
to do it. We have been waiting for years now, no action has been
taken by the Justice Department. You have had hearings.

Mr. MONDELLO. We started them but they were aborted by Mr.

1 See Mr. Mondello's letter, dated Feb. 7, 1973, pp. 2256-2261.
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Fitzgerald because there was an issue in the case which he felt-
Chairman PRoxM=RE. That issue was he wanted them public.
Mr. MoNDnLto. That is right and the issue has been litigated and

we are back to hearings. Here is a case where the Defense Depart-
ment, according to Mr. Fitzgerald's representations to us, used the
reduction-in-force regulations as a cloak for discharging him. There
was a period when we litigated this other issue as to public hearings
and I have nothing to say about that, it is done. But we are going
to get to the mat on his issue, and if the Commission finds his alle-
gation is supported, there is no doubt in my mind that they will order
the Air Force to restore him.

Chairman PROXmIIRE. In this case, the court ruled that Mr. Fitz-
gerald was entitled to a public hearing.

Mr. MONDELLO. Yes. I think that issue was a matter of sufficient
doubt and respectability as an issue that it should have been liti-
gated.

Chairman PROXMIRE. So the Commission caused the delay by not
giving it to him in the first place.

Mr. MONDELLO. He caused the delay by asking
Chairman PRoxMuiR. Because of his asking for rights given him

by the court.
Mr. MONDELLO. We have to find out what the facts are in the case

yet. But we offered him a hearing and we are determined to find
out what the facts are.

Chairman PRox.tiRE. Will you give me for the record the cases
big and small, all the cases, in which the Civil Service Commission
has supported the claims of a Government employee and has moved
to assist him in his dispute with the Government?' I particularly
want those cases involving the Defense Department. All right?

Mr. MONDELLO. I hate to hesitate about this, but we have a com-
plaint office in the Commission which handles I do not know how
many thousand cases over a period of a year or 16 months. I do not
want to list all those cases for you. I am sure a good many of them
are from Army, Navy, and Air Force. Now, they are not all of the
gravity you are suggesting. So let me offer this in return: I under-
stand your question and I will go back and see what listing there
is of cases that would be of the kind of importance you want.

Chairman PROXMIRE. I have great respect for you, you are ob-
viously a man of competence, and for the commissioners, but I have
a feeling I would like to have it put to rest-that there are not
many cases. There may be a few, but I would like to see a hundred
at least. Don't give me the details, but just give me the names of peo-
ple who have been assisted by the Civil Service Commission in get-
ting their jobs. More than a hundred, or just go to a hundred. Can
you do that over the last few years?

Mr. MONDELLO. Okay, but I like to think that one of the functions
of the Commission is to assist not only employees but applicants in
getting their jobs, getting assistance and-

WORKLOAD OF COMMISSION

Chairman PRoXMiRE. I agree. How many cases do you process
each year?

2 See Mr. Mondello's letter, dated Feb. 7, 1973, pp. 2256-2261.
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Mr. MONDELLO. I think there are something in the neighborhood
of 2,500 adverse action cases.

Chairman PROXMIRE. How many Civil Service personnel are in-
volved in the review process?

Mr. MONDELLO. I guess on the Board of Appeals and Review,
which is the highest level of appeal at the Commission, I think
there are six or seven board members and probably the entire staff
does not exceed 60 or 70.

There are Appeals Examining Offices below that level. There is
one in every region. There is one locally here in Washington. They
have some staff, some 5 to 10 people each.

Chairman PROXMIRE. Can you supply the subcommittee with a
list of Civil Service Commissioners and a breakdown of their per-
sonal financial or advisory relationships with Defense contractors?
We know about this one relationship Mrs. Spayne has. I would like
to know about the other two Commissioners, whether or not they
have any relationship whatsoever with Defense contractors?

Mr. MONDELLO. I will do that to the extent that I can do so under
that Executive order and without violating their privacy; yes, sir.

Chairman PROX-IIRFn. What does that mean? If it is of public
record you say they are required

Mr. MON'DELLo. It is not of public record; no, sir.
Chairman PROXnMIRE. I thought you required disclosure and that

was the protection.
Mr. MONDELLO. The disclosure is made to the Chairman of the

Civil Service Commission. I told you I assisted in reviewing those
things for the purpose of consulting with those people on what
they ought to -et rid of.

Chairman PROXATIRE. So it is not available to the public and to
Members of Congress.

Mr. MONDELLO. It is not available to the public. I do not know
that we have ever been asked for them by Members of Congress.

Chairman PROXMIRE. So the only way we can get the information
is to get the Commissioners up here to testify.

Mr. MIONDELLO. Much of the information comes out in confirma-
tion hearings as a matter of course. I noticed the other day on Mrs.
Spayne that the White House issued an announcement, when they
announced they were about to nominate her, and that announcement
said she was on the board of Litton Industries.

Chairman PROXMIRE. I am mystified. What do these Commissioners
have to hide? After all, this is a very sensitive quasi-judicial func-
tion of greatest importance. Their integrity and their objectivity is
immensely important. I know they want to be

Mr. AMONDELLO. Yes, sir, and I do not understand you questioning
their integrity.

Chairman PROXMIRE. Why would this not be serving their interest
as well as the public interest to let people know just what the situ-
ation is?

Mr. MNIONDELLO. It might be, but I am not going to engage to give
you those documents when I do not know what the Commissioners
personally want.

Chairman PROXMIRE. I am asking you to request the Commis-
sioners to give them to the commission and if they will not give
them to us, I would like to know about that.
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Mr. MONDELLO. No problem.
Chairman PROX3rE. Has there ever been a case before the Civil

Service Commission where you have supported the right of a gov-
ernment employee to answer questions before the Congress or to
speak critically about any Government practices?'

M~r. AIONDELLO. Yes, sir-well, before Congress, no. I do not know
of any case that raises, in first amendment or other terms, the pre-
rogatives of an individual who comes up here, as I am here this
morning, and is asked questions that he either does not want to
talk about or questions that he does want to talk about and some-
body else thinks he should not. There are cases in the courts-first
amendments cases-including the Supreme Court, particularly a
decision in the Supreme Court. The Meehan case, the case of a police-
man and a union official in Panama who spoke out at a time when
things were terribly restless down there and who was ultimately
disciplined for it. That case got to the court of appeals three times.

Chairman PROX-IIRE. This has a double effect. I am not only con-
cerned about the right of Government employees to speak out, speak
their mind under the first amendment. But there is another consider-
ation which Members of Congress might feel is important. That is
the right of the Congress to know, our right to find out, our duty,
in fact, to inquire of civil servants to understand what is going on
to speak their mind.

MNr. MIONDELLO. There is a provision in the code
Chairman PROXMIRE. A provision in the code. I am asking you if

you have ever done anything about it, if the Civil Service Com-
mission has ever gone to bat for an employee testifying before
Congress. All the years the Civil Service has been in operation and
the executive branch has appeared and there are many instances
where they have made statements that their bosses feel are indis-
creet, if you can name any instances where the Civil Service has gone
to bat for them.1

Mr. MONDELLO. If you can cite cases that you know of where some-
body has been discomfited by this or-

Chairman PROXMTRE. I understood you to previously answer that
there were not any cases that you could cite.

Mr. AIONDELLO. I am telling you about the cases I know that I
have read in court decisions or that have come before the Commis-
sion where this issue is presented. I am hard pressed to discover
them. I know a first amendment case that took place at Warner
Robbins Air Force base where an individual kept writing letters
to editors and was chided by his superiors for doing so. I think he
was critical of the war in Vietnam, and he insisted on signing his
name and identifying who he was and where he was from. His super-
visor cautioned him not to do that, telling him, "I don't care what
you say, but don't tie it to me, because I run a different kind of
shop." I understand he was dismissed and if I recollect right, I
think that case is somewhere in the district court down in Georgia.

Chairman PROX3TRE. How long has that taken?
Mr. MONDELLO. I don't know.

1 See Mr. Vondello's letter, dated Feb. 7, 1973, pp. 2256-2261.



2256

Chairman PROXmIRE. He is dismissed and it has taken months or
years? And it is still not resolved?

Mr. MONDELLO. This could be months, but I really do not know
where the case is, at what stage, or whether there is a decision.

Chairman PROXMIRE. Your description is too brief to make any
judgment on what you say. Any time you can't sign your name, that
is pretty important.

Mr. MONDELLO. He could sign his name, but his supervisors ob-
jected to his indicating his connection with the Air Force, the Air
Force taking part in this war.

You know, first amendment problems are very serious problems.
When you consider that you have the supervisor-employee relation-
ship at issue before you now in this episode, and then you have the
overriding consideration of constitutional rights, you have some
very serious business; and I think it would be only appropriate to
look at what the courts are doing about these things. There are per-
haps 8 or 10 cases I could get for you where Federal or other public
employees have had difficulty with being told they could not say
something, and the question arises as to whether they can be disci-
plined or removed. I think the cases are very instructive and I
suppose if the rule matter ever does get to the Commission in ad-
verse action form, the Commission is going to have to get busy and
look at those cases itself and decide what they mean.

Chairman PROX3IRE. I appreciate very much your testimony, Mr.
Mondello. I hope you will submit, No. 1, the study you talk about
which you say will be available in a day or so, which will tell us
how this can be speeded up; No. 2, the cases that I have asked for
which indicate what the Civil Service Commission has done in the
past. It seems to me the Civil Service Commission has no more im-
portant task-it has many important tasks but no more important
task-than protecting the right of people to speak their mind and
the right in this free country of ours and the right of Congress to
listen to testimony of people who have the courage to speak out
critically about what is going on in the Government. This is just
absolutely essential and I will be very interested in seeing the extent
to which the Civil Service Commission has acted.

But I very much appreciate your appearance here this morning.
It has been most helpful to us. And the court case you just cited, we
would like to have that.

Mr. MONDELLO. Yes, sir.
Chairman PRox.iiRr. Thank you very much.
The subcommittee will stand adjourned, subject to the call of the

Chair.
[Whereupon, at 1:10 p.m., the subcommittee adjourned, subject to

the call of the Chair.]
[The following information was subsequently supplied for the

record by Mr. Mondello:]
U.S. CIVIL SERVICE COMMISSION,

OFFICE OF THE GENERAL COUNSEL,
Washington, D.C., February 7, 1973

Hon. WILUIAM PROXMIRE,
Chairman, Joint Economic Committee, U.S. Senate,
Washington, D.C.

DEAR MR. CHAIRMAN: In my testimony before your Committee on January
10, 1973, we arranged that I should furnish the Committee with a number of
items of additional material to supplement my testimony. This letter is in-
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tended to satisfy all of the requests that were made at the time. If, in your
judgment, I have failed to furnish something you expected, or if you desire
something additional to what Is discussed or enclosed herein, you, of course,
have only to let me know.

First, I have enclosed a copy of the Recommendation of the Administrative
Conference of the United States which is entitled "Recommendation 72-8:
Adverse Actions Against Federal Employees." This relatively brief document
consists of the recommendations made by the Conference to this Commission
on the procedural changes which it considers desirable to ensure that the
processing of adverse actions is fair and expeditious and not unduly expensive.

Closely related to the Conference recommendation is the report of the Con-
ference Consultant, Professor Richard Merrill of the University of Virginia
Law School, Charlottesville, Virginia. I commend this to you as the best study
of our adverse action procedures that I have ever seen. You will note that
it is not a sterile piece of legal documentation but a paper which reflects
what to me are keen and accurate insights into the operations of the pro-
gram as it is used by the various contending parties who normally deal with
it. Perhaps of greatest importance is the fact that this document was in
the hands of each member of the Conference who voted in a plenary session
of the Administrative Conference of the United States and approved Recom-
miendation 72-S.

I must confess to having had a good deal of difficulty working out a re-
sponse to your request for cases which begins at page 94 of the transcript of
my testimony. As a kind of pro forma response I am attaching two lists of
appellate cases. The first is a list composed of 100 employees whose appeals
from adverse actions by agencies were sustained by the Commission. You
will note that this list is not in alphabetical order but instead is made up
in order of date of decision of the Board of Appeals and Review, which,
within this Commission, is responsible for decision of such cases. The second
list, similarly made up, contains identifying data on 100 reduction-in-force
appeals in which the employee was sustained. We have not had each case
reviewed to see what determination was made on the merits or what the
issues in each case were. That would obviously constitute an extensive work
project that I would like to avoid. Taken as a random sampling, it is my
judgment that any conclusions based merely on such a number of cases drawn
from such a narrow period would be relatively worthless as an effective study
of our adverse action procedures.

Also, there is no way for you to determine from merely such a sampling of
cases the ways in which the Commission "has supported the claims of the
Government employee and has moved to assist him in his dispute with the
Government." (Tr. p. 94) So let me step back and give you a little back-
ground which will help put these matters into the perspective from which I
view them.

The work of the Commission consists of literally millions of personnel
matters that are generated by maintaining a work force of approximately
2.6 million people in civilian positions. Each year the Commission processes
approximately 1.7 million applications for employment, which lead approxi-
mately 200,000 new hires. We also facilitate thousands of transfers, reinstate-
ments, and such matters. Nationwide, our offices handled about six million
inquiries of many sorts during the past year.

Without going into extensive detail you can appreciate the problems that
rise from a work force where Individuals are arrayed in groups having dif-
ferent characteristics in terms of rights, benefits, and obligations. For example,
approximately 90 percent of this work force is in the competitive service,
the balance being in one or another of the subgroups into which the excepted
service breaks down. Cutting across such lines of division are rights which
flow from being a veteran. Additional special considerations attach depending
on level of position, such as the so-called supergrade components. Cutting
across many of these groupings are the effects of the classification and pay
statutes which have to do with levels of difficulty and responsibility of work
and the pay grades applicable to such levels.

The more basic and generalized requirements for the Federal service are
laid out for us in the Civil Service Rules which are ordered by the President
through power derived in part from the Civil Service Act. Subordinate to,
and implementing, these rules (which are found at 5 CYR 1 through 9) are
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the regulations of the Civil Service Commission which cover about 350 pages
and constitute the principal balance of title 5 of the Code of Federal Regula-
tions. These regulations cover the detailed implementation of statutes and
Executive orders concerning status, veterans preference, the competitive service,
the expected service, recruitment, selection, reductions in force, training, per-
formance evaluation, incentive awards, pay administration, leave, suitability,
political activity (Hatch Act), ethics and conduct, adverse actions, retirement,
life insurance, and health benefits.

With respect to each of these areas, the central and field offices of the Com-
mission are under constant bombardment by employees and agencies who
desire advice and assistance concerning what are sometimes problems and
sometimes outright complaints. Some of these are received in letter form,
but many are not. Many, if not most, of them are matters which are resolved
satisfactorily without any permanent record. It is thus virtually impossible
to maintain a statistical box score which will reflect the handling of all of
these matters en gross.

No one in the Commission is immune to the handling of such matters, and
they reach the Commissioners as well as employees on the general staff. Our
reaction to such requests in whatever form received is probably similar to
the reaction your staff makes when your office is approached by its consti-
tuents. We first try to determine whether it is a matter that is at all within
our jurisdiction. If it is, we then attempt to determine, usually directly from
the agency in which the problem arose, a decently rounded view of precisely
what occurred. If the matter can be informally resolved, we seek its resolu-
tion. If it cannot be informally resolved and is subject to an established appeal
or grievance procedure, we advise the employee accordingly. If the employee's
complaint indicates that there may have been a violation of civil service reg-
ulations, we make sufficient inquiry to establish those facts.. We do not invari-
ably rely on any statement of facts received from either the employee or
the agency but use our own judgment as to whether the situation requires
that we send our own staff into the agency to investigate the matter.

In this fashion, we use our good offices and the authority we have to
resolve all manner of problems. In situations where the facts establish a
violation of regulations where we have the statutory power to direct that
appropriate corrective action be taken, we issue such directions. We are
sometimes brought into a matter before an improper action occurs when the
employee knows that the improper action is threatened, and we have acted
many times with such effectiveness as to prevent the action being taken at all.
This may occur when we believe an action would violate law or our regula-
tions, or merely when an action would violate our notions of what is called
for by good personnel management practice. Upon occasion, an agency may
disagree with our view of the situation, and decide to take an action which
we think unwarranted. If it is of a kind where we have no authority to
direct corrective action, we still advise the employee of whatever appeal
rights are available and some of these matters come to the Commission in
the appellate cases we handle. In that area there is no doubt that we have
the power to direct action and to restore employees who have unwarrantably
been made the subject of adverse action.

I do not mean to suggest by this recitation that the Commission plays the
role of "good guy" and the agency "bad guy" in the working-out of these
problems. Obviously, with a work force as large as ours and a set of regula-
tory and other materials of undoubted complexity, one should expect to find
differing understandings of the rights, benefits, and obligations of both em-
ployees and agencies. Our focus is on constant improvement and simplification
of the process in a systemic way so that managers and subordinate employees
alike will understand both their rights and obligations-all to the end of
seeing that people in the system are treated decently and the effective man-
agement of personnel will accomplish Government missions as efficiently and
effectively as possible. In that march we do a lot better today, in my judg-
ment, than we have ever done before. No one need tell us that our task
has not been completed. Given the shifts and changes that take place in
society generally, and in Government operations specifically, the task is one
which will never end and which will require eternal vigilance.

We think that as a result of processing these many variety of problems
and complaints, both formally and informally, we gain far greater therapeutic
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effect than one would anticipate would arise from handling of any specific
case. For example, in my own office I receive requests for assistance with
respect to which I communicate with the General Counsel of another agency
since I ordinarily feel more comfortable dealing with him than with the
managers or even the personnel directors of other agencies. Whatever the
situation that has caused me to call him, its resolution depends on that Gen-
eral Counsel offering advice, usually to a high-level agency manager or per-
sonnelist, which sets a pattern for future agency activity in the same area.
My office fields a good many matters of this kind in which members of my
staff and I have occasion to call counterparts in other agencies. But I gen-
erally see problems of a miscellaneous nature which do not seem to fit within
anyone else's particular jurisdiction. The fact is that the major Bureaus
and offices within this Commission which have special competence to deal
with particular matters (such as pay, leave, retirement, etc.) get far more
business of this kind than I do. Also, a few years ago in order to assure
ourselves that we had an adequate "feel" for the kinds of problems that were
troubling employees and which they might think did not fit within the juris-
dictional boundaries of one or another Bureau or office of this Commission,
we announced the opening of an Office of Complaints in the central office of
the Commission so that anyone in this geographic area would have an avenue
of complaint open to him. I enclose for your review a copy of the annual
report of the Office of Complaints covering the period July 1, 1971 through
June 30, 1972 which reflects the nature of complaints received, the manner
of receipt (telephone, visit, letter) and a chart breaking down the number
and types of complaints by agency and manner of reception. We also receive
many requests for assistance from Members of Congress which we treat in the
manner I have described above.

Your letter dated January 24, 1973 to Chairman Hampton raised the ques-
tion whether sanctions exist against persons who violate the rights of Gov-
ernment employees. They certainly do. Even in the simplest case of one
employee assaulting another while on the worksite, there is no doubt that
the assaulting employee can be disciplined. In the situation where a super-
visor violates the rights of those who are subordinate to him, that super-
visor may be disciplined. In addition, without regarding the matter as at
all involving discipline, it should certainly be a matter of managerial concern
that a given supervisor is violating his subordinates' rights. If this is char-
acteristic of his supervisory efforts, the ordinary routines concerning the eval-
uation of his performance as a supervisor should result in counseling, training
(if necessary), and ultimately either reassignment or discipline if the other
measures do not result in improvement of performance. Such a person would
apparently not be a useful supervisor no matter how good he might be as a
technician in a particular subject matter.

Obviously you have a much more difficult problem when a supervisor's
performance is not so clearly bad as just described. Take the case, for ex-
ample, of a good supervisory technician or a good supervisory professional
who holds a pre-eminent position as a subject-matter specialist and only
occasionally is given to managerial lapses of varying degrees of severity in
their impact upon his subordinates. While the counseling-training-reassignment-
discipline process may be useful even with respect to such an individual, the
working-out of what should be done with respect to him is principally a
mission-oriented managerial concern. The ordinary role of the Civil Service
Commission in such matters is one of inquiry and monitorship in cases brought
to our attention; and it is difficult, if not impossible, to make the case for
absolute direction by the Commission, that is to say, that the Commission
should be empowered to substitute its judgment for the judgment of agency
managers in all such matters. Our oversight role is effective on matters In
which we have competence and some authority. There is some parallel here
to Congressional oversight which generally works best when it is done through
committees which have adequate knowledge of specific agency operations or
which have appropriation power over an agency's budget. Perhaps all I am
suggesting is that accountability and authority should go hand in hand,
whether you deal directly with agency operations or with oversight of those
operations. As I indicated in my testimony Congress seems to have had such
considerations in mind when you examine the care with which it has delineated
those areas in which its grants of authority permit this Commission to have
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directory power over agency personnel relationships-such as in the adverse
action area covered by the Veterans Preference Act.

We have thus far noted problem areas of significance about which few
people complain, but which are basic to the system, ordinarily because they
touch on constitutional issues. The courts are faced with these problems,
and as you can appreciate, it takes only a single complainant to bring such
a matter before a court. What I have in mind are questions related to Gov-
ernment employment, such as suitability in terms of personal or behavioral
characteristics, restrictions on political activity, and the identification of
Federal employees with various forms and subjects of protest and dissent.
These are all areas in which the adequacy of former solutions is under heavy
challenge, and we grapple with them in the hope of discovering more accept-
able current accommodations which also make sense in the personnel manage-
ment milieu. I mention these matters because you have raised with me a
specific problem which is narrower than those I have mentioned when it is
viewed from the vantage point of the Bill of Rights, but broad when viewed
in the separation of powers context you seem to put it in.

I refer, of course, to your request for cases where we have supported the
right of a Government employee to answer questions before the Congress or
to speak critically about any government practices (Tr. p. 100), and to your
letter dated January 24, 1973 requesting to known whether any of the Com.
mission's rules and regulations refer or apply specifically to the Federal statute,
18 U. S. C. 1505, in the general area of the rights of employees as Congres-
sional withnesses. In responding to this set of questions I note that your letter
speaks of "repeated violations of the Federal law protecting the rights of
Congressional witnesses." When you approached this same question while I was
testifying you spoke of the "many instances where they have made state-
ments that their bosses feel are indiscreet," (Tr. p. 101), and I began to put
to you the burden of citing cases that you knew about of this kind. My
difficulty with responding to this line of questioning is that I do not know
the cases which you know. Certainly you have been treating the Fitzgerald
and Rule cases as fitting that mold, but beyond those two, I wonder about
the existence of "many others.

If you wish to hold this Commission responsible for doing something, or
alternatively, failing to do something, the minimum requirement is that we be
permitted to know about the case. I therefore offer you what the Commission
has offered to the various Members of Congress who have had occasion to deal
with us with respect to specific cases. Identify the case to us and we will make
inquiry into the facts and report back to you with respect both to those facts
and to whatever responsibility the Commission has for action.

On the merits of the question which underlies discussion of such cases there
are a number of ingredients that have to be taken into account. 5 U.S.C. 7102
constitutes Congressional implementation of the First Amendment "right of
employees, individually or collectively, to Petition Congress or a Member of
Congress, or to furnish information to either House of Congress, or to a com-
mittee or Member thereof,". That section concludes that the right so described
"may not be interfered with or denied." This says nothing of course about
whether individuals are free to fulfill those rights through the median of being
witnesses before Congressional committees.

The area of First Amendment rights of Federal employees is complex. To
assist you in knowing some of the considerations we have had in mind in deal-
ing with the impact of the First Amendment on personnel management affairs,
I have enclosed a copy of each of two articles. Each appeared in the Civil
Service Journal. The first was written by me, and the second by William H.
Behnquist when he was an Assistant Attorney General in the Department of
Justice. They contain discussion and citation of the cases I promised your staff
I would furnish.

It is worth noting that at least one element of the problem you are analyzing
Is not mentioned in these articles; and that is the question of the effect, on
one's rights, of the fact that he acts or appears to act in a representative
capacity-as do many witnesses who appear before Congressional committees.
The legal profession has relatively fixed notions about the burdens which can
be properly placed upon those who represent others, many of which are crystal-
lized in its Code of Professional Conduct. And Congress itself has accepteo
certain principles concerning representation in the restrictions incorporated in
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the conflict of Interest provisions of the criminal code. I cannot presume to
suggest how this feature bears on the matter concerning Mr. Rule, but I note
that the capacity in which he appeared before you at an earlier time than the
day I appeared was apparently a matter of controversy between Mr. Rule and
Admiral Kidd. This same matter of representative capacity may bear as well
on anyone's appreciation of the terms used in 18 U.S.C. 1505.

Concerning 18 U.S.C. 1605, I understand the Chairman of this Commission
has suggested to you in a recent letter that any comment concerning interpreta-
tion of that criminal provision or prosecution under it should be sought from
the Department of Justice. You asked of us in your letter dated January 24,
1973 whether any of the Commission's rules and regulations refer or apply
specifically to that Federal statute. I have found no such references and I know
of no regulatory treatment by this Commission of the general matter concern-
ing appearance of Federal employees as witnesses before Congressional com-
mittees either as individuals or as representatives of the agencies in which
they are employed. Our regulations do contain prohibitions against retaliation
or reprisal as to witnesses in agency and Commission proceedings, but not in
proceedings before the Congress.

Finally, on your request to know of the private finances of the three Com-
missioners, I have been asked to furnish you the following information. Their
submission of this information has occurred under the program established by
Executive Order 11222 which I discussed at pages 89-90 of the transcript. A
much fuller statement, furnished in connection with inquiries about Vice Chair-
man Spain, is found in the enclosed letter to Congressman Jack Brooks dated
February 2, 1973. This program has been of great service in the executive
branch, and to a large extent its effectiveness is a result of the complete candor
which has been prompted by its promised confidentiality. The aim of the pro-
gram is to avoid conflicts or the appearance of conflicts by the advance con-
sultation which prevents their occurrence. And section 405 of the Executive
order states that the financial statements required to be filed under the Order
"shall be held in confidence" and not be disclosed except "for good cause
shown."

The Commissioners are anxious to avoid taking action which might be re-
garded as a signal that confidence will not attach to the submission of financial
statements either to he Chairman of the Civil Service Commission by Presi-
dential appointees, or to agency heads by their subordinates. They are also
aware that as a result of disclosure of Mrs. Spain's recent voluntary disqualifi-
cation from a single matter there has been public discussion of the desirability
of restricting the Commissioners, and perhaps other officials, in their capacity
to earn income outside of their Federal salaries. On this question, with respect
to which they are unaware of any specific Administration position, they feel
they have obligations to other Committees of the Congress within the jurisdic-
tion of which such matters principally lie, and they are not disposed to pre-
determine or distort the effectiveness of any subsequent inquiry by such Com-
mittees.

Since I was unable from your brief request to inform them acceptably of
what legislative or other purpose it was intended to serve, and because such
disclosures involve what are essentially private personal matters, they have
asked me to convey their declination to you, subject, of course, to reconsidera-
tion when they know more about it.

Sincerely yours,
ANTHONY L. MONDELLO,

General Counsel.
Enclosures.

RECOMMENDATION 72-8: ADVERSE AcTIONs AOAINST FEDERAL EMPLOYEES-
ADOPTED DECEMBER 15, 1972

A critical part of the mission of the Administrative Conference is to study
the processes of government to assure the full protection of the rights of private
citizens, including the rights of federal employees. At the same time, the Con14
ference is equally concerned about assisting government agencies to devise and
implement efficient administrative procedures that will facilitate accomplish-
ment of their varied programs.
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The Civil Service Commission and other government agencies each year con-
duct a large number of formal personnel action proceedings that involve charges
of personal misconduct, poor job performance, or other behavior which reflects
adversely on the individual employee. Each year several thousand adverse per-
sonnel action appeals are decided throughout the Government; the Civil Service
Commission alone adjudicates well over 1200 appeals annually. The nature of
these cases and the size of the caseload make it imperative both that proceed-
ings be conducted with scrupulous fairness, and that procedures be neither too
costly nor time-consuming. While existing adverse action procedures have at-
tempted to meet these objectives, the Conference believes that implementation
of this recommendation will yield substantial improvements in many highly
significant respects.

This recommendation is Intended to apply only to those classes of federal
civilian employment currently entitled to adverse action procedures, as identi-
fied in Subchapter S2 of Federal Personnel Manual Supplement 752-1.

A. DEFINITIONS AND STANDARDS

1. Adveree Action.-In all cases in which an employing agency takes a per-
sonnel action adversely affecting an employee on the basis of his conduct or
performance, the employee should be afforded an opportunity for an evidentiary
hearing and his case should be decided on the basis of the record made at the
hearing.

Such procedures are inappropriate, however, for use in situations in which
an agency action made on the basis of broad managerial considerations of
agency structure or resource allocation (e.g., change in job classification, reduc-
tion in force) has incidental adverse effects on certain agency employees. The
Civil Service Commission should seek legislation redefining the category of
"adverse action" to exclude therefrom personnel actions not based on the indi-
vidual employee's conduct or performance. However, in any proceeding to
effect a personnel action assertedly based on managerial considerations, the
employee should retain the right to challenge the bona fides of the agency's
action.

2. E3iciency of the Servioe.-The Civil Service Commission should publish
regulations or interpretive rules elaborating in as much detail as practicable
the statutory standard of "efficiency of the service."

B. PROCEDURES FOR AGENCY HEARINGS

1. All employing agencies should establish procedures for personally advising
an employee who has received a letter of proposed adverse action about the
consequences of the action proposed and the procedures available for contest-
ing it, which should continue to include the right to respond to the employing
agency's charges prior to an evidentiary hearing.

2. An employee against whom an adverse action is proposed should have an
opportunity for a prompt evidentiary hearing before the action becomes effec-
tive. However, if the employing agency determines that retention of the em-
ployee in his current duty assignment will adversely affect the ability of his
office or installation to perform its functions, the employing agency should be
able, pending its final decision (a) to reassign the employee; (b) to place the
employee on administrative leave with pay; and (c) if, for a cause attributable
to the employee, the hearing is not commenced within 30 days after the agency
notifies him of its readiness to proceed or has not resulted in a final agency
decision within 60 days after such notification, to place the employee on leave
without pay.

3. Except in extremely rare cases where an employing agency can establish
good cause for keeping the hearing closed, an employee subject to adverse action
should have a right to elect a hearing that is open to the public. An employee is
entitled to a private hearing, however, at which he may be accompanied by
an observer of his choosing, in addition to any representative. This recommen-
dation is not intended to limit the hearing officer's traditional authority to ex-
clude other witnesses during the taking of testimony, or to maintain order and
decorum.

4. The Civil Service Commission should assign the hearing officers to conduct
hearings before employing agencies. A hearing officer should be suitably equipped
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by training and experience to conduct such personnel hearings, and, unless he
is an administrative law judge, should not be an employee of the charging
agency. Ordinarily, hearing officers should be drawn from a pool established
and employed by the Civil Service Commission, but when appropriate the Com-
mission should be able to assign as hearing officers other persons with the
prescribed qualifications.

5. Civil Service Commission regulations should make clear that at any hear-
ing the employing agency has both the burden of coming forward with evidence
and the burden of persuasion.

6. The hearing officer should use a pre-hearing conference or other means to
identify and limit the hearing to the trial of material issues of fact as to which
the parties genuinely disagree. The hearing officer should also be authorized to
resolve summarily those material issues .of fact as to which he is satisfied there
is no genuine disagreement.

7. The hearing officer should be authorized to order an employing agency to
produce witnesses in its employ or documentary evidence that he believes may
be relevant to an employee's case. He should be free to call witnesses himself,
to question witnesses for both parties, and to provide guidance to employees
who are not represented. With the completion of the hearing, the evidentiary
record should be considered closed for purposes of the employing agency's de-
cision and any appeal by the employee to the Civil Service Commission.

8. The hearing officer should make factual findings and prepare a proposed
decision, which would be submitted to the official designated by the employing
agency to make the agency decision and made available to the parties along
with the transcript of the hearing. The parties should have an opportunity
(e.g., ten days) in which to submit written argument, including objections to
the proposed decision, to the deciding agency official. If the deciding official does
not accept the hearing officer's proposed decision, he should prepare a formal
agency decision that, among other things, states specifically the reasons for
rejecting the hearing officer's findings or recommended disposition. The em-
ploying agency should be able to make its personnel action fully effective upon
the issuance of its decision, and any subsequent appeal should not have the
effect of postponing such effectiveness unless the employing agency otherwise
directs.

C. PROCEDURE FOR APPEALS FROM AGENCY DECISIONS

1. Employing agency appeals systems, apart from that required by paragraph
B(8) (i.e., a final agency decision following the hearing at a level higher than
that proposing the action) should be abolished.

2. An employee against whom adverse action is taken should have an oppor-
tunity for a single appeal outside his agency, to a central appellate authority
within the Civil Service Commission.

3. The Civil Service Commission's appellate authority should customarily be
limited in its review to the record compiled at the employing agency. Upon the
motion of an employee, however, the authority should be able to admit, or
remand to the hearing officer for the admission of, evidence that the employee
could not reasonably have produced at the original hearing, subject to the em-
ploying agency's right to respond or rebut.

4. The Commission's appellate authority should have authority to affirm, or
to reverse, or to modify the employing agency's disciplinary action in any
appeal.

5. The Commission's appellate authority should assign cases for decision by
lot or by rotation so far as practicable, and permit announcement of dissenting
and concurring views.

6. The Civil Service Commissioners should retain discretionary authority to
reopen and decide exceptional cases upon the petition of either the employing
agency or the employee.

7. Employing agency and Commission decisions in adverse action cases should
be publicly available after minimum editing necessary to protect employee
privacy.

D. EX PARTE COMMUNICATIONS

1. (a) At no time should officials of the Civil Service Commission who
participate in or are responsible for the disposition of employee appeals provide
advice to either party or to the hearing officer on the initiation, processing, or
disposition of any adverse action.
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(b) Other Civil Service Commission officials should not advise or consult
with either party, or their representatives, regarding the merits of any case
that has been formalized by the issuance of a letter of proposed adverse action.

2. Hearing officers who conduct agency hearings and Civil Service Commission
officials who participate in or are responsible for deciding employee appeals
should be free from all ex parte influence or advice-including communications
from employing agencies, employee representatives, and other Commission em-
ployees-relating to the factual issues or appropriate disposition of any adverse
action or appeal. Expert professional advice on the facts or disposition of a
case (such as the evaluation of a job classification specialist) should only be
received on the record, subject to the right of both parties to respond.

E. ROLE OF THE CIVIL SERVICE COMMISSION

With the additional safeguards of the independence of the Civil Service Com-
mission's appellate authority, proposed under C and D, above, it is not necessary
to establish a new, independent agency to adjudicate adverse action appeals.

F. EFFECT ON EMPLOYEE GRIEVANCE PROcEDURES

The provisions of this recommendation are not intended to supplant or pre-
clude provision for employee grievance procedures in existing or future collective
bargaining agreements.

COMMITTEE ON AGENcY ORGANIZATION AND PERSONNEL-PROCEDURES FOR

EFFECTING AND ADJUDICATING ADVERSE ACTIONS AGAINST FEDERAL EMPLOYEES

By Richard A. Merril, Professor of Law, University of Virginia School of Law

This report was prepared to support recommendations of the
Committee on Agency Organization and Personnel of the Adminis-
trative Conference of the United States. It represents only the
views of its author. The recommendations it supports have been
approved by the Committee, but neither the report nor the recom-
mendations have been considered by the Administrative Confer-
ence of the United States.
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I. INTRODUCTION

Since its birth in 1833, the federal civil service system has developed into a
modern and viable personnel service.' In 1883, competitive service protection
extended to only 14,000 employees, just over 10 percent of the total federal
payroll. Today approximately 2.5 million employees-more than 85 percent of
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a now vastly larger federal workforce-are within the competitive service.2

Originally, the duties of the Civil Service Commission consisted largely of
screening applicants for federal employments but in the intervening years the
Commission's jurisdiction has expanded greatly.4 Its principal responsibilities
involve affirmative aspects of personnel management. The Commission now
supervises a system of position classification and administers federal pay
scales and operates both a recruitment program and a pension system and
oversees many employee training operations. Policies and procedures for
probation, transfers, promotions, attendance, leave and relations with employee
organizations are also part of its job. In addition, the Civil Service Commission
exercises final authority over the discipline and removal of employees.

Despite the dramatic changes in and improvement of the civil service system,
many aspects of federal employment practice have been subject to criticisms
Recent controversies have ranged from dispute over the proper role for federal
employee unions 6 to the government's response to homosexuality among em-
ployees7 to the extent of official encroachment on the privacy of federal
workers. A persistent subject of concern has been the conduct and disposition
of employee discharge and discipline cases, or "adverse actions." 8 Technically
defined, an "adverse action" is any personnel action in which an employee in
the classified service or eligible for veterans preference is removed, furloughed
without pay, suspended for more than 30 days, or reduced in rank or pay.9

Approximately 93 per cent of the federal civilian workforce-nearly 3 million
employees-are potentially subject to "adverse action" and entitled to the pro-
cedural safeguards Congress and the Civil Servic Commission have prescribed
for such proceedings. Data about the number of adverse actions initiated each
year are unreliable.10 Extrapolating from what is ostensibly a 10 per cent of
all adverse actions initiated by government agencies, 1' one obtains estimates
of 11,600, 12,700,12 and 15,700 actions for fiscal years 1969, 1970, and 1971.
Each year perhaps one-quarter of these personnel actions are contested by the
affected employees, either within their agencies or in appeals to the Civil
Service Commission. Reductions in rank or pay, i.e., demotions, account for
more than half of all adverse actions. Removals make up the second largest
category of actions taken, and amount to well over half of the actions that
are contested by employees. Furloughs and suspensions for more than 30 days
represent a comparatively insignificant part of the actual caseload.

Adverse actions not only involve several thousand employees in the federal
service each year as well as virtually every government agency; with growing
frequency federal personnel cases reach court, often with accompanying dis-
cussion in the press. Until little more than a decade ago. federal courts were
reluctant to play any significant role in supervising administrative decisions
adverse to federal employees.13 Meaningful judicial review of employee dis-
missals was, for practical purposes, unavailable.14 Unless presented with allega-
tions of specific violations of statute or regulation, most courts flatly rejected
attempts by discharged employees to obtain judicial redress. The due process
clause was considered inapplicable to government management decision,'5 and
dismissals were routinely upheld on the theory that the hiring and firing of
employees was an area of executive discretion 16 or on the closely related
theory that government employment is not a right, but a privilege.17 As late as
1950 in Bailey v. Richardson,18 affirmed by an equally divided Supreme Court,
the D.C. Circuit Court of Appeals stated that: "In terms the due process
clause does not apply to the holding of Government office."'19 And even when
employees were ostensibly protected by statute or executive regulation, the
courts usually required only paper compliance, 20 and entirely rejected allega-
tions of bad faith 21 and insufficiency of evidence.22

However, since the late 1950's the role of the courts in federal personnel
disputes has changed dramatically.2 3 Although one commentator has argued
that Bailey v. Richardson has never been squarely repudiated, 24 the implica-
tion is at best dubious. 25 The companion concepts of employee privilege and
management discretion have worn badly,26 and it is now clear that federal
employees are entitled to at least limited due process protections. Rather than
rejecting employee complaints of arbitrary or discriminatory action out of
hand, the courts have become willing to entertain such suits seriously.27 The
current attitude is reflected in Norton v. Macy,

28 a decision, like Bailey, from
the D.C. Circuit. Reversing the dismissal of a National Aeronautics and Space

95-328-73 42
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Administration employee who had been charged with homosexual conduct, the
court stated that "[t]he Government's obigation to accord due process sets at
least minimal substantive limits on its prerogative to dismiss it employees: it
forbids all dismissals which are arbitrary and capricious." 29 The court have
also given increasingly vigilant enforcement effect to statutes and regulations
designed to protect employees (which have themselves been considerably ex-
panded). Furthermore, the scope of judicial review of agency judgments in
personnel cases is now significantly broader in most federal courts than a
decade ago.30

A. The Nature of the Process
Both government managers and employee representatives are accustomed to

distinguishing between two stages of what this report refers to as "the adverse
action process." To insiders, "adverse action procedures" are those an agency
must observe in effecting a decision to remove or discipline an employee. De-
scribed more fully in Part III of this report, these procedures consist essen-
tially of notice of proposed action; an opportunity for the employee to reply
orally and/or in writing, ordinarily within 15 days; and the agency's decision
which may become effective 30 days after issuance of the notice. The proce-
dures for taking adverse action thus do not include any opportunity for a
trial-type hearing, presentation of witnesses, or confrontation and cross-
examination, or provide any mechanism for appellate review. The second stage
of the process is the more elaborate, more protracted "appeals process," in
which the burden is on the employee to initiate review. An employee who ap-
peals from the employing agency's action has an opportunity for one and
possibly two trial-type hearings, and may obtain review of the agency's adverse
decision at as many as three different administrative levels.

This report treats the two stages as parts of a single process. Because the
procedures for effecting adverse personnel actions are comparatively expedi-
tious and afford employees very meager protection against unjust action,31 the
appeals process is really the tail that wags the dog. The appeals process is the
heart of the procedures for implementing removals and effecting discipline. It
consumes most of the time required for decision and simultaneously provides
the significant protections available to employees. Moreover, it Is in the appeals
procedures that the competing interests of management and employes conflict
most sharply.

The visible portion of the adverse action process-the appeals process-is
already highly adversary in character, notwithstanding government supervisors
who prefer to emphasize its informal, administrative features.3 2 The charges
against an employee typically allege conduct that reflects adversely on his
character or integrity. Relatively few cases deal with an employee's ability to
do the work. Charges that are performance-related are more likely to focus
on an employee's attendance record or his ability to work with others. The
most common charge is "misconduct," which ranges from destruction of govern-
ment property, to failure to pay creditors, to the commission of a criminal
offense.

Ordinarily, by the time an employing agency decides to Initiate removal pro-
ceedings, the relationship between supervisor and employee has deteriorated
so badly that accommodation is not possible. Feelings run high on both sides.
Although the employee may initially view the matter as a misunderstanding,
once he contests the agency's action he no longer believes that the dispute can
be resolved amicably. Thus it is not surprising that the system for handling
such cases has evolved into a process of adjudication in which, more often
than not, both sides are represented. Moreover, because employees usually
lose,33 and because compromise is difficult when an agency wants an employee
removed, the process Is not conducive to settlement.

The reader should be cautioned, however, that this description of the process
is drawn largely from contested adverse actions. Most of our information comes
from cases in which employees sought review of actions against them, thus
bringing into play the adjudicatory procedures of the appeals process. We have
only a general idea of what proportion of employees against whom action is
initiated appeal, and very little information about unappealed cases. We do
not know, for example, how many involve charges of misconduct, rather than
inefficiency, or are directed against low-ranking employees. We only know that
the majority of disciplinary actions do not now become "cases" at all. The
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failure of so many employees to appeal could indicate that they do not dispute
the charges against them or the penalty imposed. With so little information
about these actions, however, it is hazardous to draw any inferences.

Another characteristic of adverse actions should be noted. Unlike other
adjudicatory systems, the adverse action process involves adversaries who
have been, and for some time will continue to be, in close proximity. Super-
visor and employee have had time to cultivate their resentments, increasing
the possibility that emotion rather than judgment may influence an employee's
conduct or his supervisor's decision to initiate action. Such hostility may make
it more difficult to retain an employee on the job during disposition of his
case than, for example, to permit the continued operation of a motor carrier
charged with exceeding its certificated authority.

Finally, one must acknowledge what seems to be an accepted, if regrettable,
fact of life: Removal from government employment for cause carries a stigma
that is probably impossible to outlive. Agency personnel officers are generally
prepared to concede, as employee spokesmen claim, that it is difficult for the
fired government worker to find employment in the private sector. The impres-
sion that it is difficult to fire government employees is widely shared-perhaps
itself a product of the procedures that must be observed-and contributes to
the belief that anyone who gets fired by the government is probably unemploy-
able. This may exaggerate the consequences of removal. The acquiescence of
so many employees suggests that alternative employment may not be impossible
to find. One cannot escape the conclusion, however, that the government em-
ployee who is removed from his job loses something of tremendous value that
in a market of declining demand for many skills may not be replaceable.

Three major charges have been leveled at the existing administrative system
for processing adverse actions. The first is that it permits employees to be
disciplined or removed on the basis of illegitimate and unsubstantiated charges.
Second, it is claimed that the system embodies insufficient safeguards against
unfairness and thus fails to command the confidence of employees. Finally, the
accusation is made that system is complicated, duplicative, and takes too long
to dispose of cases.

Although one encounters cases in which the government's action seems wrong
on both procedural and substantive grounds, I am not persuaded that the ad-
verse action process regularly produces unfair results. "The Spoiled System,"
the recent Nader Task Force study of the Civil Service Commission,3 4 de-
scribes several examples of outrageous government action against employees,
from which the author apparently infers that most employees are mistreated.
I do not. The data we have assembled do not betray any systematic unfairness
that the suspicious critic might expect to find: not young, or low-ranking, or
female employees, not even those without representation seem to fare worse
(or better) than employees generally.35 The fact that employees usually fail
to upset the action against them by itself neither confirms nor rebuts the in-
tegrity of the process.36

Neither, however, do the data establish that justice Is rarely miscarried. The
system lacks many features that would substantially reduce the risk of arbi-
rariness and thereby support confidence that employees are likely to be treated
fairly. The opinions of persons who are involved In the process, as one might
expect, are largely determined by the role each plays. Lawyers who represent
employees, union spokesmen, and former appellants believe the system inade-
quate to ensure fair decisions-and can cite examples to support their Impres-
sions. Agency personnel officers, government lawyers, and those who bear
decisional responsibility in the Civil Service Commission defend its integrity,
and point to the infrequency with which management decisions are upset in
court.37

Notwithstanding the confidence of government managers, the adverse action
system possesses an uncanny capacity to generate suspicion, and not only
among employees or those who represent them. A principal cause of this "image"
problem has been the secrecy shrouding the disposition of individual cases.
Cases that reach court after Involve sympathetic employees whose claims
depict the process at its worst. Cases In which employees are removed for
blatant inefficiency, or demonstrable Incapality to get along with fellow workers,
or unquestioned disregard for public property rarely surface. External observers
have thus come to judge the process by cases that probably are not representa-
tive. However, self-righteous assertions that such cases are the exceptions, and
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that the vast majority of adverse actions are properly initiated and fairlyadjudicated cannot by themselves dispel the suspicion.There is considerably broader agreement respecting the efficiency of theprocess, or lack of it. Most participants agree that cases take too long; andvery few agency or employee spokesmen are prepared to argue that interminabledelay is the price of assuring fairness. But delay there is, most of it at theagency level, although the Commission's processes are no model of expedition.More than 75 per cent of actions contested within employing agencies requirelonger to decide than the 60 days prescribed by Commission regulations. Morethan 50 per cent take more than three months, and 5 per cent are in process forlonger than a year! If an employee appears beyond his agency, another twomonths will elapse at one of the Commission's regional offices, and yet anotherthree months will be required before a final decision from its Board of Appealsand Review. It is important to realize that, in most agencies, the employee isoff the rolls throughout the appeals process.3 8
Several factors contribute to this delay. There is a striking correlation be-tween employee representation, whether by an attorney or union, and the timerequired for decision. Cases in which hearings are held routinely take longer,principally because of scheduling difficulties, not because the hearings areprotracted. The potential availability of three appellate levels and the oppor-tunity for a second hearing at the Commissoin manifestly invite delay. Manyemploying agencies anquish over or ignore appeals for weeks on end, or pro-long the process by erecting multiple levels of internal review.It is hardly surprising that the adverse action process is characterized byuncertainty and delay, or that many observers believe that it is unfair. At theCivil Service Commission cases are handled by officials whose primary responsi-bililty is to adjudicate appeals. No other department or agency, however, regards.the disposition of adverse actions as anything other than an unavoidable in-cident of operating with a large work force. The process is not a part of, letalone integral to, any agency's primary mission. Employees against whomadverse action is taken, by definition, are obstacles to the accomplishment ofthat mission, and it is difficult for agencies to be concerned about the fairnessor even efficiency with which they carry out a responsibility they wish they didnot have.The removal or demotion of a government employee involves a clash of com-peting interests: the interest of the employee in avoiding unfair or groundlessaction, and that of the employing agency in expeditious decision so it can geton with its primary mission. At a more fundamental level, the employee's in--terest in retaining his job or rank conflicts with the agency's desire to get thebest performance from its workforce. The public shares ambivalent interests,on the one hand, in efficient and economical operation of government programs.and, on the other, in fair and decent government treatment of private interests.It probably is impossible fully to protect any of these interests without jeopar-dizing the others. A system that guaranteed no employee would ever be deprivedof his job because of some supervisor's malice would be too costly for the gov--ernment to run or taxpayers to support. On the other hand, a system thatallowed agency managers to implement disciplinary action immediately when-ever, in their judgment, the needs of the agency required it would unjustlydeprive many competent and dedicated civil servants of their jobs or benefits.Any system for processing adverse personnel actions must necessarily seek-a compromise between these competing interests. The recommendations sup-ported by this report are precisely that, an attempt to achieve a balance be-tween expeditious procedures and fairness to employees.3 9 The recommendationsrest on the central finding that the present system is complicated and inefficientand lacks essential safeguards of fairness. Because the competing interests arenot easily reconciled, the recommendations may reflect a certain ambivalence.Nonetheless, if approved by the Conference and adopted by the Civil ServiceCommission and employing agencies, they would facilitate fairer as well asfaster disposition of contested adverse actions.

II,. METOM ANXI SCOPE OF STtUDY
A. Sources and Statistical Data

The Committee's recommendations and this supporting report are based oninformation obtained primarily from four sources: (1) interviews With personsinvolved in or familiar with the adverse action process, both in government and
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out; (2) formal comments on reforms of the process submitted to the Civil
Service Commission by employing agencies, employee unions, and other inter-
ested organizations in March and April of 1972, and in 1969, when the Com-
mission was recently considering and eventually adopted several changes; (3)
personal observations of the process in operation, including study of the files
of more than fifty adverse action cases appealed to the Civil Service Commis-
sion; and (4) statistical data assembles from cases adjudicated in fiscal year
1970 by both employing agencies and the Civil Service Commission. In addition,
of course, published and otherwise available secondary sources have been
consulted.

Although the statistical data do not provide the primary basis for the recom-
mendations, a brief statement about their source and limitations is in order.
The data cover only contested adverse actions, i.e., actions that were appealed
by the employees, and do not necessarily support any inferences about the uni-
verse of disciplined or removed employees who did not appeal. Available infor-
xpation about this larger group, as noted earlier, is based upon a 10 per cent
sample of personnel actions retained by the Civil Service Commission, as well
as the personal experience of participants.

A further caveat is in order. In assembling data about fiscal year 1970, em-
ploying agencies and the Commission's regional offices were asked to prepare
case reports on all adverse action appeals they adjudicated during that year.
The total number of reports received (over 1500), however, fell short of the
total of adjudicated appeals previously reported; the disparity ran as high as
20 per cent in some agencies. The principal reason for this shortfall was the
transfer of case files by agencies and regional offices in connection with re-
mands and further appeals, employee reassignments, and for storage. The case
reports received-605 from employing agencies and 899 from the Commission's
regional offices-are believed to be a representative sampling of cases decided
during 1970.1 We have no reason to suspect that the under-reporting significantly
distorts the picture of appellate activities at either level.

Finally, it should be noted that the employing agencies and Commission
regional offices were asked to provide only information they were known to
have available about individual cases. The Civil Service Commission for
several years has required each employing agency and regional office to submit
an annual report about the appeals it decided. Each agency and regional office
bad thus previously reported its appeals caseload for fiscal year 1970, including
composite data about employee sex, age, grade, and representation, hearings,
average time in process, and outcome. For this study and for the Commission's
own current study of adverse actions, the agencies and regional offices supplied
essentially the same information on a case-by-case basis. The attached case re-
port form indicates the range of information provided.
B. Scope and Assumptions of the Report

The report makes a number of assumptions about the adverse action process.
It also avoids discussion of several important related issues, whose resolution
is beyond the scope of this study or outside the proper competence of the
Administrative Conference.

1. Postal Service.-The United States Postal Service has not provided in-
formation or data for this study, although appeals from Post Office employees
are iWatudeti among the cases for which reports were submitted by the Com-
mission's regional offices. The recommendations proposed below are not intended
necessarily to apply to it.

2. Criteria for adverse aotion.-The report does not squarely address the
difficult question of what employee conduct or performance should be grounds
for discipline or removal. It is not intended to support any inference respecting
the legitimacy of particular behavior as a basis for adverse action, or to explore
the delicate relationship between management needs and employee privacy.
These are troublesome issues that deserve in-depth study, but they are essen-
tially beyond the scope of this report.

The report assumes that the government may legitimately discipline or remove
employees for performance or conduct that undermines its ability to carry out
its functions. In addition, the report begins with the tentative conclusion-
based on available data-that most adverse actions are initiated for reasons
that, if true, would be a legitimate basis for some disciplinary action. The
recommendations for assuring fair truth-determining procedures, however,
would make it easier for an employee to raise the legitimacy question, and thus
in the long run might facilitate resolution of that issue as well.
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INSTRUCTIONS FOR COMPLETION OF WORKSHEMET

General: One copy of this form is to be completed for each adverse action
appeal from actions subject to Part 752-B of the Commissions's regulations
(see item seven on the form for a listing of the adverse actions included) de-
cided at one or more appellate levels in agencies during fiscal year 1970. This
includes decisions on appeals from actions originating prior to FY 1970 so long
as the agency decision falls within that year. Do not include appeals cancelled
or withdrawn without a decision.

This form may be completed by hand. Typewritten entries are not necessary.
Additional instructions on items not self-explanatory are as follows:
Item
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1. Name of Appellant -Up to 25 letters may be used for this entry. Print
last name in full and continue with first name and middle initial up to a
maximum of 25 letters. Leave unneeded spaces blank.

2. Agency Identification-Enter the assigned 4-digit submitting office number
for the organizational element in which the appeal arose, as used in item 33
of SF 50.

3. Grade-Self-explanatory. Precede one-digit grades with a zero.
Pay Plan-Enter GS, WG, WS, or PF as appropriate.
Series-Use Classification Act series designation for GS positions, the Hand-

book of Blue Collar Occupational Families and Series for WG and WS posi-
tions, and the Postal Service series structure in Chapter E-1 of Handbook
P-1 for PF positions. Precede 3- or 4- digit code with a zero or zeroes to fill
in the 5-digit field. Leave blank for classification systems other than General
Schedule, Wage, or Postal Field Service.

4. Veteran Preference-Circle appropriately. Item 5 of SF 50 contains this
information.

6. Year of Birth-Enter last two digits of year of birth.
7. Service Computation Year-Enter last two digits of year of service com-

putation date.
9. Action Appealed-Circle appropriate item corresponding to "Nature of

Action" terminology in item 12 of SF 50.
10. Personnel Action Code-Insert code as used in item 12 of SF 50.
11. Reason for Action-Circle appropriate entry. The term "off-duty miscon-

duct" is intended to apply to misconduct not related to the employee's job or
work environment, such as failure to pay just debts or conviction for a crime
committed off the premises and not associated with his official duties. The term
"on-duty misconduct" applies to misconduct occurring in the work environment
or related to the employee's duties, such as AWOL, insubordination, accepting
bribes, assaulting a co-worker, etc. If the action was taken for a combination
of off-duty and on-duty misconduct, count as on-duty misconduct unless the
off-duty misconduct was clearly the primary reason for the action.

12. Reprcsentation-Circle appropriate item. The term "private attorney"
refers to practicing legal counsel retained by or for the appellant. If the ap-
pellant is represented by a labor organization or a veterans organization and
if that organization supplies an attorney, circle the entry for the organization
supplying the attorney.

15. Days in Process-Count calendar days from date appeal received until
date of first appellate decision. Precede 2-digit numbers with a zero to fill the
field if appeal is processed in 99 days or less. If appeal is still pending de-
cision, enter the number of calendar days from date of reecipt to date this
worksheet is completed.

16. Further Appeal-If item one is circled, no further items on the work-
sheet need be completed. Item two applies only to agencies with 2-level appeals
systems. If item two is circled, continue to field 17, after which the worksheet
is completed. If item three is circled in field 16, skip field 17 and go on to
field 18 to complete the form.

The report obliquely addresses the criteria for adverse action in one recom-
mendation, which calls on the Civil Service Commission to clarify and amplify
the statutory standard of "efficiency of the service." This recommendation,
however, is not directed at the substance of that standard but at its vagueness.
The objective is to make it easier for employees to know what sort of per-
formance is demanded and what kinds of conduct are forbidden, and to narrow
the unfettered discretion the statutory language gives deciding officials.

3. The tenure classification.-The report accepts the legitimacy, constitu-
tional and administrative, or some distinction between tenured and non-tenured
public employees that may justify differences in protections afforded against
dismissal. The recommendations are addressed to the procedures the govern-
ment makes available to tenured employes, i.e., those for whom the Constitution
would require maximum safeguards. In the federal civil service, as previously
noted, these currently include all non-probationary employees in the classified
service and all non-probationary employees in the classified service and all
preference-eligibles who have completed one year of service, and comprise well
over 90 per cent of the civilian workforce. 2

The recommendations do not suggest where the line between tenured and
other employees [and] should be drawn. That is essentially a matter of sub-
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stantive personnel policy beyond the primary competence of the Conference.Possibly the present line should be moved. It is also quite possible that in thelong run the Civil Service Commission will be unable to resist pressures tomake equivalent protections available to all employees, whether tenured ornot. But the constitutional legitimacy of some such distinction at the present
time seems incontestable. 3

4. Unionization of government employees.-The increasing strength of publicemployee unions has put pressure on government to enlarge the scope of collec-tive bargaining. Among the many issues now excluded about which unionswould like to bargain, matters of employee discipline and removal rank high.Employee unions derive some support from the present system for processingadverse actions, since they can provide members with representation whichmay not otherwise be available. Without purporting to describe the views ofall unions, however, most would support two fundamental changes: (1) pro-cedures for discipline and removal should be subject to negotiation; and (2)the result of negotiation should be arbitration in place of existing adjudication.4
Many observers have reservations about whether arbitration would work inan employment context that involves a third interest, that of the public inefficient operation, which both the parties and outside arbitrators may under-value. Yet arbitration apparently functions satisfactorily in similar settingsin private industry. And it may be well-suited for the settlement of disputesover the appropriate consequences of undisputed behavior, which many adverseactions are. The assertedly lower costs of achieving settlement that may bepossible through arbitration may cutweigh the costs of retaining inefficient orobstreperous employees who would simply be separated under the present sys-tem.
The Administrative Conference should not recommend that binding arbitra-tion be substituted for adjudication, however, although management mightwish to consider arbitration as an optional alternative in individual agencies.The Commission probably would not accept arbitration as a mean for process-ing adverse action without Congressional approval. The Commission's GeneralCounsel has previously taken the position that such action would be an in-valid delegation of the Commission's responsibility under the Veterans Prefer-ence Act.5 In any case, arbitration could not be made the exclusive avenue ofrelief without amendment of the Act's provision entitling all preference-eligibles to a hearing before the Commission on adverse action.6 Acceptance ofarbitration is likely to come, if at all, only as part of larger reforms of thegovernment's policies respecting collective bargaining in the public sector. Itis a fair assumption, therefore, that for some time to come employing agenciesand the Civil Service Commission will continue to adjudicate contested ad-verse actions. The proposed recommendations are premised on that assumption.
5. Judicial review of adverse actions.-The availability and scope of judicialreview of administrative decisions to remove or discipline federal employees

are matters of considerable uncertainty and debate.7 An employee can nowobtain court review along two avenues-by suit in a district court or in theCourt of Claims-with resulting differences in possible remedies and variationsin the scope of factual inquiry. Although recent decisions announce disparate
standards for review of agency and Commission decisions, the federal courtsdisplay an increasing willingness to scrutinize adverse actions with care, per-bhaps even with suspicion.8

Two major issues involved in judicial review of adverse actions-the routeof review and its scope-are closely related to the problems addressed in thisreport. Their proper resolution depends significantly on the reception given
-the recommendations made here. If administrative hearing procedures wereimproved in accordance with the recommendations, one might willingly accepta scheme of review that confined the court to the administrative record. In avery real sense, therefore, the question of judicial review hinges on the issues
discussed here. It is beyond the Immediate scope of this report and recommenda-tions, but a logical next subject of analysis and resolution.

m. THE ADVERSE ACTION PROCESS IN OPERATION

A. Historical Development of Adverse Action Protections
The key protections of federal civil servants against arbitrary removal or-discipline are currently found in the Lloyd-LaFollete Act,1 the Veterans' Prefer-
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ence Act,2 and Executive Order 11491.3 The Lloyd-LaFollette Act prohibits the
removal of an employee in the classified service "except for such cause as will
promote the efficiency of the service," 4 and prescribes certain minimal pro-
cedural requirements for processing dismissals. Specifically, the act requires
that an employee be given advance notice and a written statement of the charges
on which his removal is based.5 The Veterans' Preference Act imposes addi-
tional procedural requirements,0 including the opportunity to respond to
charges orally and in writing, and authorizes employee appeals to the Civil
Service Commission from adverse agency decisions. 7 The statute, of course,
applies only to veterans of military service, 8 but Executive Order 11391 extends
its protections to all non-preference eligible employees in the classified service.9

Although the civil service concept is today commonly associated with safe-
guards against removal of the type contained in the Lloyd-LaFollette and
Veterans' Preference Acts,10 these protections are of comparatively recent
vintage. The Lloyd-LaFollette Act became law in 1912, but the Veterans' Pref-
erence Act-which first prescribed the procedural safeguards necessary effec-
tively to implement the substantive guarantees of the earlier law-was enacted
only in 1944. Non-veterans worked largely without procedural protection until
1962 when President Kennedy issued Executive Order 10988, whose provisions
have since been incorporated in Executive Order 11491.11

As noted earlier,12 the original civil service law, the Pendleton Act of 1883,13
dealt primarily with screening of applicants for federal employment. Except
for barring removal or other prejudicial action against employees for refusal
to contribute to a political party or render other political services, the Pendle-
ton Act afforded no protection against arbitrary demotion or dismissal.14 It was.
not until 1897 that any official action was taken to provide across-the-board
protection against arbitrary removal.' 5 Civil Service Rule 8, promulgated in
that year by President McKinley,' 0 provided that no employee in the classified
service should be removed except for "just cause" and for reasons given in
writing. The Rule also required that an employee facing discharge "shall have-
notice and be furnished a copy of such reasons, and be allowed a reasonable
time for personally answering the same in writing." In practice, Rule 8 pro-
vided only a shadow of protection. It did not accord employees the right to a
hearing or to confrontation, or provide for any external appeal frm agency
removals. Moreover, the limited protections the Rule did accord proved un-
enforceable in the courts. Treating it as a an expression of executive grace that
created no legal interest in employees, "the courts declined to take cognizance
of this provision and held that punishment for its violation rested solely with
the President . . ." 17

Shortly after taking office Theodore Roosevelt, a former civil service com-
missioner,' 8 revoked Rule 8.19 Although the Rule was subsequently revived
by President Taft, the executive made no effort to strengthen its provisions.2 0

The controversy over Roosevelt's action, however, finally provoked congres-
sional action to protect federal civil servants from arbitrary removal. Appar-
ently fearing that future Chief Executive might again revoke Rule 8, Congress
wrote its substance into statutory law in the Lloyd-LaFollette Act. 2'

The Key provision of the Lloyd-LaFollette Act prohibited removal of classi-
fied employees from the civil service "except for such cause as will promote
the efficiency of the service.... 22 Like Rule 8, the Act also prescribed the-
minimal requirements of notice, service of a copy of charges, and an oppor-
tunity to answer in writing with supporting affidavits.2 3 But the Act
likewise did not require that an employee facing discharge be accorded a
hearing of any kind. Indeed, it expressly provided that "no examinaiton of
witnesses nor any trial or hearing shall be required except in the discretion
of the officer making the removal." 24 Nor did the statute authorize any
appeal outside the employing agency which, as before 1912, retained final
authority to remove. 25

Since the Lloyd-LaFollette Act failed to go much beyond Rule 8's protections
against dismissal, one may infer that Congress was generally satisfied with
the modest safeguards it had accorded. At least in theory, the Act did
strengthen the position of federal civil servants. The adoption of statutory
restrictions on the removal power afforded a new opportunity for judicial
review of removals alleged to violate these restrictions; and the courts inter-
preted the Act as granting employees a legal interest In being free from
arbitrary dismissal. 2 6 As has been noted,27 however, their inclination was to-



2274

require no more than pro forma compliance with its provisions. The additional
protection accorded employee interests was thus very limited. As late as 1938,
an informed commentator concluded that the Act "seeems never to have
resulted in a successful effort by an employee to enforce his rights in the
courts although employees have repeatedly resorted to litigation." 28

In retrospect, the early service reformers' lack of concern about potential
abuses of the removal power is puzzling. 29 Dismissal of political opponents
would seem to be as routine a part of an effective spoils system as the appoint-
ment of political cronies. From the very first the civil service laws barred
discharges for political reasons, but without broader restrictions on removals
and a strong enforcement mechanism, no one could reasonably have believed
that political removals would not be effected sub rosa. Perhaps early reformers
were afraid that more effective restrictions on discharges might hamper
removal of incompetent or corrupt workers.30 An equally plausible explanation
was advanced by the Court of Appeals for the District of Columbia in United
States ea rel. Taylor v. Taft :31 "The entire policy of civil service has been to
restrict the power of appointment, not removal, because, once the right to
appoint is restricted within certain defined classifications, the reason for
political removals has ceased .... 32

Whatever the reasons for these early failures to curb dismissals, some
30 years elapsed after enactment of Lloyd-LaFollette before the Veterans'
Preference Act established significant procedural safeguards against arbitrary
removal. Even then, the motivation for the legislation was not high-minded
concern over the tenure of civil servants. Veterans returning from World War I
had experienced considerable difficulty in resuming their old positions or find-
ing any work at all. Well into the 1930's popular movies depicted veterans
forced into lives of crime because of their inability to obtain employment.33

As World War II drew to a close poltical pressures mounted to avoid a replay
of the post-World War I experience. The result was a range of laws designed
to ease the transition of veterans back into peacetime society, among them
the VIeterans' Preference Act.

The Act's primary objective was to accord veterans preferential treatment
in civil service hiring and related employment decisions. 34 Almost incidentally,
Section 14 added provisions making it more difficult to remove veterans from
federal positions. 35 Although it did not guarantee a trial-type hearing at the
agency level, Section 14 required the employing agency, at least 30 (lays in
advance, to furnish written notice stating in detail the resasons for a con-
templated discharge, and provided that the employee could answer personally,
as well as in writing.30 More significantly, Section 14 authorized a preference
eligible employee to appeal his removal to the Civil Service Commission, which
we required to investigate, grant a hearing, and submit its findings and
recommendations to the agency.37 A 1948 amendment to the Act required
employing agencies to follow the Commission's recommendations, which many
had initially regarded as advisory only.38 The original Act also extended the
"effliciency of the service" standard to other major disciplinary actions such
as reductions in rank or compensation, which had not been covered by Lloyd-
LaFollette, and required that such actions comply with the full range of
procedural protection applicable to removal. 39

B. Current Administrative Procedures For Adverse Actions
To implement the provisions of the Lloyd-LaFollette and Veterans' Prefer-

ence Act and Executive Order 11491, the Civil Service Commission has promul-
gated detailed regulations governing procedures for adverse actions.40 A case
may proceed through as many as three major stages: (1) agency procedures
prior to "adverse action," often referred to, in the case of removals as separa-
tion procedures; (2) administrative appeal from the action within the employ-
ing agency; and (3) appeal to the Civil Service Commission. This section
describes the process at each of these stages.4 '

Three preliminary observations are necessary. First, the Administrative
Procedure Act does not apply to adverse action cases, for section 5 specifically
exempts "the selection or tenure of an employee" from the Act's requirements. 42

Second, adverse action procedures in recent years have undergone continuing
change. 43 As recently as 1970, the Commission significantly revised these
procedures 44 and currently has additional changes under consideration. 45
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Finally, as the following description will make clear, existing procedures are
already elaborate and complex, comprising an administrative process that
possesses many trademarks of a refined, formal system.

C. Agency Pre-Action Procedures
Employing agencies have traditionally exercised initial jurisdiction in the

adverse action area. The Pendleton Act gave the Civil Service Commission
appellate jurisdiction only over removals for refusal to pay political assess-
ments.46 At first, the Commission read this provision as denying it even
informal authority to investigate non-political removals, 47 but later gradually
assumed an advisory appellate function. Shortly after the promulgation of
Rule 8, the Commission requested that agencies file with it copies of the
charges on which removals were to be based. 48 Soon the Commission, on an
informal basis, began to investigate agency removals for lack of compliance
with procedural rules.4 9 This investigative function was eventually formalized
by the creation of a Division of Investigation and Review, 50 and later of
the Board of Appeals and Review,5 1 but Commission recommendations regard-
ing removals remained advisory only, as Congress during the 1920's and 1930's
persistently ignored its requests for effective appellate authority.5 2 The
Veterans' Preference Act in 1944 gave statutory sanction to the advisory
appellate system, 53 although Commission appellate decisions were not made
binding on agencies. 54 Not until 1948 did the Commission acquire authority
to compel agencies to reinstate discharged employees. 5 5

Despite the increasing role of the Civil Service Commission, employing
agencies, as in 1833, have remained the primary repositories of adverse action
authority. 56 The decision to initiate an adverse action is entirely the employing
agency's. Agency, not Commission, personnel are in charge of procedures for
a proposed action and are responsible for deciding initially whether an em-
ployee should be separated or disciplined. Once an agency has taken adverse
action against an employee, the burden of initiating further review lies with
the employee. In removals the employee is usually dropped from the agency's
payroll as of the effective date of adverse action or upon receiving notification
of the action, whichever occurs last.57 Thus, an employee who appeals does
so on his own time, not the government's. Furthermore, it is only through
employees' exercise of their appellate rights that the Commission is brought
into the decisional process.

1. \Totice of proposed adverse action.-When an agency 58 has decided to
take action against an employee, ordinarily it must provide him with written
notice of the proposed action at least thirty days before it is to become effec-
tive.5 9 The Commission's regulations require that this notice state the reasons
for the proposed action in such detail as will enable the employee to have
adequate information on which to base a response.6 0 The specifications con-
tained in the notice of proposed charges delimit the grounds on which action
can ultimately be taken. Discipline based on other reasons would violate an
employee's statutory right to be apprised of the basis for a proposed action. 6

1

Prior to November 1, 1970, an agency was not required to make available to
an employee in advance of his answer or any hearing the evidence on which
it planned to rely to support its action. As a result an employee, although
apprised of the charges against him, sometimes found himself unable to rebut
the specific details of his employer's case. 62 This failure to require disclosure
also made it possible for an agency to act precipitously, without realizing
that evidence to support its action simply did not exist.6 3 The Commission's
1970 amendments of regulations remedied this deficiency by requiring that
material relating to a proposed adverse action be made available for review
by the charged employee.6 4 Evidence that the agency does not or cannot show
to the employee for any reason, such as its allegedly confidential or classified
nature, may not be relied upon.6 5

2. Opportunity to Answer.-After receiving notice of a proposed adverse
action, an employee must be afforded a reasonable time to answer the charges
and submit affidavits in his defense.6 6 Under the Commission's regulations,
what is a reasonable time "depends on the facts and circumstances of the
case." 67 Most agencies permit employees at least ten days in which to respond,
although the courts have been flexible in interpreting this provision. 6 8

An employee may answer either personally, or in writing or, if he chooses,
both personally and In writing.6 9 The right to reply personally does not, how-
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ever, imply that the employee has a right to a trial-type hearing at this stageof the proceeding, for in most agencies he does not. Commission regulations
require agencies to afford an employee one opportunity for an evidentiary
hearing, but leave them the option of providing the hearing prior to theinitial decision or delaying it until the employee appeals from an unfavorable
decision.7 0 All but nine agencies have chosen the latter alternative, providing
a hearing only on appeal. This approach is favored, among other reasons,
because a majority of adverse actions are not appealed (or are appealed
directly to the Civil Service Commission) and the number of formal agencyhearings necessary is ostensibly reduced.71L In most agences, therefore, an
employee's right to reply simply means that he may meet informally with arepresentative of the agency and advance oral representations that he hopes
will sway the final decision. 72 He has no right at this stage to present
witnesses or to confront and cross-examine the agency's witnesses.7 3 The-agency official before whom he appears must be in a position either to makethe final decision on whether action should be taken, or at least to recommend
what decision should be made. 74 In preparing and making his reply, an em-
ployee may have the assistance of counsel, of an union representative, or ofanother employee or person of his choosing.7 5

During the thirty-day notice period, the employee threatened with adverse
action is entitled to remain on active duty unless the agency finds that hispresence may result in damage to government property or be detrimental to-the interests of the agency.76 If such danger exists, the employee may be
temporarily assigned to other duties.77 In cases involving imputation of acrime for which imprisonment may be imposed in which retention on activeduty is undesirable, the agency may suspend an employee without pay after
providing at least twenty-four hours notice. Since such suspension it itself anadverse action, the employee must receive written notice of the reasons, aswell as be afforded an opportunity to answer this notice separately. 78 Thus,except in unusual cases, an employee is likely to remain on duty until afterthe agency has considered his reply and decided against him.7 9

Under the Commission's 1970 revisions of its regulations, an employee mayuse a reasonable amount of on-duty time to prepare his answer.80 This provi-
sion was added because an employee remaining on active duty was oftenunable, without using official time, to review documents or discuss his casewith individuals readily available only during working hours.81

3. Notice of decision.-After receiving an employee's answer, and assuming
no pre-action hearing is provided, the employing agency must render a "notice
of adverse decision" at the earliest practicable date, but not later than thetime the action is to become effective.82 Commission regulations do not specifywhich agency official must make the decision; nor do they provide standards
to guide agencies in assigning that responsibility.8 3 It is thus possible, though
not usual, that the final decision may be made by the same official whooriginally brought charges against an employee.8 4

The agency's written notice of adverse decision must inform the employee
of the factual grounds found to support the action and advise him of hisappeal rights, including the time limits for filing an appeal. 85 Prior to 1970,the final notice had only to discuss those charges relied upon by the agency,
even if the notice of proposed action contained additional charges. Thus anemployee, although the action against him might ultimately be reversed, couldhave outstanding allegations concerning his conduct on his employment record.Now, the agency's notice of decision must spell out which of the initial charges
have been found sustained and which have not.8 5
D. Agency Appeals Procedures

After receiving a notice of adverse decision, an employee who wishes toregain his job or to avoid disciplinary action is faced with a choice. Underpresent regulations, he may appeal either directly to the Civil Service Com-mission 86 or to the first appellate level within his agency.87 If an employee
appeals within his agency at this stage, he does not lose the right to appeal tothe Commission at a later date.88 He will forfeit his right to an agency appeal,
however, if he seeks Commission review in the first instance.8 9

The uniform right of appeal within the employment agency is of morerecent vintage than the right to seek Commission review. By executive orderin 1962 President Kennedy ordered each department and agency to establishinternal procedures for reconsideration of administrative decisions to take
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adverse action against employees.9 0 Previously, an employee's right to appeal
internally varied from agency to agency, and existing appeal procedures were
far from uniform.9 1 The President's order not only required all agencies to
establish appellate systems, but also required that they conform to uniform
standards and procedures. Guidelines for implementation of the order were
subsequently set out in the Commission's regulations.9 2

Internal agency appeals systems theoretically provide several benefits. Such
systems allow career employees to obtain review within their own agencies,
obviating the necessity of going immediately to the Commission for assistance.
Internal review is said to permit agency management an opportunity to correct
hasty or improper action by subordinates and to improve internal operations.
From the Commission's viewpoint, internal appeals supposedly weed out
less difficult and frivolous cases, thereby permitting it to serve a more general
policy making and over-sight function. Even assuming these benefits are
obtained, their cost has been greater complexity in the handling of adverse
action cases, including the possibility of successive evidentiary hearings-
one in the agency and another at the Commission-in may cases.93

1. The appeal-If an employee initially choses to remain within the agency,
he must file a written appeal with the appropriate agency official (who will
have been identified in the notice of adverse decision) no later than 15 days
after the action against him has been effected.9 4 An employee's appeal must
set forth clearly its basis as well as his request for an evidentiary hearing if
he desires one.95 In preparing his appeal, an employee may be assisted by
counsel, by his union representative, or by any other person of his choice.9 6

Commission regulations specify that the fifteen-day limit is to be strictly
observed, but permit the agency to extend the time when the employee (1) shows
that he was not notified about, and was unaware of, the time limit, or (2)
demonstrates that he was prevented by circumstances beyond his control from
appealing within the time liimt.Y7 In the unusual case that an employee remains
on active duty status after the adverse action, he is entitled to a reasonable
amount of official time to assist him.98

2. Opporun4ty for hearing.-An evidentiary hearing will be granted only if
an employee requests it in a timely appeal.9 9 Once a request is made, however,
the agency must ordinarily hold the hearing.' 00 If, contrary to the general
practice, a hearing was held prior to the adverse decision against the employee,
the agency may dispense with a hearing on appeal.101 According to the regu-
lations, a hearing may also be avoided when it is "impracticable by reason
of unusual location or other extraordinary circumstance." 102

3. Conduct of the hearing.-The Commission In 1970 significantly altered the
rules governing the conduct of adverse action hearings. Previous regulations
required the agency hearing to be conducted by a committee chosen in
accordance with agency regulations.103 Although under the regulations the
"committee" could consist of a single examiner, three-member panels were
common in several agencies. In some the committee would consist of one
person chosen by the agency, one by the employee and a third selected by the
first two.104 Hearing officers were not required to have legal training and
frequently lacked experience in conducting adversary proceedings.105

Before 1970, the hearing officer or committee did not have ultimate respon-
sibility for deciding employee apeals. HIs function was imply to hear and
record the facts so that the agency official charged with deciding the appeal
would have an adequate basis upon which to act.106 Agencies were allowed
the option of having the hearing officer or committee submit only findings of
fact or findings accompanied by a recommendation,103 and many agencies chose
the former course.109 Where the hearing officer submitted recommendations,
they were advisory only and the reviewing official was free to arrive at a
contrary decision.'09 The former regulations excluded officials with ultimate
decisional responsibility from serving on hearing committees, but they did
not bar praticipation by their subordinates."10

Agency hearing committees were subject to several criticisms."' With no
requirement of training or experience, every member of a committee might be
unfamiliar with the intricacies of civil service law and hearings, thus, were
often something less than full and adequate inquiries.1"2 The use of three-man
committees also frequently proved cumbersome. Because hearing offlcers were
sometimes subordinates of the deciding official, the system's objectivity was
questioned. A committee member might strive to be scrupulously impartial,
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but it is difficult to discount the subtle and unconscious influence of havingto report to an official with authority over the conditions, and perhaps eventhe continuance, of his tenure.1 13 Finally, the "advisory" status of committeerecommendations in many agencies caused some to doubt the significance ofagency hearings, particularly where adequate treatment of an employee'sappeal turned on assessment of the credibility of witnesses or similar subjectivefactors. Where hearing officers were confined to recording facts, such factorsoften got excluded from the decisional process. Even in agencies that per-mitted them to make recommendations, their influence was problematicalsince the deciding official was in no way bound by them.
The Commission's 1970 amendments swept away the committee system.Agency hearings now must be conducted by a single examiner. 114 Examinersmust meet standards of experience and training prescribed by the Commission,and must be selected through procedures it has approved.115 An examinermay not occupy a position directly or indirectly under the jurisdiction of theofficial who proposed the adverse action or who bears ultimate responsibilityfor decision, unless that official is the head of the agency." In the latter situa-tion, however, an agency may, but is not required to, designate an examinerfrom another agency."17
The new regulations accord the examiner's views substantial weight. Agenciesno longer have the option of limiting the examiner's report to findings of fact.The report must contain the examiner's recommendations,118 and the decidingofficial, unless he is the agency head, may no longer arbitrarily reject theexaminer's views. If he decides the examiner's recommendation is unacceptable,he must refer the case to a higher level of authority for decision, with a state-ment of his reasons for rejecting it.1"9 Although these changes have not elimi-nated the problems of the old system, they have enhanced the employee's oppor-tunity to receive a meaningful hearing.
Agency adverse action hearings are trial-type, though ordinarily less formalthan adjudicatory proceedings under the Administrative Procedure Act.120Both the employee and the agency may produce, examine, and cross-examinewitnesses,12' who testify under oath or affirmation.122 Documentary evidencemay also be introduced.123 The rules of evidence applicable in jury trials arenot strictly observed, but the examiner may exclude irrelevant or undulyrepetitious evidence.124 One justification offered for informality is that"adverse action proceedings are administrative in nature," and since "[t]hecause of action generally involves an alleged offense against the employer-employee relationship,.. . justice would not be served by converting theadministrative process to a judicial one." 225 This explanation, which bearssome flavor of the discredited notion that federal employment Is a "privilege'"that may be withdrawn at will by the government,'26 would have more forceif the presiding officers were professionals who were experienced in evaluatingevidence. A more persuasive justification is that rigorous formality mightdisadvantage employees who are not represented by counsel.127
Congress has not empowered either employing agencies or the Civil ServiceCommission to subpoena witnesses or documents in adverse action cases. How-ever, the agency must, if at all practicable, make its employees available aswitnesses when requested by the examiner to do so.128 Such a request isordinarily initiated by the employee and should be granted when, in theexaminer's opinion the testimony of the witness requested will aid the hearing.If an employee fails to request witnesses in the agency's employ in a properand timely manner, he may not later object to the absence of these witnesses.12 9

Under the old regulations, the practicability exception became a major loop-hole for agencies reluctant to produce witnesses. An agency's determinationthat production of one of its employees was impracticable was, for practicalpurposes, unchallengeable.130 The Commission in 1970 sought to close this gapby authorizing examiners to determine whether the absence of a witness makesa full and fair hearing impossible. If an examiner finds that a witness'presence is essential, he may now suspend the hearing until the agency andthe employee can arrange for his testimony to be produced.132 During theirappearance, witnesses who are employees of the agency continue in active-dutystatus and the regulations require that they be free from restraint, coercionand reprisal.132
The employing agency must keep a record of the hearing and supply a copyto the employee.13' Until 1970, however, agencies had the option of preparing
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either a verbatim transcript or a summary of the hearing. If only a summary
was supplied, the employee could object to sections that he felt failed accu-
rately to reflect the substance of the hearing, and his objections would become
par of the record.'3 4 These summary reports cause numerous problems,135
for they rarely reflected the nuances and inconsistencies in complex cases. In
1970 the Commission withdrew authority for use of summaries; all agency
hearings must now be reported verbatim.'3 6

The agency official to whom the hearing examiner transmits his findings
and recommendations must be at a higher administrative level than the
official who took the original adverse action. An exception is made where the
agency head made the original decision.'3 7 Review of the original decision
includes, but is not limited to, a review of issues of fact and of compliance
with agency and Commission procedural requirements.13 8 The deciding officials'
decision must be in writing, must contain specific fact findings, and must
notify the employee of his right to further appeal.13 9

E. Appeals to the Civil Service Commission
When Congress in 1944 gave the Civil Service Commission authority for

binding review of agency adverse actions,14 0 it spoke in very general terms:
The employee shall submit the appeal in writing within a reasonable

time after reecipt of notice of the adverse decision, and is entitled to
appear personally or through a representative under regulations prescribed
by the Commission. The Commission, after investigation and consideration
of the evidence submitted, shall submit its findings and recommendations
to the administrative authority and shall send copies of the findings and
recommendations to the appellant or his representative. The administrative
auhority shall take the corrective action that the Commission finally
recommends.' 4 '

The Commission accordingly has been relatively free to adopt the procedures
it believes will best fulfill its appellate responsibilities.

At a minimum the statute appears to require a de novo review of the facts.142

The language empowering the Commission to make binding recommendations
"after investigation and consideration of the evidence submitted" has been
read both by it and by the courts as contemplating more than an ordinary
appeal. In MoTiernan v. Gronouski,143 for example, the Second Circuit held
that procedural error within the agency review system was cured when the
employee received de novo consideration of his claim on appeal to the Commis-
sion.' 4 4 The statute seemingly also requires that appellants ot the Commission
have an opportunity for an oral hearing rather than simply a review of the
record,'45 although in some cases this hearing may amount to less than a full
trial-type proceeding.' 4 6

1. The appellate system.-The Commission operates a two-tiered system for
deciding employee appeals. Initial appellate authority had been delegated to
the Commission's regional offices, of which there are eleven. Second-level
review is before the Board of Appeals and Review, located in the District of
Columbia.' 4 7 Within each region, the CSC Regional Director is formally
responsible for adjudicating first-level appeals in adverse action cases. The
decisional authority actually exercised by appeals examiners in the regional
offices derives from the Regional Directors and is subject to their authority to
change proposed decisions. 1 4 8 Similarly, the Board of Appeals and Review
exercises the power of final decision on behalf of the Commission and subject
to its ultimate authority,'4 9 although, unlike the Regional Directors, the
Commissioners themselves rarely exercise their revisory power.

2. The initial appeal.-As previously noted, an employee may by-pass his
agency's appellate system and appeal an adverse decision directly to the
Commission.15 0 Or he may pursue an internal agency appeal and then appeal
to the Commission if the action is sustained.15' An employee may also appeal
to the Commission if, after appealing within his agency, he receives no deci-
sion within sixty days,'5 2 though few ever interrupt their internal appeal in
this fashion.

An employee's appeal must be in writing and filed within fifteen days after
the last action by his agency.15 3 An employee's failure to file within the speci-
fied period precludes him from appealing to the Commission, in the absence
of special circumstances.15 4 Upon being satisfied that an appeal is timely, the
CSC regional appeals examiner will instruct the employing agency to forward
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the case file. The appeal should set forth the employee's reasons for contesting
the adverse action, together with such offer of proof and pertinent documents
as he is able to submit.15 5 Employees are not held to rigorous standards ofpleading. If an appeal is formally deficient, the regional examiner will make an
effort to ascertain its basis and to clarify or supplement the record. Thispractice represents an important safeguard, since more than thirty percent
of all appellants to the Commission are unrepresented,15 6 but it often results
in a record before the Commission's regional office different from the one on
which the agency acted. If an employee fails to furnish additional information
with reasonable promptness, however, his appeal may be dismussed. Appeals
must be filed with the regional office in the region where the employee is
employed.15 7

3. Right to a hearing.-Appealing employees have a statutory right to a"personal appearance" before the Commission, which interprets this language
as requiring an evidentiary hearing and independent determination of the facts.
Thus an employee may have two trial-type hearings, one in his agency anda second on appeal to the Commission.'5 8 Prior to 1970, this possible duplication
may have had much to commend it, but since changes that year were designed
to increase the reliability of agency hearings, it is simply inefficient.159
Several factors, however, including the Commission's procedures, limit thenumber and scope of Commission hearings.

One factor is the attitude of employees. Only one-half of those who apepal
to the Commission request a hearing at that level.160 Although we have littleempirical data to explain this result, some explanations may be surmised.
Many employees may be satisfied with the hearings conducted by theiragencies. They may be aware that, having had one hearing, they will not get
a full retrial before a Commission appeals examiner and thus conclude thatthe cost, including the cost of travel to the Commission's regional office, mayexceed any benefit. In other cases, an employee may forego a hearing because
he believes the agency record is adequate or because of tactical considerations.

Prehearing conferences in most cases also limit the number, as well as thescope, of Commisslon hearings. The conference is conducted by the regional
appeals examiner, and is attended by the employee or his representative and
by an agency representative who has sufficient authority to modify the action
taken. The conference may provide an opportunity for the parties to reachsettlement, which will be binding on the parties. If, as in the great majority ofcases, no settlement can be agreed upon, the examiner will attempt to narrow
the issues for hearing.

Some employee representatives have voiced disapproval of the prehearing
technique on the ground that there is a conflict in the appeals examiner actingfirst as a mediator and then as judge. The practice nonetheless closelyresembles the pretrial conference authorized In the Federal Rules of both
Civil and Criminal Procedure.1'8 This practice has been reasonably successful
in the federal courts and its adaptation to administrative adjudications, suchas adverse actions, seems sensible.

Even when an employee insists on a hearing after the conference, he is notnecessarily assured a full re-trial of his case. By administrative practice, theCommission has determined that in cases in which a hearing was held at the
agency, its appeals examiner may properly restrict the scope of the Commission
hearing.162 The examiner, in his discretion, may decline to receive additional
testimony except as to matters not covered at the agency hearing or as tosubsequently discovered information. Some Commission "hearings" are thuslargely confined to oral argument on the basis of the prior record.

4. Conduct of hearings.-Except to the extent that the examiner restricts thescope of testimony, Commission hearings are similar to, but probably moreprofessional than, those conducted by employing agencies.163 Both parties mayproduce and cross-examine witnesses.164 Testimony is given under oath or
affirmation.165 The rules of evidence are again not strictly observed, but irrele-vant or repetitious testimony may be excluded. As at the agency level, allCommission hearings have been closed to the public.166

The Commission's examiner, however, plays a more important role than
most agency hearing officers. Although the Commission has required thatagency examiners possess prescribed qualifications, they need not be full-timehearing officers. Except in larger agencies, such as the Air Force, Army, Navy,and HEW, examiners continue to be drawn from other work for part-time duty
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presiding in adverse action cases. Commission appeals examiners, by contrast,
are specialized hearing officers whose sole duty is to review appeals from
agency decisions, although they are not qualified as hearing examiners under
the Administrative Procedure Act.'6 7

6. Initial Commission Decisions.-After considering the entire appellate
record,16 8 the Commision's regional office must issue a written decision con-
taining findings of fact and conclusions, specifying any corrective action
required, and notifying both parties of their right to appeal to the Board of
Appeals and Review.' 6 9 The decision is supposed to include an "analysis" of
the findings and a statement of the reasons for the conclusion reached.l7 0

Except upon specific authorization of the Commissioners, the regional decision
may not modify the agency's disciplinary action. Practically speaking, the
regional office is limited to affirming the action, or reversing it on either sub-
stantive or procedural grounds.171

6. Appeals to the Board of Appeals and Review.-After receiving the deci-
sion of the regional office, either party has fifteen days in which to appeal
to the Board of Appeals and the Review."72 This appeal too must be in
writing" 3 and must set forth the employee's or agency's full argument, since
there is no right to oral appearance before the Board."74 However, the Board
may in its discretion, though it rarely does, permit the parties to apear and
present oral arguments and representations."75

The Board of Appeals and Review consists of seven members who are
assisted by a pool of appeals examiners. When an appeal is received by the
Board, and after the arguments of both parties have been submitted, the
case is assigned to an examiner who prepares a proposed decision. The exam-
iner's draft is then circulated to two Board members. If both concur in a
disposition, it will issue as the decision of the Board. Only if the two disagree
will the case be reviewed by a third Board member.'7 6

The Board reviews appeals on the basis of the entire appellate file, which
includes the agency record, the record developed by the Commission's regional
office, as well as any further representations by the parties, which may be
factual as well as argumentative. Occasionally the Board will actively seek
out additional factual material a member or an examiner believes essential to
a fair decision. The Board may also call upon other bureaus in the Commission
for expert advice on the resolution of technical issues, such as the proper
classification of a job or the extent of physical disability. In neither case are
the parties to the appeal likely to be given an opportunity to comment on the
information the Board has solicited. If the Board finds the file is simply inade-
quate for resolution of the issues, it may remand the case to the Commission's
first appellate level so that further facts may be developed.'77

Decisions of the Board are in writng, but are not published or, until very
recently, available outside the Commission to any but the appellant and em-
ploying agency. Even internal circulation of Board decisions has been sharply
restricted. The Board's decisions are final and, if adverse, exhaust an em-
ployee's administrative remedies, for there is no right of appeal to the Com-
missioners.178

7. Discretionery Review by the Commissioners.-Although no appeal of right
lies to the Commissioners, an employee or agency may petition the Commis-
sioners for reopening and reconsideration of an adverse decision by the Board
of Appeals and Review."79 The regulations authorize reopening where the
petition establishes that new material evidence not previously considered has
become available.'8 0 or that the "previous decision involves an erroneous
interpretation of law or regulation or a misapplication of established
policy." 181 A case may also be reopened if the decision is of "a precedential
nature involving a new or unreviewed policy consideration that may have
effects beyond the actual case at hand, or is otherwise of sueh exceptional
nature as to merit the personal attention of the Commissioners. "182 Reopening
by the Commissioners is infrequently sought, and even more rarely granted.
Its theoretical availability serves more as a protection against Commission
embarrassment than as a significant additional protection of employee rights.
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IV. COMMENTARY ON PROPOSED RECOMMENDATIONS

A. Definitions and Standards
1. Redefining "adverse action."-Adverse actions currently include four types

of disciplinary action: removals, reductions in rank, pay, or grade (demotions),
suspensions for more than 30 days, and furloughs without pay. Since employing
agencies initiate comparatively few long suspensions or furloughs, and fewer
still are contested, it is appropriate to focus attention on the first two cate-
gories.'

Agency officials frequently lament the formality of adverse action hearings,
which feature confrontation, testimony under oath, cross-examination, and now
verbatim transcription of the record. Given the tenor of recent court decisions, 2

it is unlikely that the adverse action process could be supplanted by informal,
off-the-record investigations. More important, however, adverse actions are pro-
ceedings, among many for which formal adjudication is required, for which
such procedures usually make sense.

Reductions in rank or grade comprise the majority of adverse actions taken,
but most appealed adverse actions are removals. In well over 80 percent of all
appeals,3 the agency's action is based on the employee's inability or failure to
do the work-inefficiency in the colloquial sense-or on some kind of mis-
behavior, on- or off-duty, that is thought to impair his capacity to carry out
his responsibilities. Examples of such misconduct include absence without leave,
fighting on the job, destruction of government property, falsification of govern-
ment records, and indictment or conviction for criminal conduct.4 The essential
point is that most adverse action cases center on either the employee's per-
formance or his conduct.

These disputes are inevitably two-sided. Generally, the surrounding circum-
stances are known to both parties and can be easily proved. Disputed issues
of fact almost invariably involve past events that are not likely to recur. By
contrast with many other administrative proceedings, the credibility of wit-
nesses is often at issue, and witnesses are usually amateurs. Dispute customarily
centers on two issues: (1) did the employee do what the agency alleges, and,
if he did. (2) does his conduct or performance warrant the action proposed.
Although the second is a matter of judgment, it depends upon resolution of
issues of fact.5

The adjudicatory model that has evolved for handling such cases is better
equipped than others in common use to find the "true" facts. From the stand-
point of apparent fairness, it enjoys greater support among employees than any
other process save arbitration.4 Agency management would probably prefer
adjudication to arbitration because it more readily permits full implementation
of the agency's decision if the facts are proved.7 Measured by efficiency, the
present procedure will come up short against other, less formal alternatives,
including ex parte investigation. A process that did not require the simul-
taneous attendance of parties and witnesses would undoubtedly be cheaper.
But any procedure that permits external review of agency actions and affords
an opportunity for employee participation-as any legitimate procedure must-
will take longer.

A personnel action that results in a reduction of rank or pay clearly affects
an employee adversely in the literal sense. Its impact may be as harsh in the
long run as outright removal. Such actions, however, frequently have no puni-
tive purpose or flavor. The employing agency's reasons may be wholly unrelated
to the conduct or performance of the employee affected, and instead be
prompted by structural changes or budgetary constraints. A particular type of
job may be reclassified throughout government for reasons having nothing to
do with the employees who perform it. A notable example involves from 3000
civilian shipworkers in the Department of the Navy, which recently adopted
the Coordinated Federal Wage System. The new system, as did the old, pro-
vides extra pay for hazardous work, but the new classifications are not identi-
cal. These 3000 employees will receive approximately the same pay as before,
but under a schedule that results in a pro forma reduction in rank. They have
all challenged this change as an "adverse action," and each is theoretically
entitled to proceed individually through the Navy and Civil Service Commission
formal appeals systems.8

One could cite other examples. Position reclassification is the most common
reason for which agencies reduce an employee's rank or pay, but under present
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law each action must, if the employee demands, be processed through a system
designed for adjudicating issues of fact and assessing individual penalties. This
comparatively expensive process should be reserved for cases that have a
disciplinary purpose and raise issues of fact involving an employee's competence
or conduct; at the same time, employees should have adequate opportunity for
review of other decisions that essentially involve issues of efficiency or of
managerial judgment.9

A possible solution would be redefine "adverse action" to include only those
personnel actions taken for reasons relating to an employee's performance,
behavior, or past record. This essentially functional approach would make more
sense than attempting to confine trial-type procedures to specific categories of
personnel action. Many demotions are focused and disciplinary, but others are
not. However, this approach would require amendment of the Veterans Pref-
erence Act, which constructively requires an opportunity for a trial-type
hearing in the four named classes of cases without reference to the issues
involved.10

A partial, interim solution would be to permit consolidation of cases that
involve the same issue, such as those of the 3000 Navy shipworkers.11 Trial
type procedures would be tolerable in such cases, even though no issues of fact
were involved, if a single proceeding could resolve all identical claims. The
Civil Service Commission has been understandably reluctant, however, to sug-
gest that an agency may legally dilute an employee's hearing right by con-
solidating his appeal with all similar cases. Therefore, this approach, too,
might require Congressional action, and it would only ameliorate the problem
where an agency was taking identical actions against two or more employees.

A third possibility, which would not require legislation, would be to adopt
the rule-routinely followed in other adjudicatory settings-that an evidentiary
hearing need not be held when no issues of fact are raised.12 If an employee
threatened with demotion contests only the agency's classification of his job or
its reading of Commission's regulations-issues that are susceptible of resolution
without a "trial"-an opportunity to present arguments to management, per-
haps oral as well as written, affords adequate protection. The Commission's
regional appeals examiners are already accustomed to simplifying hearings
when an employee who has had an agency hearing wants only to reexamine
his own witnesses or those of the agency.' 3 An affirmation of the hearing
officer's authority to narrow the proceeding to the contested issues would
improve efficiency without sacraficing any employee interest. It could also
expedite cases that did involve an employee's performance or conduct by per-
mitting summary resolution of issues on which the parties did not disagree.14

Whatever steps are taken to eliminate the need for trial-type procedures in
cases for which they are not appropriate, agencies should not be able to
circumvent an employee's right to a hearing in a proper case by invoking
procedures that are nominally nondisciplinary. An employee should be able to
challenge the truth of the agency's contention that its action is based solely on
managerial considerations. One court has recently so held in the context of an
alleged agency attempt to secure an employee's removal by transferring him to
another city.'5

2. Defining "efficiency of the service." The quoted phrase is the sole statutory
standard by which the legitimacy of any adverse action is to be measured.
The legislative history of the Postal Service Appropriations Act of 1912 16 in
which the phrase first appeared is silent on its meaning, and neither the
Lloyd-LaFollette Act nor the Veterans Preference Act, which adopted it, pro-
vide any insight into Congress' intent. The core of the concept obviously was
Inefficiency in the colloquial sense: inability to perform in the job. But routine
Inefficiency is among the least frequent grounds for action, relied on in fewer
than nine percent of cases that are contested.' 7 Misconduct, on- and off-duty,
accounts for almost 46 per cent, while unspecified "other" reasons are offered
In another 27 per cent.

As the reasons for an agency Initiating disciplinary action move further
from the central criterion of substandard performance, the risks of official
interference with purely private behavior and government enforcement of
conventional morality increase. With growing frequency, the federal courts
have begun insisting that the government show some rational nexus between
an employee's behavior and its legitimate needs as an employer to justify his
Tremoval.' 5
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The generality of the statutory standard of "efficiency" creates serious prob--
lems of adequate notice. Not only do court decisions provide little guide as to
the types of behavior government agencies may legitimately forbid; it is often
difficult to discern what kinds of behavior agencies intend to treat as a basis
for disciplinary action. Many agencies have devised "tables of penalties,"
which not only attempt to identify disqualifying behavior but specify the
range of punishments particular offenses may carry.19 These provide better
guidance for employees than the statute itself, but invariably include a catch-all
category, such as "immoral, indecent, or disgraceful conduct," that permits
abuse.

The Civil Service Commission has done no better. In its regulations, 20 the
Commission has attempted to identify several reasons that will disqualify an
applicant or probationer, or justify removal of a tenured employee:

(a) Dismissal from [other] employment for delinquency or misconduct;
(b) Criminal, infamous, dishonest, immoral, or notoriously disgraceful

conduct;
(c) International false statement or deception of fraud in examination

or appontment;
(d) Refusal to furnish testimony as required by § 5.3 of this chapter;
(e) Habitual use of intoxicating beverages to excess;
(f) Reasonable doubt as to the loyalty of the person involved to the

Government of the United States; or
(g) Any legal or other disqualification which makes the individual unfit

for the service. (Emphasis added.)
This regulation is deficient both as a guide to agency management and as a

warning to employees of the sorts of behavior that will get them in trouble.
This is not to suggest necessarily that a court should declare the statutory
standard invalid without further administrative elaboration.21 Even as "fleshed
out" by the Commission, however, the statute remains an invitation to arbitrary
action by government agencies.

These problems of overbreadth and adequate notice are not easy to solve. It
may be impossible to define in advance all the types of behavior that can so
damage an agency's reputation or disrupt its program that removal is war-
ranted. Yet, most large agencies as well as the Commission in the course of
deciding appeals have developed a large, still essentially secret body of law
on the meaning of "efficiency." Each year, for example, the Commission's Board
of Appeals and Review applies this standard in more than 600 cases, 22 but its
decisions have not been available to the public or to other agencies and
employees. By drawing upon this body of precedents, the Commisison should
be able to amplify the statutory standard with much greater precision.
B. Procedures for Agency Hearing and Decision

1. Advice to employees and opportunity to respond.-An agency's letter of
proposed adverse action must provide sufficient details about its charges to
enable the employee to respond and prepare his defense. Although these letters
have frequently been a source of procedural defects, agency practice has been
improving. However, employing agencies need to do a better job of advising
employees about the consequences of proposed action and about the procedural
opportunities available to them. Ordinarily, the agency's letter recites in highly
formal language what the employee's rights are and how long he has to
exercise them. An employee of moderate sophistication should not have diffl-
culty understanding what is to follow. Yet many employees offer no resistance
whatever, and others later contend that they never understood what was
happening.2 3

In criminal cases, where every defendant has legal representation, the lan-
guage of indictment and plea may not inhibit communication. In a process
that involves numbers of relatively unsophisticated employees, more than a
third of whom have no representation,24 the government has an obligation to
communicate by means that every one can understand.

Agencies should designate one employee who would be responsible for seek-
ing out employees threatened with adverse action to explain what can happen
and what they can do about it. This emissary, or "adviser," should not under-
take to represent any employee, but should be prepared to advise an employee
to consult with his union, if any, or with private attorney. Such a professional
"adviser" would undoubtedly be viewed with suspicion by some employees,
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simply because he worked for the agency. He would not, however, bear the
stamp of the agency office that initiated the action, and communication of the
agency's message would not be confined to an ominous letter that simply
invites the employee to seek advice if he needs it.25

Under current regulations an employee must be given an opportunity to
respond to the agency's charges, in person as well as in writing, before the
action becomes effective. 26 If a trial-type hearing were made available before
any action could become effective, this right of reply would of course assume
less importance. While courts have treated the right as fundamental and
upset agency disciplinary actions in which it was neglected or impaired,27 a
full pre-action hearing at which an employee could defend himself by offering
evidence as well as argument would undoubtedly provide an adequate sub-
stitute.

Even so, the right of reply should not be discarded if it can be accorded
without significantly delaying the process. One assumes that an employee's
reply very rarely results in withdrawal of the charges against him.28 Although
in the past agencies often initiated actions without having all of the facts,
and forced the employee to correct errors of hasty investigation, managers now
rarely begin actions about which they have remaining doubts. Some agencies
even formally instruct supervisors not to send a letter of charges until they
have assembled an "iron clad" case.29 However, the right of reply affords some
possibility that an employee can change the agency's mind, and a real chance
that he can at least persuade his supervisors to reduce the penalty proposed.2 0

These possibilities alone may justify retaining a step in the process that
imposes few demands on the participants and need not delay a hearing.31

More importantly, the opportunity to reply permits an employee to assess the
strength of the agency's case in advance, and may induce him to acquiesce in
the action proposed without proceeding further.

2. Timing of hearing.-Most agencies do not make a hearing available to an
employee until after the proposed adverse action has become effective.32 Some
nine agencies-including the Department of HEW, HUD, and Justice, as well
as the Civil Service Commission itself 33-provide the hearing in advance, but
their caseloads comprise only a small percentage of all contested adverse
actions. The Department of the Navy shifted from a pre-action to a post-action
hearing procedure in 1967, and the Veterans Administration followed suit in
1971. Both agencies have large caseloads.3 4 Among the justifications offered
for these changes and for the prevailing practice is the claim that providing
a hearing in advance prolongs the process. However, neither Navy nor the VA
has yet provided statistics comparing their experience before and after shifting
to a post-action hearing.

Our own investigations have yielded somewhat ambiguous evidence. The
data demonstrate that cases in which hearings are held do require longer to
decide.35 The problems, apparently, are coordinating schedules, assigning hear-
ing officers, and preparing transcripts; the hearings themselves rarely last
more than a day whether held before, or after, the action becomes effective.
The data also show that, in 1970, agencies that provided hearings in advance
of taking action processed cases faster (on average) than agencies that made
a hearing available only afterwards.3 6 However, the first group also held hear-
ings relatively less frequently, 37 and their superior speed in disposition may
be attributable to that fact alone. One cannot, therefore, conclude that a pre-
action hearing system actually disposes of cases faster. At the same time, the
data clearly do not show that holding the hearing afterwards helps shorten
the process.38

Two other arguments are made in favor of post-action hearings. First, it Is
claimed that requiring a hearing before action can become effective would
significantly inhibit government managers from taking effective disciplinary
action because they would have to face and work with a threatened employee
every day until the hearing was held. Furthermore, other employees would feel
insecure in their work, or become skeptical of management discipline, if em-
ployees threatened with removal remained on the job until a hearing.39 This
argument, it should be noted, assumes that ordinarily it will take a good deal
longer than 30 days to hold and act upon any hearing. Under present regula-
tions, an employee must be given at least 30 days' notice of a proposed adverse
action; thus, unless the agency acts also to suspend him pending removal,
supervisors and fellow workers must function for at least a month with the
threatened employee in their midst. 40
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The second argument in favor of the present practice, seldom articulated but
widely shared, is that postponing the hearing discourages employees from
challenging their removal, and thus reduces the potential caseload. As discussed
above, our data raise doubt whether this hope is realized. Moreover, this
justification may partially be discounted, even if factually supported. The
government should not structure procedures to discourage those they are
designed to protect from invoking them. A similar argument was made in
favor of postponing the hearing given welfare recipients on termination of
benefits, and squarely rejected by the Supreme Court in Goldberg v. Kelly.4 '

This is not to suggest that employees who have received a letter of charges
do not represent a problem for employing agencies. When the agency's charges
relate to serious misconduct on the job or criminal activity threatening per-
sons or property, an employee's continued presence on duty may indeed be
disruptive. Furthermore, agencies have an interest in avoiding frivolous cases
that are contested simply to postpone the effective date of disciplinary action.

The Supreme Court has never held that due process requires the government
to afford a hearing before it can remove a tenured federal employee. A District
Court in California recently held that on the facts before it a pre-action hear,
ing was not constitutionally requisite,4 ' which less than two months ago a
three-judge District Court in Chicago ruled that the government must provide
tenured employees a hearing in advance of removal. 43 Space does not permit
discussion of all the relevant legal authorities, but a brief summary of the
central cases should make clear that the constitutional issue is by no means
free from doubt.

In Goldberg v. Kelly, supra, the Supreme Court held that due process re-
quires that welfare recipients be given a hearing before benefits can be cut off.
Because the Court emphasized the financial plight of persons on welfare, some
commentators and subsequent cases have read the decision as limited to its
immediate context. In Ricucci v. United States,4 4 however, two judges on the
Court of Claims concluded-in a case involving removal of a federal employee-
that Goldberg stood for the broader principle that government may not impair
important private interests without first providing notice and opportunity for
a hearing.4 5

During its last term, the Supreme Court had occasion to amplify its holding
in Goldberg v. Kelly. The vehicle was Fuentes v. Shevin,4 6 a case challenging
the constitutionality of pre-judgment replevin statutes in Florida and Pennsyl-
vania, which permitted a creditor to repossess goods from a defaulting buyer
without prior hearing. The Court struck down these laws, in the process
affirming a broad reading of Goldberg v. Kelly and specifically rejecting the
suggestion that that decision, or the principle for which it stood, was limited
to deprivations of "necessities." 47 The Court stated that postponing a hearing
until after government acts can be justified only in "extraordinary" circum-
stances. One passage from the Court's opinion is particularly relevant here:

A prior hearing always imposes some costs in time, effort, and expense,
and it is often more efficient to dispense with the opportunity for such a
hearing. But these rather ordinary costs cannot outweigh the constitutional
right.

4 8

A third case warranting discussion is Carb'oneau v. Foxgrover.4 9 Carboneau
was the fire chief at Miramar Naval Air Station in California, against whom
the base commanding officer initiated removal proceedings because he had
stored plastic explosives near the main firehouse, in violation of Navy regula-
tions. He had also purposely reduced the crash rescue capability of the fire
department by failing to assign a crew to one of the station's two trucks and
by sending the second truck to another area. Carboneau sued to enjoin his
removal, on the ground that the Navy had not afforded him a pre-termination
evidentiary hearing.

The district court rejected his contention, declaring that Goldberg v. Kelly
was limited to deprivations of necessities. The court concluded that the Navy's
Interest in removing Carboneau from duty promptly, in light of the seriousness
of the charges against his reliability and the sensitivity of his job, outweighed
his interest in being heard first. The court also emphasized that Carboneau
had been given a opportunity prior to removal to reply to the charges before
another officer. 50

As a statement of constitutional law, the Carbonean decision Is questionable
on several counts. First, the court nowhere mentions the Supreme Court's ruling
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in Fuentes v. Shevin, which explicitly rejects the notion that the Goldberg
principle is confined to cases of "brutal need." Second, the court treats the
employee's right to respond to charges as an important protection against
groundless action, although there is no evidence that agencies generally, or the
Navy, frequently terminates proceedings at this stage.5 1 Third, the court
ignores the possibility of achieving a closer balance between the interests of
the interests of the employee and those of the agency. The Navys' undeniable,
legitimate concern that Carboneau not be in a position to jeopardize the lives
of pilots and others was allowed entirely to nullify any interest of his.5 2

The final case on point is Kennedy v. SancheZ,5 3 decided on October 24, 1972.
Kennedy, a field representative of the Office of Economic Opportunity, was
removed from his job for making derogatory public statements about his
agency and supervisor. (The court's opinion is notably lacking in detail about
the content of these statements or the audience to which they were made.) He
challenged the agency's action on the ground, among others, that failure to
afford him a pre-action evidentiary hearing violated due process. The three-
judge court, citing Gotdberg, Fuentes, and Micucci, agreed. "The clear implica-
tion [of these cases] is that absent such a specialized interest, a prior hearing
must be afforded before government employees may be discharged." 54 The
court concluded that Kennedy's lack of opportunity before being removed to
be heard by an impartial agency official, to present witnesses, or to confront
adverse witnesses contravened "minimal procedural requirements" for a valid
procedure.5 5

The issue of the timing of the hearing is undeniably controversial. On bal-
ance, however, the case against providing a hearing in advance- which is
manifestly fairer to the employee-does not withstand scrutiny. The asserted
efficiency of the present practice has not yet been supported by evidence;
agencies that postpone the hearing in 1970 disposed of cases less rapidly than
those that afford a hearing in advance. This was partly because they held
relatively fewer hearings, which tends to undermine the contention that fewer
cases need be heard when the hearing is postponed. If other, more recent
evidence revealed that fewer hearings were required under the post-action
procedure, one would be concerned that such a system discouraged employees
from contesting their removal even in meritorious cases.

The timing of the hearing unquestionably affects which of the parties will
be interested in expediting disposition. Under the prevailing practice, agencies
have little incentive to decide cases because employees bear most of the costs
of delay. 5 6 If the hearing were required before removal, employees potentially
would benefit from scheduling difficulties and procrastination. The real answer
to this dilemma is to speed up the scheduling and completion of hearings,
which should be faciliated by the use of trained Civil Service Commission
hearing officers who tolerate no unnecessary delays.

Efforts to speed up the process of decision should concentrate on the arrange-
ments for, rather than on the conduct of, hearings. Some time could be saved
by allowing employees no more than ten days in which to reply to agency
charges, and requiring agencies to act upon an employee's reply promptly,
e.g., within five days. Hearing officers should be authorized to designate the
date for hearing, and to be grudging in granting postponements. Rigid time
limits should be prescribed for completion of the hearing officer's recommended
decision and for the agency's action upon it. Accelerating disposition will not
be easy, but can be accomplished.

One cannot ignore the argument that it would be difficult for government
managers to live with a requirement that an employee must always be allowed
to remain on the job until after a hearing. The very nature of the charges
may sometimes justify an agency in removing an employee from the premises
promptly, because of the danger he may pose to other employees, government
property, or a placid work environment. 5 7 The claim is also made that morale
and discipline will suffer if government supervisors feel they must go through
a "trial" to prove facts about an employee's behavior they are convinced are
true before the employee can be removed from the premises. Whether or not
legitimate, this attitude is real and should be considered.

The recommendation proposed is intended to accommodate both employee
and agency interests. It would require an opportunity for a hearing prior to
termination of an employee's pay, thus relieving him of the principal pressure
to abandon his defense and find other employment. At the same time, it would
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permit an agency considerable leeway in reassigning the employee or placing
him on administrative leave pending any hearing and the agency's final de-
cision, thereby protecting office morale.5 8

3. Hearings open to the public.-Agency and Commission hearings are not
currently open to the public or to the press. Both agencies and the Commission
historically have justified closed hearings in terms of protecting employee
privacy and facilitating calm, informal exploration of the issues.5 9 More re-
cently the Commission, in refusing an employee's request to open his hearing
to the public, also cited the possibility of disruption."0

Several interests must be weighed in deciding whether adverse action hear-
ings should be open. The public has an interest in monitoring the administra-
tion of justice at all levels of government, though it is weaker in this setting
than in the criminal context. Employing agencies and the Commission have
an interest in the orderly and efficient conduct of hearings that would entitle
them to prevent disturbance, exclude disturbers, and minimize the costs of
accommodating spectators. Except in rare cases involving national security,
however, they have no legitimate interest in preserving the secrecy of their
hearing processes or the facts they produce. An employee has potentially con-
flicting interests, on the one hand, in preserving his privacy and, on the other,
in open processes that inhibit arbitrariness.

In the author's judgment, an employee's privacy interest outweighs the pub-
lic's interest in witnessing his case.6" He should continue to have the right
to exclude all non-participants. His interest in an open hearing, should he
request it, can be reconciled with the legitimate administrative needs of the
agency or Commission. No agency need advertise its proceedings, or provide
accommodations for numbers of spectators greater than likely to attend the
average hearing.62 Furthermore, an agency should be free to control disruptive
behavior by excluding the offender(s) or closing the hearing. The overwhelming
majority of adverse action hearings will not generate sufficient public interest
to require seating arrangements, much less crowd control. Among the few
controversial cases that might, moreover, the employee more often than not
will opt for privacy.

The recommendation that in all but extraordinary cases the hearing should
be public if the employee requests it is consistent with and indeed may be
required by, the recent decision of the United States Court of Appeals for
the D.C. Circuit in Fitzgerald v. Hampton.63 Fitzgerald, though formally re-
move from his position with the Air Force through a reduction-in-force, was
nonetheless given a hearing by the Commission to contest his removal,6 4

which he claimed was in retaliation for his testimony before Congress about
cost overruns in the Air Force C5A program. The Commission, howevem re-
fused Fitzgerald's request that the hearing be open to the public and to the
press. The court of appeals unanimously held that due process entitled Fitz-
gerald to an open hearing, rejecting the Commission's arguments that such a
requirement would hamper the "search for truth," deter witnesses who could
not be compelled to testify, and make it difficult for the hearing officer to
preserve decorum.65 Literally read, the court's opinion would leave agencies
no option but to open their hearings even if the Conference adopted no recom-
mendation.

4. Hearing officers appointed by the (Cixil Rervice Commission.-At the pres-
ent time, each employing agency is responsible for providing its own hearing
officers, although some smaller agencies borrow one from another agency.6 6 A
hearing officer must meet basic Commission training requirements and for
independence from the official proposing the action.67 For larger agencies with
substantial caseloads-the VA, Treasury, HEWV, and the military departments-
these requirements pose no problem. Army has recently established its own
pool of full-time examiners who preside in all of the department's adverse
action and other personnel appeals throughout the world.6 8 Smaller agencies,
however, must often use examiners who, though they may have been exposed
to Commission training, have virtually no hearing experience.

Several reasons warrant placing all examiners under the supervision of the
Commission. This plan provide experienced examiners to agencies whose annual
caseloads do not fully occupy even one examiner, and spare them the dis-
ruption of having to take their only employee who has Commission training
off regular duty. It would strengthen the competence and experience that
examiners in larger agencies may develop for themselves. Most importantly,
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it would introduce an outside, independent vice at a much earlier stage in the
hearing process, increasing employee confidence and minimizing the likelihood
that an agency will become locked into a position that cannot withstand ex-
ternal scrutiny.

Some agencies may complain that this proposal would make it more difficult
for them to correct their own errors, and would substitute procedural ex-
pertise for sympathetic understanding of their unique needs.6 9 But it is doubt-
ful whether sympathy for an agency's mission is important in an official who
is responsible for compiling a complete factual record of an employee's be-
havior. So long as examiners take a tolerant view of the relevance of evidence,
nothing an agency wants considered is likely to be excluded. Furthermore, if
the examiner's recommended decision is then submitted to the agency, the
agency will have an opportunity to justify its action in terms of its mission.
An agency that believes that standards of employee behavior may legitimately
differ among agencies will have an opportunity to make its case. Moreover,
under the present system, an employee can avoid his agency's appeal process
altogether by appealing directly to the Commission, where his hearing will be
before a Commission appeals examiner who may have no understanding of the
agency's special disciplinary needs.

A second objection to the proposal for Civil Service Commission hearing
officers is more troublesome. The Veterans Preference Act is construed as
according all preference-eligible employees a "right" to an evidentiary hearing
at the Commission.70 This right is already curtailed by the practice of the
Commission's regional appeals examiners of limiting repetition of the agency
hearing, and by the Commission's own regulation that prevents an employee
who appeals to a second level within his agency from thereafter appealing to
the Commission. But the question remains: Would a hearing before an ex-
aminer appointed and employed by the Commission, who would submit findings
and a recommended decision to the employing agency, plus the availability of
ultimate review by the Commission, satisfy the Veterans Preference Act? 71
If not, legislation would be needed to implement this recommendation.

The proposed recommendation leaves the matter of hearing officer qualifica-
tions to the Civil Service Commission. It is assumed that the Commission will
prescribe qualifications of training and experience that would ensure that these
presiding officers will be competent to conduct personnel hearings of an
adjudicatory type. The recommendation omits any requirement that hearing
officers be attorneys or have a specified minimum level of experience. Several
agencies employ very competent hearing officers who are not lawyers. Further-
more, the omission of specific qualifications is consistent with the recommenda-
tion's primary objective, which is to assure hearing officer independence from
employing agencies.

5. Government burden of proof.-The Commission's regulations do not specify
who shall have the burden of coming forward with evidence and the burden
of persuasion. Most participants in the process view it as the agency's responsi-
bility to prove its case, even though ordinarily the hearing is not held until
after the action has become effective. 72 Yet there are recurrent complaints that
some agencies and some Commission regional examiners fail to adhere to this
principle.7 3 Common understanding may effectively assign responsibility for
producing evidence in most cases, but the matter should not be left in doubt.

The Commission's regulations should specify: (1) Agencies have the burden
of coming forward with evidence in all cases and, accordingly, shall proceed
first at the hearing. (2) Agencies shall have the burden of persuading the fact
finder, by a preponderance of the evidence, that an employee is guilty of the
offenses charged. (3) A hearing officer may terminate an action against an
employee after hearing the agency's evidence, if he concludes that the agency
has failed to meet its burden of persuasion on all charges that would support
disciplinary action.

6. Prehearing conference and narrowing of disputed i8sue8.-The purposes
of this recommendation are adequately summarized under paragraph A.1,
SUpra.7 4

7. Assembling a complete record.-Most Commission appeals examiners
assume responsibility for probing all of the facts underlying an agency's case,
not simply those that the agency or employee developed at the agency hearing.
Agency hearing officers, by contrast, are generally less inquisitive and more
willing to allow the parties to dictate the scope of inquiry.
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The hearing officer in adverse action proceedings should be free to question

or cross-examine, to suggest avenues of exploration not pursued by the parties,

and to request additional documentation-particularly if the employee is not

represented.*5 The hearing officer should be responsible for compiling a com-

plete evidentiary record which should not be subject to supplementation either

before the deciding agency official or on appeal to the Commission.
In practice, however, the factual complexion of a case may change dramati-

cally as it proceeds from the agency's first level, to the Commission's regional

office, and finally to the Board of Appeals and Review. 7 6 Because of the Veter-

ans Preference Act guarantee of a hearing before the Commission, compounded

by the Commission's failure to define the scope of its review, both the regional

examiners and the BAR permit fresh representations by the parties and occa-

sionally seek new facts themselves. 77 Thus, the case the Board finally reverses

sometimes is quite different from the one the agency upheld.
The willingness of regional appeals examiners and of the BAR to accept

new evidence is justified as protecting employees, who may have failed to pres-

ent the best case before the agency. Even so, the practice can only be defended

as a means of compensating for the inadequacies of the agency hearing. If the

hearing officer responsible for the initial hearing were experienced and inde-

pendent, he should be able to elicit all of the testimony and documents needed

for fair decision and meaningful review. Moreover, although the present prac-

tice may aid employees, it also affords employing agencies an opportunity to

"correct" their own earlier omissions. All parties should prefer a procedure

under which, except for evidence that would be admissible in court after trial,

the factual record is closed with the completion of the hearing.' 8

Whether the bearing officer should accept proposed findings of fact or writ-

ten argument after the hearing is concluded is problematical. Presumably he

will wait until the transcript has been prepared before completing his recom-

mended decision. It might be helpful to allow the agency and the employee to

submit arguments to the hearing officer after they had read the transcript but

this would delay disposition. Since most hearings consume less than a day,

allowing five days following distribution of the transcript might not signifi-

cantly postpone the decision. However, the same objective could be achieved

more simply by providing the parties with copies of the examiner's proposed

decision together with the hearing transcript and allowing both sides to submit

written arguments to the deciding agency official.79
8. Hearing otleer's decision.-The hearing examiner should submit his rec-

ommended decision to the employing agency official responsible for deciding the

case. The purpose for this is to allow the employing agency new opportunity to

review disciplinary actions taken by lower authority. The official's decisior

should be final for the agency, which should be able to make whatever person-

nel action he approves fully effective at this point. If the deciding official's

decision is to dismiss the action, whether or not the examiner so recommended,
the case should terminate. If the deciding official accepts the hearing officer's

decision against the employee, his decision should be appealable directly to the

Commission. If he does not accept the hearing officer's decision exculpating the

employee or proposing a lesser penalty, he should prepare a decision in writing

which includes a statement of his reasons. Under present regulations, he would

be required to refer the case to higher agency authority. 80

This referral requirement was designed to enhance the independence of the

hearing officer and the importance of the agency hearing. 81 The requirement

contributes to delay, however, and would afford no significant advantage if

hearings were conducted by Commission examiners. It is only when the decid-

ing official would not adopt the examiner's favorable recommendation that an

employee might gain from referral to higher authority. Requiring the deciding

official to state his reasons, as part of the record subject to review, would

reduce the risk of initial arbitrariness. In addition, the Commission would be

more likely to reverse an agency's action in favor of a decision recommended
by its own examiner rather than by an employee of the agency. The present

rule builds in an additional procedural step in cases where further review by

the agency seems unlikely to change the result, and that are likely to be

appealed to the Commission.
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9. Situpoena power for hearing offleers.-No agency or Commission hearing
officer has authority to subpoena witnesses in adverse action cases. There have
been complaints about the reluctance of agencies to make employees available
to testify on behalf of an appellant. Such incidents should become less fre-
quent under the Commission's regulation authorizing hearing officers to post-
pone a hearing until the agency makes available an employee whose testimony
is considered essential.8 2

The refusal of witnesses who no longer are, or never were, in the govern-
ment's employ to become "involved" is potentially a more serious obstacle to
assembling a complete record. The problem may be partly one of money. A
ruling of the Comptroller General permits employing agencies to pay the
expenses of non-government witnesses in adverse action hearings, but they
cannot reimburse for lost wages. 8 3 Nor can they compel the attendance of any
private citizen who refuses to cooperate, even if his testimony might vindicate
the threatened employee. It is difficult. however, to determine how frequently
either problem arises,8 4 though private attorneys who practice in this area
have called attention to it before. To the extent off-the-job behavior may be a
legitimate basis for adverse action non-government witnesses will remain
important.

Because of the lack of hard evidence that the inability of hearing officers to
subpoena witnesses has been a significant problem, the Committee has followed
the suggestion of the Council that no recommendation to authorize the issu-
ance of subpoenas be proposed at this time. A second factor in the Committee's
thinking on this issue was the recognition that authorization for subpoenas
would unquestionably require legislation. Finally, the question of subpoena
power in adverse action cases may properly be considered in any future gen-
eral inquiry into the use of mandatory process in administrative proceedings.

The failure to propose any recommendation with respect to the use of sub-
poenas should in no way weaken the Civil Service Commission's current regu-
lations, which in substance obligate employing agencies to make their
employees available as witnesses. 8 5 At the same time, it is understood that the
initial responsibility for requesting the attendance of witnesses in the agency's
employ rests with the employee himself.8 6

C. Procedures for Appeals from Agency Decisions
1. Agency appeals systems.-From the employing agency's final decision to

accept or reject the hearing officer's recommendation, an employee could appeal
directly to the Civil Service Commission. Agency appeals systems, as they now
operate, would still have an opportunity-at whatever level it chose-to
review actions taken by local installations after receiving the hearing officer's
recommended decision. In designating the official(s) to render the final agency
decision an agency would of course have to balance the desire to maintain uni-
formity in discipline and the desire to disperse responsibility for decision.
Under the system proposed, employing agencies could reexamine every con-
tested adverse action initiated by local authority, because an employee could
no longer appeal directly to the Commission and circumvent his agency's inter-
nal review system.8 7 The primary difference is that an employee would con-
tinue to receive pay during the agency's consideration of his case. In short, it
is probably more accurate to say that the recommended system would rechar-
acterize, rather than eliminate, agency "appeals" systems.

The proposed recommendation would entail two additional changes. No
ageney would be permitted to maintain a second appeals level for adverse
action cases, as five now do.8 8 These second levels serve little purpose. They
adjudicated only 61 cases in 1970. In addition, since an employee can, and
most do, now ignore his agency's second level and proceed directly to the Com-
mission, they cannot be justified as affording employing agencies a second
opportunity to review their decisions. Furthermore, under the recommendation
no employee would forfeit an opportunity to seek Commission review as do
employees who now appeal to their agency's second level.8 9

2. Single appeal to the Commission.-A central premise of the proposed rec-
ommendation is that the system for adjudicating adverse actions should give
employing agencies one opportunity to correct their errors and guarantee
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employees at least one opportunity for external administrative review. Accord-
ingly, a single level of post-action review in the Commission is proposed, which
would consider cases on the record assembled at the agency. A second appeals
level within the Commission would add substantially to the time required for
final decision without providing employees additional protection against arbi-
trary agency action. 9 0

Arguments can be made that the Commission's appellate authority should be
lodged in its eleven regional offices, which are accessible to agencies and
employees, and which collectively could more easily absorb an increased case-
load. Except for such short-run convenience, however, there would be few
advantages in decentralizing appellate responsibility. Dispersion of decisional
authority would permit inconsistent decisions among the regions, a problem
that exists now partially because both regional and BAR decisions are not
readily available. Little evidence exists that the regional offices possess a
unique appreciation of local agency needs that support differing qualifications
for federal employment. Moreover. it is doubtful whether the system should
facilitate expression of local prejudices. -Most regional appeals examiners are
qualified, conscientious, and fair, but these are not qualities dependent on
location.9 1

Furthermore, if appeals are confined to the record, with no further introduc-
tion of evidence permitted, the convenience argument loses much of its force.
Centralizing the Commission's appellate function would make oral argument
more costly, but in the long run would yield uniformity, independence, and
efficiency. A dispersed appeals system would almost certainly lead eventually
to creation of some central authority to correct what are perceived as serious
errors and reconcile inconsistent results, i.e., a second appellate level.

Accordingly, all employee appeals should be directly from agencies to the
central appellate authority in the Commission. This would necessitate enlarg-
ing the present Board of Appeals and Review, or any successor, and employing
additional staff, but these costs would be more than offset by savings achieved
through the elimination of an entire appellate level.92

3. Appeal record.-The record on appeal should consist of the record assem-
bled by the Commission-appointed hearing officer during the agency hearing;
the hearing offlcer's recommended decision; the agency's decision; and any
written arguments the parties desire to submit. Only if an employee could
show he was justifiably unaware of evidence, or prevented from introducing it,
at the time of the agency hearing could the Commission accept any evidence,
and then only subject to the agency's opportunity to respond. Except in
responding to such evidence presented by an employee, the agency should not
be allowed to introduce additional facts to strengthen its case. 9 3

4. Power to modify agency decisions.-Although agency appellate levels fre-
quently reduce the punishment meted out to employees by local installations,
the Commission's appellate offices for practical purposes never formally modify
agency penalties.9 4 The Commissioners themselves retain authority to reduce
agency penalties, but they delegate it only in response to specific request by
the Board of Appeals and Review. The BAR rarely seeks such permission to
reduce the penalty an agency has imposed.9 5 Theoretically, therefore, the Com-
mission's regional offices and the BAR must either affirm an agency's action, or
reverse it for procedural error or for lack of support for the penalty imposed.
They cannot accept the agency's fact findings but disagree with its disposition,
or impose a lesser penalty when only some of the agency's charges are upheld.
This constraint on Commission disposition is justified by the argument that
the Commission should not second guess agency disciplinary judgments. 9 6 The
practice exacts costs in terms of both fairness and efficiency.

The recurrent theme of employee appeals to the Commission Is that the
agency's action far exceeds the offense, which the employee frequently admits.
A likely result is that the Commission's appellate offices affirm actions that
they privately believe are too harsh. In addition, it is widely acknowledge that
regional appeals examiners reverse cases on procedural grounds that would
otherwise be viewed as harmless when they find an agency's action excessive.9 7

Employees thus suffer excessive penalties because of the Commission's reluct-
ance to revise agency judgments, while at the same time procedural reversals
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often exaggerate the importance of comparatively insignificant and rarely pre-
judicial departures from form.98

The Commissioners should delegate their power to modify agency decisions
to the central appeals authority. A few agencies may object to the Commis-
sion's second-guessing their judgments.99 Most would acquiesce in occasional
revision of their penalties in return for fewer procedural reversals. Operating
through a single level of appeal, the Commission should be able to achieve uni-
formity in exercising the power to reduce agency penalties, and seize the
opportunity to rationalize penalties throughout the federal service. Further-
more, with authority to consider penalties openly, rather than through the sub-
terfuge of procedural error. the Commission's appellate authority could distin-
guish between procedural effects that potentially affect fairness and those that
do not.

5. Decisional proces8.-When a case now reaches the Board of Appeals and
Review it is assigned to one of several appeals examiners for preparation of a
proposed decision. After a decision has been drafted, the case file is circulated
to a member of the Board for his concurrence, revision, or correction. Once he
has approved a decision, the case is submitted to a second member of the
Board. If he concurs, the decision will issue under the signature of the
Board's chairman. If the second member disagrees with the disposition pro-
posed, the case is submitted to a third whose vote determines the outcome.
Dissents have not been reported to the agency or the employee.100

One would feel more comfortable if cases were examined by at least one
Board member before a decision was drafted. Many appellate judges and
agency heads follow a similar practice, however, directing a law clerk to pre-
pare a proposed opinion before they have studied a case. So long as Board
members take responsibility for decisions, their method of reaching them must
be their own.

The chairman's practice of signing all decisions and the failure to announce
the views of individual members are likewise troubling.101 It is probably indis-
pensible for the Board to operate, de facto, in panels of three, as do the fed-
eral Courts of Appeals, but the chairman's signature misleadingly implies that
the decision is the work of the board en bane. There is no good reason why
Board members should not be permitted formally to register their disagree-
ment with cases about which they feel strongly. Announced dissents would
breathe some life into the process and perhaps aid judicial review.10 2

Finally, so far as possible, cases should be assigned among Board members
by lot or rotation, not on the basis of their backlogs. Long-time observers of
the BAR believe the members differ sharply in their attitudes toward cases,
which is hardly surprising, and that the outcome of an appeal can depend
upon which members decide it. While the influence of philosophic differences
cannot be eliminated from the decisional process, doubts that panel composi-
tion is solely a matter of chance should be laid to rest.

6. Authority of Commissioners to reopen.-The Civil Service Commissioners
are responsible for formulating federal personnel policy. An employee or
agency that believes a decision of the Commission's appellate authority
departs from, or threatens, established policy should continue to be able to
petition the Commissioners to reopen the case.103 This avenue of review is
rarely pursued, and should remain an extraordinary remedy. Yet it affords the
Commissioners an opportunity in important cases to clarify or redirect discipli-
nary policy. In considering petitions to reopen, the Commissioners should not
receive advice from any Commission official who previously was involved in
the decision of the case, or provided advice on it to the employing agency.104

Nor should they be required to announce reasons for refusing to reopen a case.
7. Release of Commission deoisions.-Like decisions of the Commission's

regional offices, those of the BAR are distributed only to the parties involved
and, infrequently, among other Commission offices.105 Although it is said that
stare decision does not govern disposition of adverse action appeals, many
regional appeals examiners and the BAR maintain files of their own decisions
and attempt to reach consistent results in like cases. During recent years one
Board niember has been compiling an index of BAR decisions to facilitate
internal research.10 6 Some agencies whose own caseloads generate recurrent
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problems and produce pressure for consistent treatment have developed their
own case files. However, employing agencies do not know, except by word of
mouth or judicial decision, about cases begun by other agencies. Commission
regional offices are familiar with their own precedents and with BAR decisions
in cases they originally adjudicated but not with cases from other regions. Pri-
vate lawyers representing employees lack even this limited access to the
administrative precedents. Union representatives are often able to draw on
personal experience, but may never learn about cases that did not involve
union members.107

In short, although the adverse action process is in fact precedent-oriented, it
has produced no published or available case law. it is as though the NLRB
published no decisions and union and employer representatives had to rely on
the labor cases decided by the federal courts. The situation is probably worse,
for relatively fewer adverse action cases reach court, and until recently judges
were rarely willing to consider any but procedural issues.'0 8 Furthermore, the
Commission has not attempted to amplify the substantive law of employee dis-
cipline through regulations defining "efficiency." 109

The Commission and employing agencies have routinely justified refusal to
disclose decisions as protecting employee privacy, as well as federal funds.
There are two possible answers to the privacy claim. On a theoretical level,
one could argue that the public's interest in the operations of government out-
weighs the employee's interest in privacy, as in the case of court proceedings.
Without reaching that issue, however, it is possible to accommodate employee
privacy and the public's right to know. Deletion of names, dates, and perhaps
locations (although not the names of agencies or descriptions of Installations)
from agency and Commission decisions would prevent any but coincidental
identification of the employees involved, without nullifying the value of the
decisions as guides to employee performance and behavior. There would appear
to be no reason why the BAR index of decisions should not be available on
the same terms."10

Sanitizing decisions for release would entail modest expense. An intelligent
clerk could delete identifying passages from the average five-page BAR deci-
sion in 15 minutes. If he processed 20 cases a day, he could keep pace with
the production of the Board members themselves. The Commission need not
bear the cost of distributing decisions beyond the parties and among its own
offices. Decisions could be supplied to other agencies, employee unions, private
lawyers, and libraries on a paid subscription basis, and made available for
inspection at the Commission without charge.

There could be some additional expense. Release of appellate decisions would
probably cause both the agencies and the Commission to increase efforts to
inform federal employees about significant cases, and about the increasingly
desirable contours of the "efficiency" standard.

Another reason it is rumored, that decisions are not released is that many
could not withstand public scrutiny. This charge is exaggerated, but not purely
hyperbole. Few commission decisions seemed wrong, but opinions often failed
adequately to justify, or even explain, the result reached. Ipse diarit is the
dominating characteristic of some decisions, which detail the offense(s) the
employee was found to have committed but rarely discuss why the action
upheld would "promote the efficiency of the service.""' The "thrust" of such
decisions-if that is the appropriate term-is simply that the employing
agency could reasonably have concluded that its action would satisfy the stat-
ute.

Recommendations that simply urge an agency to do a better job are not
likely to have much impact. Therefore, it would be pointless to recommend
that the Commission and employing agencies write better decisions. But deci-
sions are very likely to improve if they are required to be made public, and
thus open to criticism.
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D. Ex Parte Communications
1. Commission advice to agencies.-It is not uncommon for a Commission

regional director or even appeals examiner to be consulted by an agency about
the steps it should follow in adjudicating a particular case, or for the official
consulted to give such advice."12 Under the proposed system for adjudicating
adverse action appeals, the Commission's appellate authority should neither
respond to nor initiate communications with employing agencies about particu..
lar cases. It would be manifestly improper for any appellate official to advise
an agency about the prosecution of a case and later participate in deciding the
employee's appeal.s

The Commission itself would remain responsible for establishing and revis-
ing adverse action procedures, and for providing agencies with information
about the operation of the system in general. Such information could be highly
detailed and precise, e.g., including examples of letters of proposed charges.
Even in particular controversies, it would be short-sighted to forbid all com-
munication between the agency and the commission. Consultation with Com-
mission officials before any letter of proposed charges has been issued is more
likely to persuade the agency that it has no basis for initiating action than to
provoke action that the agency would not have taken on its own. Once a letter
of charges has issued, however, no Commission official should provide aid to
the agency, whether or not he might later be involved in deciding a possible
appeal. If the Commission is to function successfully as an adjudicatory
agency, there should not be even the appearance of its involvement in agency
prosecution of individual cases.

It should be noted that under the system proposed, agencies should less
often require advice about handling particular cases, because hearings should
be conducted by hearing officers appointed and trained by the Commission.

2. Ex parte and command influence.-It is credibly alleged that some Com-
mission regional directors exercise considerable control over the disposition of
cases by their appeals examiners."14 As the regional directors assume responsi-
bility for decisions, they should be expected to look before they sign. But often
the reasons that prompt their exercise of decisional authority reportedly have
little to do with the merits of cases, or respond to communications outside the
record. When the regional director intervenes, it is usually to affirm the agen-
cy's action.

To the extent such influence prevails, it threatens the fairness of the process
in two ways. The inputs that cause a director to revise the appeals examiner's
decision, although relevant, may not be known to the employee and thus he
may have no opportunity to rebut them. There is the further danger that cases
will be decided on grounds that bear no relation to the merits, a danger that
is heightened in a system that requires no public explanation of decisions.

Commission regional directors could not influence the disposition of appeals
under the recommended system, of course, since appeals would come directly to
the Commission's central appeals authority. Off-the-record communications
could still prejudice the process, however, if no rule against co parte contracts
were adopted. The opportunities for illegitimate influence would be considera-
bly reduced if no further factual representations, ex parte or otherwise, were
permitted after the record was closed."15 In addition, the Commission's appel-
late authority should observe a rule against ex parte contact that requires dis-
closure of, and an opportunity to respond to representations on behalf of
either party in a case before it.

Finally, the same rule should apply to information or assistance solicited by
the appellate authority on its own motion. The appellate authority should only
receive evaluative assistance from experts-e.g., disability experts or job clas-
sification specialists-on the record, subject to the right of both parties to
respond. Hearing officers who preside at agency hearings should, of course be
subject to similar constraints.
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B. Role of the Civil Service Commission

The Civil Service Commission not only adjudicates individual cases and

exercises primary responsibility for establishing the procedures that governing

all agencies in removal and discipline cases, it is also responsible for formulat-

ing and implementing government personnel policy. The superficial inconsis-

tency of these roles has provoked charges from several quarters that the Com-

mission should remove itself altogether from deciding adverse action

appeals.1 1 G The thrust of the argument is two-fold: (1) As management's per-

sonnel advisor, the Commission is incapable of viewing employee appeals objec-

tively or of fairly assessing managerial claims. (2) Whether or not actual bias

can be shown, the Commission is viewed by employees as an arm of manage-

ment, and this alone undermines confidence in the system.
I am not persuaded that responsibility for final adjudication of adverse

action cases should be removed from the Commission. While some Commission

decisions seem wrong, their defects are less often a product of a managerial

bias rather than carelessness, lack of candor, or misjudgment. The failures are

principally failures of quality, not predeliction. There are cases that support

the critics,1 17 but not enough of them alone to justify creation of a new

agency. Furthermore, the Commission's adjudicatory functions can be better

insulated from managerial pressures, and other steps taken to enhance impar-

tiality. The specific proposals have already been discussed.'
1 8

It is not uncommon for government agencies to combine responsibility for

formulating policy with authority to adjudicate individual cases that test its

application. The Food and Drug Administration, the Federal Trade Commis-

sion, the Securities & Exchange Commission-indeed most major regulatory

agencies-are examples. In these instances, experience and expertise are

thought to outweigh the risks of systematic bias, which can be inhibited by

appropriate separation of functions 119 and, in the final analysis, cured through

judicial review. On this theory, one can justify assigning responsibility for

deciding adverse action appeals to the agency most knowledgeable about gov-

ernment personnel policy.12 0

In addition, there is an important difference between the role of other agen-

cies and that of the Commission in adverse action appeals. The FTC, for

example, both initiates cases and later decides them. But except when one of

its own employees is involved, the Civil Service Commission is not the moving

party in any adverse action. It may have a stake in the efficient implementa-

tion of government personnel policies, but it has not previously taken a posi-

tion respecting the employee involved.
A final argument against shifting responsibility for disposition of adverse

action appeals from the Commission to some other agency is that such action

would require Congressional approval."

CONCLUSION

A final word may be in order to forestall one objection to the procedural

scheme embodied in the proposed recommendations. If one were devising pro-

cedures for personnel disputes for the first time, unencumbered by precedent or

statute, one might produce a less formal, less complicated system than that

proposed. The present system, however, is already highly judicialized. Further-

more, many of its features-such as the requirement of an evidentiary hearing

at some stage, are clearly required by the Constitution.12
2

While several of the proposed recommendations would contribute to formal-

ity, they are designed primarily to enhance the fairness of procedures that are

already undeniably adversary. Many other of the recommendations are

intended to expedite disposition and ellminate duplication. For example, the

recommendations would eliminate an entire level of appeallate review, and

limit employees to a single evidentiary hearing. In short, the proposed reforms

would simplify an already complex process and ensure greater fairness for

employees.

95-328-73 - 4



2298

PROPOSED ADVERSE ACTION PROCEDURE

Action Proposed
(30-day notice)

Opportunity to Reply
(orally and/or in writing)

Offce'sRecommended Decision
(toagecyofficial & to parties~)

Parties' Objections
(to recommended decision)

Final Agectio Proposed

(action effective).

Appeal
(on record)

15 days

10 days

15 days

I

CSC Appellate Authority ,

Decision of CSC
(final agency action) .

Reopening by Commissioners
(discretionary-rare)

Court __ I

Cor eve.
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V. CoUNSEL IN ADVERSE ACTION CASES

A. Use of Representation by Employees
The Committee makes no recommendation at this time on the important and

-controversial issue of whether counsel should be provided for employees who

cannot afford to pay for representation. A threshold reason for avoiding a rec-

ommendation is that the underlying issue is broader than the adverse action

context and raises questions concerning the need for counsel for indigents in an

wide range of administrative adjudicatory proceedings. Secondly, data concern-

ing the availability of counsel to federal employees is scanty. Finally, available

evidence about adverse actions fails to establish any correlation between repre-

sentation and eventual success on appeal.'
1. Right to counsel.-It should be emphasized that the issue here is not

whether employees have the "right" to be represented in adverse action pro-

ceedings. Under present Civil Service Commission regulations, an employee
against whom adverse action is proposed may be represented in replying to the

agency's charges, in preparing for and appearing at any evidentiary hearing,

and in processing any further appeal. The representative can be practically
anyone the employee chooses: a friend, a fellow employee,2 a union or other
,organizational spokesman,3 or a private attorney. If the representative is a

fellow worker he, like the employee charged, is entitled to time during work-

ing hours to prepare and participate, and is protected against constaint or

coercion by the agency.4 Apart from this very limited form of government sub-
sidy, however, no provision is made for assisting employees to find or pay for
representation.

2. Frequency of representation.-Based on data from fiscal year 1970,

roughly one-third of all appellants proceeded without representations.5 Approx-

imately one-third rely on union representatives, and roughly one-fourth employ

iprivate attorneys.6 The remainder are represented by other groups or individu-

als, e.g., veterans organizations, Legal Aid, OEO lawyers, fellow employees, etc.

Agency and Commission officials believe the percentage of represented employ-

-ees is increasing, but there is no later data to document this impression.
We do not know how many employees subject to adverse action-not simply

those who appeal-have representation. Available data disclose a striking cor-

Telation between representation and employee decisions to appeal further,

either to the Commission or to an agency second level.7 That correlation alone

would suggest that far fewer non-appellants than appellants are represented. A

-few employees who decide not to appeal may have consulted an attorney, and

others may have sought and been denied union assistance, but it is difficult to

believe there are many in either category. However, because we lack informa-
tion about the universe of employees subject to adverse action-such as age,

-grade, or pay scale-it is impossible to determine why more employees do not

have representation. Inability to pay may be part of the explanation, but we
have no idea how large a part.

3. Distribution of representation.-Representation appears to be proportion-
ately distributed among appellants measured by almost every criterion. The

only significant exception to this generalization is that appellants contesting
removal are much more likely to be represented than those appealing some

'lesser action.8 One finds no notable disparities in frequency of representation
based on grade or pay.9 Wage Grade and Postal Field Service employees rely
more on union spokesmen than GS scheduled employees, more of whom employ
private attorneys, but the percentage of unrepresented employees does not vary
significantly among these groups.10 Among employees with from 3 to 30 years

of service, frequency of representation in agency appeals remains almost con-

stant at roughtly 65 per cent." Employees in the lowest grades are repre-

sented slightly less frequently, but employees in the highest grades-who pre-

sumably can best afford representation-rely on it least.12 The disparities are

small, however, and probably insignificant. Several factors are probably operat-

ing here, in addition to ability to pay. Employees undoubtedly weigh what

they perceive to be their chances of ultimately defeating the action against

them, their opportunities for other employment, and the importance of the jobs

tbey are. losing, as well as their need or desire for professional advice and

assistance.
4. Effects of representation.-Based solely on employees who appeal, our

-data suggest that having representation does not make much difference in the
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outcome. In fiscal 1970, employees with no representation of any kind fared aswell in agency appeals systems as those with union or attorney spokesmen,'3and actually prevailed more often before the Commission.14 One must be verycautious, however, in attributing significance to the figures on this point. Weknow practically nothing about the cases unrepresented employees won, or whythey did not have representation. Conceivably, many realized they did not needhelp (although the low success rate of employee appeals generally casts doubton this hypothesis). Unions may devote more efforts to harder cases that arewon less frequently. Or many successful employees may have had assistance inpreparing a written appeal although they did not appear with counsel, andaccordingly were recorded as "self represented."
It is particularly difficult to explain why unrepresented employees not onlywon on procedural grounds more often than on the merits, but won on proce-dures far oftener than employees who had attorney or union representation.'

One cannot believe these successful appellants recognized at the outset thatthe agency had committed a procedural error that would eventually requirereversal and therefore decided to dispense with representation. As these proce-dural reversals were more common among Commission decisions, there is amore likely explanation. Because the Commission's regional offices cannotreduce agency penalties, it is reported that they frequently find proceduralerrors to upset agency actions they regard as to harsh. 'Most appellants claimthat the agency's punishment was excessive and many, including a high per-centage of those who "represent" themselves, make no other argument. Thus,the surprising frequency of procedural reversals in favor of employees withoutrepresentation may simply reflect examiner solicitude for appeals for clemency,and not indicate that employees are able adequately to represent themselveslThis does not of course explain why unrepresented employees fare no worsebefore the agencies.
Apart from the uncertain relationship between representation and success oilappeal, our data reveal other, less equivocal correlations. Employees who arerepresented are twice as likely to request an evidentiary hearing as those wvhoare not.1" They are more likely to press their appeals beyond the initial levelof decision, either to the Commission or to a second level within theiragencies.18 And the appearance of a representative adds significantly to thetime required for decision.'9 There is no suggestion here that representativespurposefully delay the process. Since an employee is ordinarily out of a jobduring the appeals process, he gains little by delay. There are two more likelyexplanation. Adding another participant to the process makes coordination ofschedules more difficult. In addition, employing agencies and the Commission

examiners may proceed more cautiously in appeals by represented employees,perhaps because they raise more issues or are more persuasively argued, orperhaps because representation means that a case is more likely to beappealed.
B. Constitutional Considerations

Space does not permit extended discussion of the "right to counsel" issuesinvolved in the adverse action process. Accordingly, only the basic outline ofanalysis will be suggested, but it supports the basic conclusion that the failureto provide counsel for indigent employees does not violate due process. This isnot to suggest that some scheme for supplying representatives for employeeswho cannot afford them should not, for other reasons, be considered.
Since current regulations permit an employee to have representation at allsignificant stages of the process, it may seem a matter only of academic inter.est whether due process would independently require this opportunity for coun-sel. However, the suggestion that failing to provide counsel for indigentemployees may violate equal protection depends on the availability of represen-tation to employees who can afford it.20 A persuasive argument could be madethat the Commission could not now constitutionally prohibit employees fromappearing with legal counsel. Although the rules of evidence are relaxed inadverse action proceedings, it requires skill to marshal and present facts, andthe ability to analyze agency regulations and distinguish earlier decisions maybe important In contesting the sanction proposed by the agency. Moreover, anemployee's opportunity to present witnesses and to confront and cross-examinethose of the agency may be substantially diluted without legal assistance. 21

For' thse aid' other reasons, the right to be represented by counsel-as distin-
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guished from the right to have counsel appointed-may be considered as
important to a fair hearing in this as in other administrative contests.22

The question arises then. if counsel is essential to a fair hearing, why must
not the government provide counsel for employees who cannot afford to pay
for one.2 3 There are several answers, none entirely satisfactory but which
together warrant postponing any recommendation that counsel be appointed.

First, the overwvhelming majority of cases suggest that the failure to provide
counsel in this and similar contexts is not unconstitutional. No court has held
or even suggested that an employee in an adverse action proceeding who
cannot afford an attorney must lie provided one. In a closely related context,
the Sixth Circuit recently held that the Air Force was not obligated to provide
counsel f:ar black civilian employees who challeneged alleged discriminatory
employment practices under the departments Equal Employment Opportunity
procedures. 2 4 In Goldberg v. Kelly, the Supreme Court, quoting Powell v. Ala-
bama,2 5 held that a welfare recipient should be allowed to appear with counsel
at any pre-termination hearing, but refused to require that representation must
be provided.2 6 Finally, last term the Supreme Court refused to decide whether
due process requires appointment of counsel for indigents charged with parole
violation.

2 7

Standing against the Supreme Court's conspicuous silence are the arguments
of commentators that appointment of counsel in adjudicatory proceedings
threatening deprivaion of vital individual interests should be a matter of con-
stitutional coummand, 28 and a provocative decision of the Federal Trade Com-
mission. In In re .4nmerican Chirnchdilla Corp.,29 the Commission ruled that
when a respondent in an adjudicatory proceeding made an adequate showing
of indigence, he was entitled to have counsel appointedl. The respondent was
charged individually with making false and misleading representations to pros-
pective purchasers of his company's breeding stock. Significantly, the Commis-
sion based its decision neither on its own rules of practice, which provide par-
ties to hearings 'all . . . rights essential to a fair hearing," 30 nor on the
Administrative Procedure Act. which grants "any person compelled to appear
in person before any agency or representative thereof the right to be accompa-
nied by counsel." 21 Rather, the ground of decision was constitutional due proc-
ess:

We have no doubt that . . . where an adequate showing of financial ina-
lility is made out, a respondent is entitled to counsel. We can think of
nothing less conductive to fairness and due process in administrative pro-
ceedings than to pit the power of the state, armed with all the panoply of
the legal machinery (funds, investigatory resources, staff of skilled attor-
neys, etc.) against a single individual and then deny that individual the
right to counsel when he denies the allegations and specifically asserts
that lie cannot afford counsel. 3 2

If the assumptions of this decsion were accepted by a majority of the Supreme
Court, it would be difficult to resist the conclusion that due process requires
appointment of counsel for indigent employees threatened with removal. The
sanction is serious. and the reasons for removal frequently carry a stigma that
will persist beyond the loss of employment. At this writing, however, the pre-
cedents do not require provision of counsel.

Moreover, the proposed recommendations should provide significant addi-
tional protection for the unrepresented employee. The proposal that every
agency appoint an officer who shall seek out employees threatened with
adverse action to provide information about the nature of the process, includ-
ing the possible availability of representation outside the agency, should
reduce complaints by employees that they did not understand what was hap-
pening. The recommendation that all hearings be conducted by examiners
appointed by the Civil Service Commission will interject an outside, inquisitive
voice into the process at the time when it can hell).

Finally. any scheme for providing counsel for indigent employees must
assume not only that representation is likely to contribute to success, but that
employees forego representation because they cannot pay for it. The available
evidence does not support either assumption, although as noted we lack infor-
mation about employees who do not appeal. By definition, government employ-
ees are receiving pay, at rates that are comparable to those paid in private
industry and, for the overwhelming majority, are well above the criteria of
indigence in criminal cases. The recommendation that employees continue to
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receive pay until after any hearing will sustain their ability to afford counsel
during the stage of the process at which representation is likely to be most
helpful. Undoubtedly, employment of an attorney entails expense that employ-
ees are reluctant to bear, and may for that reason avoid, but we have no evi-
dence that significant numbers fail to appeal or appeal without representation
because they cannot pay.

FOOTNOTES-PART I

2 See generally, Kaufman, "The Growth of the Federal Personnel System," in S.W.
Sayre (ed.), The Federal Government Service 7 (1965).

'The civil service is divided into two major classes, the competitive service and the
excepted service. Entrance into the competitive service, sometimes referred to as the
classified service, is controlled by the competitive service examining process. 5 U.S.C.
§ § 3301-64 (supp. IV, 1965-1968). Excepted positions are not subject to the examining
process, but are covered by other provisions of the civil service laws and regulations.
See 5 CFR part 213, subpart C (1971). Within both the competitive and the excepted
services, certain categories of employment have a particular effect on employee tenure.
These include the categories of probationary or trial period employment. 5 CFR part 315,
subpart H (1971) ; 5 CFR Sections 2108, 3309, 3502(a) (2), 7512, 7701 (supp. IV, 1965-
1968). Of less importance, but still pertinent to the tenure distinction, are the subcate-
gories of temporary employment, term employment, employment outside of the executive
branch, and employment for which Senate consent is required. 5 CFR 5 752. 103(a)
(1971).

As of 1968 the breakdown of Federal employees by category was as follows:

Competitive service -2, 500, 000

Career 1, 907,000
Career-conditional -439,000
Temporary and indefinite -154, 000

Excepted serivce ----------- ------------------------ 210, 000

Permanent -127,000
Other -83,000

U.S. Department of Commerce, Statistical Abstract of the United States 395, Table No.
568 (1968).

o Civil Service Act of 1883, ch. 27, 22 Stat. 403.
' The present statutory authority for the civil service system is found primarily in

5 U.S.C. parts II, III (1970). For a history of the expanding functions of the Civil
Service Commission, see generally, P. Van Riper, History of the United States Givit
Service (1958).

r Van Riper, for one, is critical of the increasing bureaucratization of the civil service:
[Ilncreasing red tape, greater procedural controls, more restrictive dismissal pro-

cedures, and more review and appeal boards-all in the name of justice, security, and
fair play for civil service employees, are wreaking havoc with flexibility, administrative-
discretion, decentralization and ultimately the individual again.

Van Riper, supra note 4, at 529. Cf. W. L. Riordon (ed.), Plunkitt of Tammany Hall
11-16 (1963).

The late Thurman Arnold, on the other hand, took the view that the Civil Service
Commission fails adequately to protect Federal employees:

"Actually * * * the civil service affords practically no protection in the tenure of
Government service. The head of a department, if he is conscientious, can always get
rid of an employee by the process of reorganization that abolishes his job. If he is not
conscientious, he can file a list of charges against an employee, listen to the employee's
defense in an absent-minded way, and then fire him. The employee can appeal to the
courts if he wants to spend his money uselessly ' * *'
T. Arnold, Fair Fights and Foul 151 (1965).

1See generally, Craver, "Bargaining in the Federal Sector," 19 Lab. L.J. 569 (196S)
J. Smith, "Executive Orders 10988 and 11491" and "Craft Recognition in the Federal
Service," 48 Mil. L. Rev. 1 (1970) ; Donoian, "Recognition and Collective Bargaining
Agreements of Federal Unions"-1963-1969, 21 Lab. L.J. 597 (1970); Wray, "Crisis in
Labor Relations in the Federal Service :" An Analysis of Labor Management Relations
in Federal Service Under Executive Order 11491, 37 Brooklyn L. Rev. 79 (1970). Also
see Wellington & Winter "The Limits of Collective Bargaining in Public Employment,"
78 Yale L.J. 1107 (1969).
' See, e.g., Recent Decision, "Dismissal of Homosexuals from Government Employ-

ment :" The Developing Role of Due Process in Administrative Adjudications, 58 Geo.
L.J. 632 (1970) ; Note, Federal Employment of Homosexuals; Narrowing the Efficiency
Standard, 19 Cath. L. Rev. 267 (1969) ; Note, Government-Created Employment Dis-
abilities of the Homosexual, 82 Harv. L. Rev. 1738 (1969). See also Mirel, "The Limits
of Governmental Inquiry Into the Private Lives of Government Employees," 46 B.U.L.
Rev. 1 (1966).

aSee generally, R. Vaughan, The Spoiled System (1972); Chaturvedi, "Legal Protec-
tion Available to Federal Employees Against Wrongful Dismissal," 63 N.W.U. L. Rev.
287 (1970) ; "Adverse Action Symposium :" The Development and Exercise of Appellate
Powers in Adverse Action Appeals, 19 Am. U. L. Rev. 323 (1970) ; Berzak, "Right's
Accorded Federal Employees Against Whom Adverse Personnel Actions are Taken," 47
Notre Dame Lawyer 853 (1972).

95 U.S.C. Section 7511(a) (1970). 5 CFR §§ 752.101, 752.201(b), 752.301(b) (1971).
'5 A recommendation implicit in this statement is that the Civil Service Commission

and employing agencies must substantially improve their methods of recording adverse-
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actions and appeals. At the present time no government agency keeps a complete count
of all adverse actions taken against Federal employees.

11 The Civil Service Commission retains a computerized record of all personnel actions-
including adverse actions-affecting Federal employees whose social security numbers
end in "5." The assumption is that social security numbers are randomly distributed
through the Federal workforce, thus making the experience of this 10 percent representa-
tive of the experience of all Federal employees.

12 These figures are my own extrapolation from the Civil Service Commission's 10 per-
cent sample for each of the 3 years. Except for the total for fiscal year 1970, the figures
correspond closely to those in the annual accounting of personnel appeals compiled by
the Commission's Office of Appeals Program Management. See U.S. Civil Service Com-
mission, "Appeals Program Selected Data: Fiscal Years 1969, 1970, and 1971." The
Commission's figure for total adverse actions taken in fiscal 1970 exceeds 19,000, with
demotions accounting for most of the difference.

Historically, the Post Office has accounted for more adverse actions initiated and
actions contested than any other department or agency. Although here again computation
is difficult, it would probably be appropriate to discount my government-wide totals by
roughly one-third to approximate the caseload throughout the rest of the government.
This share is not high when one considers that the Post Office (now the United States
Postal Service) employs no more than one-fifth of all Federal civilian employees.

'3 The traditional attitude of the Federal courts towards employee discharge cases is
discussed in Chaturvedi, "Legal Protection Available to Federal Employees Against
Wrongful Dismissal," 63 N.W. L. Rev. 287, 307-28 (1968).

14 See Westwood, "The Right of an Employee of the United States Against Wrongful
Discharge," 7 Geo. Wash. L. Rev. 212 (1938), who concludes:

In any case, as matters now stand, the individual employee is helpless. The [Lloyd-
LaFollette] Act of 1912 gives him scant protection, even on its face * * e And the
courts have stood fast against enforcing it.
Id. at 231. Some years earlier Mayers similarly wrote:

"The popular misconception as to the effect of this statute [Lloyd-LaFollette] some-
times is so extreme that it is thought that the employee has the right to invoke a
judicial review of the action of the administrative officer in removing him. There is
absolutely no warrent for this belief. Should the administrative officer choose to make
a wholly unfounded charge against an employee and remove him on the basis of such
charge, even if the employee's reply to such charge, filed before removal, were ever so
conclusive, there is no way whatever in which the action of the officer may be sub-
mitted to a judicial review. * * *"
L. Mayers, The Federal Service 498 n. 1 (1922). Cf. Merton, "Judicial Review of thq
Dismissals of Executive Employees," 23 Geo. Wash. L. Rev. 69 (1954).

'-Bailey v. Richardson, 182 F. 2d 46, 57 (D.C. Cir. 1950), aff'd per curiam by an
equally divided court, 341 U.S. 918 (1951). For a critical discussion of the decision,
see Gardner, Bailey v. Richardson and the Constitution of the United States, 33 B. U.
L. Rev. 176 (1953).

16 The notion that the executive has unlimited discretion to hire and fire its employees
dates back at least to Ex parte Hennen, 38 U.S. (13 Pet.) 230 (1839). Other decisions
taking this tack include, e.g., Eberlein v. United States, 257 U.S. 582 (1921) Burnap v.
United States, 252 U.S. 512 (1920) Shurtleff v. United States, 189 U.S. 311 (1903).
In Deak v. Pace, 185 F. 2d 997 (D.C. Cir. 1950), Judge Prettyman in dissent wrote:

"But the fact of the matter is that a Government employee has never in our history
had any right to a job except such rights as Congress or the Executive gave him. * * *"
185 F. 2d at 1001. See generally Saferstein, Nonreviewability: A Functional Analysis of
"Committed to Agency Discretion," 82 Harv. L. Rev. 367 (196S).

77 E.g., Orenshaw v. United States, 134 U.S. 99 (1890) * Bailey v. Richardson, 182 F.
2d 46 (D.C. Cir. 1950), aff'd per curium by an equally divided court, 341 U.S. 918
(1951). The right-privilege distinction assertedly was first enunciated by Justice Holmes
in McAuliff v. Mayor of New Bedford, 155 Mass. 216, 29 N.E. 517 (1892). McAuliffe
was dismissed from a position with the New Bedford police department pursuant to a
regulation prohibiting certain political activities. In refusing to disturb the dismissal,
the Supreme Judicial Court, through Holmes, stated that McAuliffe may have had a
"constitutional right to talk politics, but * * * no constitutional right to be a police-
man." 155 Mass. at 220. See Van Alstyne, "The Demise of the Right-Privilege Distinction
in Constitutional Law," 81 Harv. L. Rev. 1439-45 (1968). Some commentators, however,
have disputed that McAuliffe really validates the right-privilege distinction. Dotson,
"The Emerging Doctrine of Privilege in Public Employment," 15 Pub. Adm. Rev. 77
(1955)

i- 182 F. 2d 46 (D.C. Cir. 1950), aff'd per curium by an equally divided court, 341
U.S. 918 (1951).

19182 F. 2d at 57. The full text of the court's statement on this point, written by
Judge Prettyman, is as follows:

"In terms the due process clause does not apply to the holding of a Government office.
"* * * Never in our history has a Government administrative employee been entitled

to a hearing of the quasi-judicial type upon his dismissal from Government service
* * * . The controversy concerning the removal power began when the First Congress
considered the establishment of the first executive department. Since then the su ject
has Involved many colorful events and personalities over the years, including such as
Presidents Jefferson, Jackson, Lincoln, Cleveland, Hayes, Theodore Roosevelt and
Woodrow Wilson. The effort to establish a degree of stability in Government employ,
tempestuous though that effort has been at times, has been made in the Congress and
before the Presidents and their advisers, as a legislative and executive problem."
Later in the opinion Prettyman observed:

"In the absence of statute or ancient custom to the contrary, executive offices are-
held at the will of the appointing authority, not for life or for fixed terms. If removal
be at will, of what purpose would process be? To hold office at the will of a superior
and to be removable therefrom only by constitutional due process of law are opposite-
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and inherently conflicting ideas. Due process of law is not applicable unless one Is
heing deprived of something to which he has a right.
182 F. >(1 at 58. See also Kaplan, 'The Law of Civil Service" 230 (1958).

2 See Note, Review of Removal of Federal Civil Service Employees, 52 Colum. L. Rev.
787, 792-97 (1952).

37E.g, Golding v. United States, 78 Ct. Cl. 6S2, cert. denied, 292 U.S. 643 (1934).
See also, Levy v. Woods, 171 F. 2d 145 (D.C. Cir. 1948).

at E.g., Levine v. Farley, 107 F. 2d 186 (D.C. Cir. 1939), cert. denied, 308 U.S. 622
(1940); Fulligan v. United States, 107 Ct. Cl. 222, cert. denied, 330 U.S. 848 (1947).

3 Sec Chaturvedi, supra note 26.2
4 Id., at 318.
2 In Garrott v. United States, 340 F. 2d 615 (Ct. Cl. 1965), the Court of Claims

suggested, in the clearest statement rejecting Bailey, that "the split decision of 1950 in
Bailey v. Richardson * * * is no longer authoritative on this point." 340 F. 2d at
618- 19.

'Pririlege: Mr. Justice Holmes' blunt "privilege" observation delivered in the Me-
A4uliffe case, note 30, supra, was flatly rejected by the Supreme Court in Pickering v.Board of Education, 391 U.S. 563 (1968). Writing for the court, Justice Marshall stated:

"To the extent that the [opinion below] may be read to suggest that teachers may
constitutionally be compelled to relinquish the first amendment rights they woald other-
wvise enjoy as citizens to comment on matters of public interest in connection with the
operation of the public schools in which they work, it proceeds on a premise that has
been unequivocally rejected in numerous decisions of this court."
391 U.S. at 568, citing Wieman v. Updcgraff, 344 U.S. 183 (1952) * Shelton v. Tucker,
:364 U.S. 479 (1960); and Keyishian v. Board of Regents, 385 U.S. 589 (1967). Sec also
Sherbert v. Verner, 374 U.S. 398 (1963); Goldberg v. Kelly, 397 '.S. 254 (1970); Dixon
v. Alabama State Board of Education, 294 F. 2d 150 (5th Cir. 1961). The decline of the
privilege doctrine is treated in Van Alystyne, "The Demise of the Right-Privilege Dis-tinction in Constitutional Law," supra, note 30. See also Van Alstyne, 'The Constitu-
tional Rights of Public Employees: A Comment on Inappropriate Uses of an Old
Analogy.' 16 U.C.L.A. L. Rev. 751-54 (1969); Linde, "Justice Douglas on Freedom in
the Welfare State: Constitutional Rights in the Public Sector," 39 Wash. L. Rev. 4,
31-46 (1964) * O'Neil, "Public Employment, Antiwar Protest and Preinduction Review,"
17 U.C.L.A. L. Rev. 1028, 1040-55 (1970).

Discretion: Gadsden v. United States, 78 F. Supp. 126, 111 Ct. Cl. 487 (1948) cert.
denied, 342 U.S. 8.56 (1951). See also Balany v. Electrical Workers Local 1011, 374 F.
2d 723 (7th Cir. 1967) : Gonzalez v. Freeman, 334 F. 2d 570 (D.C. Cir. 1964). Cf. Fay
v. Douds, 172 F. 2d 720 (2d Cir. 1949). Law review comment on discretion In the
employment may be found in Chaturvedi, "Legal Protection Available to Federal
Employees Against Wrongful Dismissal," 63 N.W. L. Rev. 287, 307-28 (1968); Note,
'Dismissal of Federal Employees-The Emerging Judicial Role," 66 Col. L. Rev. 719,
737-40 (1966).

27 E.g., Scott v. Macy, 349 F. 2d 182 (D.C. Cir. 1965) * Meehan v. Macy, 392 F. 2d
822 (D.C. Cir. 1968), modified on petition for reconsideration, 425 F. 2d 469, panel
opinion reinstated by court sitting en banc, 425 F. 2d 472 (1969) * Norton v. Macy, 417
P. 2d 1161 (D.C. Cir. 1969). Cf. Greene v. McElroy, 360 U.S. 474 (1959); Cafeteria d
Restaurant Workers Local 478 v. McElroy, 367 U.S. 886, rehearing denied, 368 U.S.
(1961).

28 417 F. 2d 1161 (D.C. Cir. 1969).
2"417 F. 2d at 1164.
9 Compare the authorities cited in notes 31 and 32, supra, with e.g., Vigil v. Post

Office Department, 406 F. 2d 921 (10th Cir. 1969); Halsey v. Nitze, 390 F. 2d 142
(4th Cir.), cert. denied, 392 U.S. 939 (1968) * Taylor v. Civil Service Commission, 374
F. 2d 466 (9th Cir. 1967) * Brown v. Zuckert, 349 F. 2d 461 (7th Cir. 1965), cert.
denied, 3S2 U.S. 998 (1966); Jenkins v. .facy, 3.57 F. 2d 62 (8th Cir. 1966)- Mc-
Tiernan v. Gronouski, 337 F. 2d 31 (2d Cir. 1964) : Pelicone v. Hodges, 320 F. 2d 754
(D.C. Cir. 1963) Gadsden v. United States, 78 F. Supp. 126 (Ct. Cl. 1948, cert. denied,
342 I'.S. 856 (1951).

a' These procedures, alone, would not satisfy the requirements of due process. See
Kennedy v. Sanchez, No. 72 C 771. decided Oct. 24. 1972 (N.D. Ill.)

"3 See, e.g., Berzak, "Adverse Actions by Federal Agencies and Administrative Appeals,"
19 Am. U. L. Rev. 387 .594 (1970); Berzak. "Review and Analysis of Professor Egon
Guttman's Article" on "The Development and Exercise of Appellate Powers in Adverse
Action Appeals," 19 Am. U. L. Rev. 367, 379 (1970).

= In fiscal year 1970. employees contesting removal within their agencies were success-
ful less than 20 percent of the time. Approximately 24 percent were successful before
the Civil Service Commission's regional offices. In appeals from reductions in grade or
pay, employees prevailed more frequently, roughly 24 percent of the time at the agency
level and in 47 percent of appeals to the Commission. In appeals from reductions in
rank. their rates of success were 16 percent and 9 percent. respectively.

3a See R. Vaughn, "The Spoiled System II-1 through II-152" (1972).
ad See tables I-1 through I-4, pages 70a through 70j.
36 See note 33, supra.

S7 During calendar 1968, 1969. and through March 6, 1970, the district courts, courts
of appeals, and the Court of Claims decided 115 cases involving challenges to adverse
personnel actions. In 84.1 percent, or 95, of these cases, the administrative action was
uphold. Information supplied by the General Counsel. U.S. Civil Service Commission.

38 See part III, infra, at -. Nine agencies, including the Departments of HEW, HUD,
and Justice, and the Civil Service Commission itself provide a hearing before removal,
but these nine account for no more than 10 percent of the total caseload.

*- Cf. Cafeteria & Resfanrant Workers Union v. McElroy, 367 U.S. 886 (1961)
"[Clonsideration of what procedures due process may require under any given set of

circumstances must begin with a determination of the precise nature of the Government
funetion involved as well as of the private interest that has been affected by govern-
mental action."
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CLASSIFICATION

0-12 13-15 TOTAL 1-4'I A r_o

N 30 29 36 11
NONE

P 38.9% 33.3% 25.4% 40.7%

N 20 19 57 10
ATTOR-
NEY P 26.0% 21.8% 40.1% 37.0%

N 6 34 43 5
UNION

P 33.8% 39.1% 30.3% 18.5%

N 1 5 6 1
OTHER

P 1.3% 5.8% 4.2% 3.8%

-~~ ~ -_

N 77 87 142 27
TOTAL

P 100.0% 100.0% 1'00.0% 100.0%

N = NUMBER OF ACTIONS

P - % Or UPFELLANTS WITH DESIGNATED REPRESENTATION

..

106

31.8%

106

31.8%

108

32.51

II
41

46.6%

I

IITV-

17

19.3%

I

WAGE GRADE

5-8 9-11 12-16

20 20 6

20.2% 28.1% 46.1%

22 14 3

22.2% 19.7% 23.1%

51 28 3

51.5% 39.4% 23.1%

TOTAL

87

32.1%

56

20.7%

109

40.2%;

co
44- -- - - -- - -
11

27

30.6%

I

13 3 6 9 1 19

3.9% 3.5% 6.1% 12.8% 7.7% 7.0%

333 88 99 71 13 271

100.0%I 100.0% 100.0% 100.0% 100.0% 100.0%
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TAEALE V-2

N
NONE

P

N
ATTORNEY

p

N
UNION

P

N

N
5OTAL

p

N - NUMBER OF A(

P- 4 OF APPELLJ

TABLE V-3

REPRESENTATION--DISTRIBUTION BY GRADE
APPEALS TO CSC REGIONAL OFFICES

GS CLASSIFICATION WAGE GRADE

1-4 5-8 9-12 13-15 TOTAL 1-4 5-8 9-11 12-16 *TOTAL

22 37 S9 23. 139 35 26 15 14 90

37 3 38% 34 2 55% 38% 5s1 31% 21% 64% 36%

51 15 61 13 104 19 19 12 3 43

25% 15% 36% 34% 28% 13% 22% 17% 14% 19%

16 41 48 4 109 14 32 34 1 81

28% 42% 28% 114 30%1 21% 38% 47% 4% 33%

6 S 4 -- 1S 10 8 11 4 33

10% 5% 2% 4% 1s% 9% 1s% 18% 13t

59 98 172 38 367 68 85 72 22 247

100% 200% 100% 100% 100% 100% 100% 100%

CTIONS

%NTS IWITH DESIGNATED REPRESENTATION

zttte±±lsiiJNliu(...U... Ii B ENGUT Ur SERVICE
AGENCY APPEALS

LENGTH OF SERVICE (YEARS)

A-5 11

N
NONE

P

N
ATTORNEY

p

N
UNION

P

N
OTHER

p

N
TOTAL

p

N - NUMBER OF ACTION

P - PERCENTAGE OF AP

.- , - -, x,-JU -1-ZU ZI-3U +Ju TOTAL

19 33 73 61 2 193

361 29% 291 33% 34% 23% 32%

13 34 59 46 3 160

20% 26% 30% 27% 26% 33% 27%

18 42 85 61 3 217

32% 35% 361 38% 34% 33% 36%

5 6 6 12 1 33

12% 10% 5% 2% 6% 11t 5%

S 51 115 223 180 9 603

100% 100% 100% 100% 100% 100% 100%

S

PELLANTS WITH DESIGNATED REPRESENTATION
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!IMLE V-4

EPRSEONEHATTOW--DISTRT3OTIO bY LENGSR OF SERVIcE
APPEALS TO CSC REGIONAL OFFICES

LENGTH OF SERVICE (YEAW9S)

A- S-n II-n11-20 21-30 304. TOTAL

XONE
p

N
ATTORNEY

p

'UNION
p

N
OTHER

p

N
TOTAL

p

N = NUMBER OF ACTIOI

P = PERCENTAGE Or A

5 32 68 111 82 10 338

38% 431 41% 45% 38% 50% 42%

1.7 19 32 69 67 4 208

19% 26% 19% 29%- 32% 20% 26%

6 23 66 64 64 6 259

39% 31% 40% 26% 30% 30% 329

4:

2 74 166 244 213 20 809

100% 100t 100% 100% 100% 100% 100%

HS

PPELLANTS WITH DESIGNATED REPRESENTATION

5A8LE v-5

-PFFPS OP REPRESENTATION ON SIMlE 9im00nm ?O5 F ECESEOF

N A U NN A U N A. U lOAD 10

30 Days 60 Days 90 Days 120 Days

LENGTSB OF STMR

N * N0 SEPRESENTATIZO

A - ATTOB0= TOM CUSS: 605

l - UNZO0
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EFFECT OF REPRESENTATION ON TIME REQU0RED VOR DECISION

APPEALS TO CSC REGIONAL OFFICES
a
w
.4

a
v

I

9

9

I
0
0

-9

F�

k

100%

90%

80%

70%

60%

50%

40%

30%

20%

10%

97%*

99+%

69%7

8 57% 86%

51%

32%

12%1

N A U
30 Days

N A U N A U N A U
60 Days 90 Days 120 Days

LENGTH OF TIME

N A U
360 Days

8 - NO REPRESENTATLQS

A - ATTORNET

U * UNION

TOTAL CASES: 898



TABLE V-7

N
NONE

P

ATTORNEY N

11

tNION N
P
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EFFECT OF REPRESENTATION ON DECISION TO TAKE
FURTIER APPEAL

AGENCY APPEALS

NONE
AGENCY' CSCY/ TAKEN TOTAL

16 61 114 191

8.4% 31.9% 59.7% 100.0%

14 97 51 162

8.6% 59.9% 31.5% 100.0%

31 103 80 214

14.5% 48.1% 37.4% 100.0%

14 17 31

45.2% 54.8% 1 00.0%

61 275 262 598

10.2% 46.0% 43.8% 100.0%

NOTHER

P

TOTAL N

P

1_/Second Level of Agency Appeals N = NUMBER OF FURTHER APPEALS

2 /csc Regions P - PERCENTAGE OF APPEALS WITH
DESIGNATING REPRESENTATION

FOOTNOTES-PART II

'The 605 case reports from employing agencies do not include any cases adjudicated
by the then-Post Office internal appeals system. However, the 899 reports from the
Commission's regional offices include some 270 appeals by post office employees.

2 See note- supra part I
See Roth v. board of Regents, 408 U.S. (1972), in which the Supreme Court held

that greater procedural safeguards against termination would be required for a public
school teacher who had an "expectancy" of reemployment than for one who did not.

4These conclusions are based upon interviews with union representatives and a read-
ing of many union comments on proposed changes in the adverse action process. See,
in particular, the letter submitted to the Civil Service Commission by the Government
Employees Council, AFL-CIO, April 4, 1972. More recently, a spokesman for the National
Association of Government Employees expressed the view that "arbitration is not the
answer" because "unions and employees should not bear the financial burden * ' *"
Letter Roger P. Kaplan, General Counsel, to Richard Ki. Berg, Executive Secretary of
the Administrative Conference of the United States, Nov. 16, 1972.

6 Opinion of the General Counsel, U.S. Civil Service Commission, (1970).
6 See note-, infra part III, and note-, infra part IV and accompanying text.

7See, e.g., Johnson and Stoll, "Judicial Review of Federei Employee Dismissals and
Other Adverse Actions," 57 Cornell L. Rev. 178 (1972)

8 See notes-, supra part I, and accompanying text.
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FOOTNOTES-PART III

IAct of August 24, 1912, ch. 389, Section 6, 37 Stat. 555, codified, as amended, 5
U.S.C. Section 7501 (1970). The "act" was actually only a rider to the fiscal year 1913
Post Office Appropriation. Further citations to the Lloyd-LaFollette Act are to the
present codification.

" Act of June 27, 1944, ch. 287, 58 Stat. 387. The Veterans' Preference Act is presently
codified in numerous sections of title 5 of the U.S. Code. Section 14 of the Act, the
section dealing with dismissals, is presently in 5 U.S.C. Sections 2108, 7511, 7512, and
7701 (1970). Further citations to the Act are to the present codification.

3 3 CFR 861 (Supp. 1966-1970), 5 U.S.C. Section 7301 (1970).
4'.5 U.S.C. Section 7501(a) (1970).
55 U.S.C. Section 7501(b) (1970).
15 U.S.C. Section 7512 (1970).
'5 U.S.C. Section 7701 (1970).
85 U.S.C. Section 2108, 7511 (Supp. V) (1970).
'The adverse action material in the order is found in section 22 3 CFR Section 861

(Supp. 1966-70). Roughly 92 percent of the Federal work force are protected by law
against summary removal or discipline and certain agencies accord the same protections
to their other employees as well.

10 See Stahl, "Security of Tenure-Career or Sinecure," 292, The Annals 45, 50 (1954).
71 Exec. order No. 10988, 3 CFR Section 521 (Supp. 1959-63).

See note-supra, part I.
"Act of January 16, 1883, ch. 27, 22 Stat. 403, codified, as amended, 5 U.S.C. Sections

1101 et seq. (1970).
"The provision was in section 2(2) (5) of the Act, 22 Stat. 404, codified, 5 U.S.C.

Section 7321 (1970).
'3 Some limited expansion of rules against arbitrary removal did take place between

lS83 and 1S97. One key development was an 1896 civil service rule, promulgated by
President Cleveland, prohibiting dismissal or demotion of employees because of their
religious beliefs.

"Executive order of July 27, 1897. See 15 U.S. Civil Service Commission Annual
Report [hereinafter USCSC Annual Report].

" 29 USCSC Annual Report (1912). See United States ex rel Taylor v. Taft, 24
App. D.C. u5 (1904), writ of error dismissed, 203 U.S. 461 (1906).

IiRoosevelt served as Commissioner from 1889 to 1895. Guttman, "The Development
and Exercise of Appellate Powers in Adverse Action Appeals," 19 Am. U. L. Rev. 323,
324 n.4.

'D Executive order of May 28, 1902.
Executive order of Dec. 4, 1911.

2See Guttman, supra note 18, at 324.
235 U.S.C. Section 7501(a) (1970).
35 U.S.C. Section 7501(b) (1970).
2"Chapter 389, Section 6, 37 Stat. 555 (1912). Similar, but slightly altered, language

now appears in 5 U.S.C. Section 7501(b) (1970).
z' See Guttman, supra note 18, at 331.
2" See Spanhake v. United States, 55 Ct. Cl. 70 (1920).
27 See note supra, part I.
28 Westwood, "The Right of an Employee of the United States Against Arbitrary Dis-

charge.' 7 Geo. Wash. L. Rev. 212, 217 (1938).
29 The unimportance of early civil service curbs on removal at both the Federal and

State levels is suggested by examination of G.W. Plunkitt's important 1905 anti-civil
service essay, "The Curse of Civil Service Reform." The essay focuses entirely on the
problem of the merit system as a bar to political appointments and does not even
mention regulation of removals. Plunkitt, "The Curse of Civil Service Reform," in
Riordon (ed.), "Plunkitt of Tammany Hall" 11-16 (1963).

30 This concern was expressed in the Civil Service Commission's first annual report:
"The power of removal and its exercise for just reasons are essential both to the
discipline and the efficiency of the public service." 1 USCSC Annual Report 26 (1884).

3124 App. D.C. 95 (1904), writ of error dismissed, 203 U.S. 641 (1906).
32 24 App. D.C. at 98. In addition, the unwillingness of reformers to support curbs

on removals may have been a reaction to the early English view that public office was
a hereditament to which a property right attached. See, e.g., Trimble v. People, 19
Colo. 187, 34 Pac. 981 (1893) ; Edge v. Holcomb, 135 Ga. 765, 70 S.E. 644 (1911).

33 E.g., "The Roaring Twenties" (Warner Brothers, 1939); "I Am a Fugitive From a
Chain Gang" (Warner Brothers, 1932).

3" This was the principal thrust of sections 2 through 10 of the Act. These sections
are now codified in 5 U.S.C. Sections 3305(b), 3306(a) (2), 3308-13, 3317-18, 3319(b),
3320, 3351 3363, and 3504 (1970).

"5 5 U.S.L. Sections 7512(a) (b), 7701 (1970).
33.5 U.S.C. Section 7512 (1970).
3' As amended, 5 U.S.C. Section 7701 (1970).
38 Act of June 22, 1948, ch. 604, 62 Stat. 575, codified, 5 U.S.C. Section 7701 (1970).
39 5 U.S.C. Section 7511 (1970).
"0 The pertinent regulations are contained in 5 CFR part 7,52 (Adverse Actions by

Agencies); part 771 (Employee Grievances and Administrative Appeals); part 772
(Appeals to the Civil Service Commission). Procedural protections extend to any career
or career-conditional employee who is not serving a probationary trial period, any
preference eligible employee who has completed 1 year of continuous employment in a
position outside the competitive service and certain other employees. 5 CFR 752.201 (a)
(1972).

41 Throughout this part, "agency" refers to the agency or department in which the
employee involved is employed and "Commission" refers to the U.S. Civil Service Com-
mission.

" 5 U.S.C. Section 554(a) (2) (1970).



2313

't See' e.g., the very helpful discussion of the evolution of the Civil Service Com-
mission s appellate activities in Guttman, "The Development and Exercise of Appellate
Powers in Adverse Action Appeals," 19 Am. U. L. Rev. 23, 329-40 (1970). See also
IDerzak, "Rights Accorded Federal Employees Against Whom Adverse Personal Actions
are Taken," 47 Notre Dame Lawyer 852 (1972).

"4U.S. Civil Service Commission, Federal Personnel Manual Letter No. 771-3 (Septem-
ber 25. 1970). The changes described in this letter included alterations in 5 CFR part
752 (adverse actions by agencies) effective November 1, 1970, and in 5 CFR part 771
(Employee Grievances and Administrative Appeals), effective April 1, 1971.

13 See 59 Nation's Business 70 (June 1971).
s Chapter 27, Section 2, 22 Stat. 403 (1883).
" See, e.g., 3 U.S. Civil Service Commission Annual Report 56 (1886); 9 U.S. Civil

Service Commission Annual Report 77 (1892) (hereinafter cited as Annual Report).
8s See. 15 Annual Report 20 (1898). The Commission at this point, however, con-

tinued to disclaim review authority. The filing request was imposed "not so that the
Commission may review the findings of the department upon the charges and answers,
for it is not believed that such action by the Commission would be either authorized
or advisable. bdt this copy of the record of the action taken is desired merely to enable
the Commission more readily to ascertain whether a person before his removal, Is
furnished with the reasons for his removal and given an opportunity to make answers
in accordance with the terms of [R]ule [8]", ibid.

49Guttman, supra note 5, at 331.
30 The Division was created in 1920. Id.
5t Id.. at 332-33.
"3 For an example of Civil Service Commission requests for statutory review authority,

see 48 Annual Report 41 (1931); 50 USCSC Annual Report 11 (1933); 51 Annual
Report 9 (1934).

w" Chapter 287, Section 14, 58 Stat. 391 (1944).
54 Section 14 of the Act provided only that "after Investigation and consideration of

the evidence submitted, the Civil Service Commission shall submit its findings and
recommendations to the proper administrative officer and shall send copies of same to
the appellant or to his designated representative * * *" Id at 391. [Emphasis added.]

55Act of June 22, 1948, ch. 604, 62 Stat. 575, recodified 5 U.S.C. Section 7701 (1970).
55 The number of adverse actions eventually appealed to the Commission is small

in proportion to the total number of such actions taken. In fiscal year 1970, for example,
only 1.452 adverse actions reached the Commission, while over 12,000 were taken by
all Federal agencies. including the Postal Service.

G" See note 79. infra.
58 [Note on who in agency can take action.]
505 CFR. 752.202(a) (1971). This regulation implements the requirements of 5 U.S.C.

Section 7501(b) (1) (1970), which requires preference eligibles to receive 30 days notice
of a proposed adverse action. An agency may dispense with the 30-day notice requirement
'[w]hen there is reasonable cause to believe an employee is guility of a crime for
which a sentence of imprisonment can be imposed." In this situation, the notice given
need only be reasonable under the circumstances. 5 CFR 752.202(c) (2) (1972). The
requirement is also inapplicable In cases of furlough without pay due to unforeseen
circumstances (sudden breakdowns in equipment, acts of God, or emergencies requiring
immediate curtsilment of activities). 5 CFR 752.202(c) (1) (1972). With these excep-
tions. the 30-day period may not be ignored. See 5 U.S.C. Section 7512(b) (1970).
Cf. Manning v. Stevens, 208 F.2d 827 (D.C. Cir. 1953); Roth v. Brownell, 215 F.2d
500 (D.C. Cit.), cert. denied, 348 U.S. 883 (1954).

The cases suggest some confusion concerning the computation of the 30-day period.
See, e.g.. Stringer v. United States, 90 F. Supp. 375 (Ct. Cl. 1950): O'Brien v. United
States, 124 Ct. Cl. 655 (1953); Engelhardt v. United States, 125 Ct. Cl. 603 (1953).
Cf. Suddufth v. Macy, No. 3418-62 (D.D.C. July 2, 1962), aff'd, 341 F.2d 413 (D.C.
Cir. 1964).

6"5 CPR 753.202(a) (1) (1972). This provision apparently requires reference to such
aspects of the employee's conduct as time, place, and character, e.g., inefficiency or
whatever. A notice of a proposed removal relying simply on the general ground that
the dismissal would promote the efficiency of the service will not suffice. Norden v.
Holafl, 90 F. Supp. 834 (D.D.C. 1949). See also Deak v. Pace, 185 F.2d 997 (D.C. Cir.
1950) treasons for discharge not stated sufficiently to permit statement in defense)
Manning v. Stevens, 208 F.2d 827 (D.C. Cir. 1953) (same). Claims of insufficiency of
notice were also raised in Deviny v. Campbell, 194 F.2d 876 (D.C. Cir.), cert denied
344 U.S. S26 (1952), and Baughman v. Green, 229 F.2d 33 (D.C. 1956), but were
rejected by the court on factual grounds.

61 E.g.. Urbina v. United States, 180 Ct. Cl. 194 (1967) Shadrick v. United States,
151 Ct. Cl. 40S (1960) * Blacksmar v. United States, 120 F. Supp. 408 (Ct. Cl. 1954).

5L Nammack & Dalton "Notes on the Appropriateness of the Current Adverse Action
and Appeals System." 19 Am. U. L. Rev. 374, 377 (1970).

"Id. The possibility of precipitous action, in a nonremoval context, Is suggested by
Scott v. United States, 160 Ct. Cl. 152 (1963). An employee was charged with having
engaged in sexual misconduct on the basis of an uncorroborated confession obtained
under duress. When the employee filed an answer repudiating the confession, the agency
expanded the case against him to include unsuitability "because he had voluntarily made
derogatory statements in the confession about himself and other persons which had
no basis in fact."

645 CFR 752.202(a) (2) (1972). This provision also requires that the employee be
advised of the availability for inspection of evidence against him.

055 CFR 752.202(a)(3) (1972). In point of fact, this portion of the new provision
does not have a substantive impact on adverse action procedures since "classified" or
"confidential" material could not be relied on to support adverse action under the
prior regulations. See 5 CFR, 752.304(c) (1968); Nammack & Dalton, supra note 26,
at 377.

65 CFR 752.202(b) (1971).
e7 Id.

95-328-73-47 )



2314

es E.g.. Dew v. Quesada, No. 275-69 (D. D.C. 1959); Tierney v. United States, 168

*D CFR 752.202(b) (1971). See e.g., Washington v. United States, 147 F. Supp. 2S4
(Ct. Cl.), petition dismissed. 355 U.S. 801 (1957).

705 CFR 771.20S8(a) (1972). On the question of the constitutionality of this procedure,
see note 73, infra.

nt The mechanics of this phenomenon have been observed in other areas as well. Prior
to Goldberg v. Kelly, 397 U.S. 254 (1970), weifare recipients could request a hearing
if their benefits were terminated. As few did, welfare officials were saved considerable
effort which they, would otherwise have had to expend on hearings. Briar, "Welfare
from Below: Recipients' Views of the Public Welfare System," 54 Calif. L. Rev. 370,
379-SO (1966) ;Comment, "Texas Welfare Appeals: The Hidden Right," 46 Texas L~.
Rev. 223 (1967).

72 5 CPR 752.202 (h) (1971).
n3 The absence of these safeguards was considered fatal to the system's validity in

Kennedy v. Sanchez No. 72 c 77'1 (N.D. Ill., Oct. 24, 1972). The Commission regula-

tions specify that the right to appear "does not include the right to a trial or formal
hearing with examination of witnesses." S CFR 752.202(b) (1972). It will be remembered
that the Lloyd-LaFollette Act, while not requiring trial-type hearings, did authorize

agency officials in their discretion to hold such hearings. The applicable declsions in
this area have confirmed that employees have no statutory or regulatory right to a
hearing. See Studemeger v. Mac Py, 321 F. 2d 386 (D.C. Cir.), cert denied, 375 U.S.
934 (1963) ; Hart v. United States, 284 F. 2d 682 (Ct. Ci. 1960).

For discussion of some of the problems surrounding the constitutionality of post-
poning the opportunity for an evidentiary hearing, see "Comment, The Constitutional

Mlinimuni for the Termination of Welfare Benefits : The Need for and Requirements
of a Prior Hearing" 68 Mkich. L. Rev. 112, 119-28 (1969). See also Reich, The New
Property, 73 Yale L. J. 733 (1964).

745 CFR 752.202(b). See, e.g., O'Brien v. United States, 284 F. 2d 692 (Ct. Cl.

(1960) (employee not guaranteed an interview with any particular official; It is

enough that he sees a superior who may recommend or take final action) ; Brownell

v. United States, 164 Ct. Cl. 406 (1964) (employee does not have right to appear

before aggency head) ; Paterson v. United States, 319 F. 2d 882 (Ct. Cl. 1963) (right
to oral presentation not satisfied by interview with agency Investigators).

75 5 CFR 771.105 (a) (1) (1972).
70 5 CFR 752.202 (d) (1972).
77 As an alternative to transfer an employee may, with his consent, be placed in a

leave status, but he may not be forced to take leave during this period. Taylor v.
United States, 131 Ct. Cl. 387 (1955) ; Kenny v. United States, 145 F. Supp. 898
(Ct. Cl.) eert. denied, 552 U.S. 893 (1956) ; Armand v. United States , 136 Ct. Cl.
339 (1956).

7d85 CFR 752.202(e) (5) (19721.
tWhile most employees are removed from active duty status on the date on which

adverse action is taken, see text accompanying note 21, supra. Some agencies, including

the Post Office, the Civil Service Commission itself, and until recently the Veterans
Administration, retain employees in active duty status during sense or all of the appeal

period. The Post Office permits employees to remain on duty during first levei (regional)
apellate review (unlike most agencies the Post Office has two internal appellate levels).

MPenney Advers Action in the Agencies; Words and Deeds; PotlAvre cin
Procedures, 19Am. U. L. Rev. 398, 404 (1970).

805CFR75220(b) (192)

57 Nammack & Dalton, supra note 26, at 378.
82 5 CFR 752.202 (f) (1972). Decisions within the 30-day notice period are not for-

bidden once an employee has filed his answer. Palmer v. United States, 121 Ct. Cl. 415

83SeDeltusk v. United States, 132 Ct. Ci. 790 (1955), cert denIed, 350 U.S. 988

(1956).
845 CFR 752.202(f) (1971). The agency's decision to take action must, of course,

rely on reasons stated in the original notice. Urbina v. United States, 180 Ct. Cl. 194
(1967). But it need not, and rarely does, explain why removal is for "such cause
as will promote the efficiency of the service." Begendorf v. United States, 340 F. 2d

362 (Ct. Cl. 1965) ; Meyers v. United States, 169 Ct. Cl. 1 (1965) ;DeBusic v. United
States 3 Ct. Cl. 790 (19S5), cert. denied, 350 U.S. 988 (15);Black-non v. Lee,
205 F.2d 13 (D.C. Cir. 1953).

87 5 CFR 752.202 (f) (1972). See Nammack & Dalton. supra note 26, at 378.
58 5CFR 752.203 (1972). See text accompanying notes 108-152. infra.
87 5 CR7125(92.A agency is required to provide one Internal appellate

level. With the approval of the Commission, however, it nmay have more than one
,appellate level. 5 CFR 771.20:3 (1972). The ,three military departments and the
Departments of Interior and HEW maintain two-tiered systems.

m 5 CFR 752.205(e) (1972). In one older case, the District Court for the District
of Columbia held that a veteran's right to appeal was denied without justification
when he was informed by a Commission regional director that he could not appeal
to the Commission if he decided first to pursue an appeal within his agency. Berloff
v. Higley, No. -56 (D. D.C. June 13, 1956).

6D 5 CFR 752.205 (b) (1972). Appeals within the agency and to the Commission may
not he processed coneurrently,. 5 CFR 752.205(a) (1972).

08 Executive Order No . 106987, 5 CFR 519 (Stipp. 1959-196S). The order excepted

several agencie from its requirements, including the Central Intelligence Agency, the
Na tional. Security Agency, the Federal Bureau of Investigation, the Atomic Energy

Commission, and the Tennessee Valley Authority. 5 CFR 771.103(b) (1972).
K For the background of Executive Order 109S7, see Grossman, Adverse Actions and

Appeals Therefrom : A New System for Federal Civil Servants, 14 Labor L. J. 265
(1963).

93 5 CFR pt. 771 (1972). This part was extensively rewritten during the 1970 revision
of the Commissions regulations. See note 6. supra.
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mBut see text at note 128, infra, noting that the Commission may curtail the scopeof its hearing where a prior hearing has been held by the agency. Guttman, supra
note 5. at 352-3.,4.

15 CFR 752.204(a) (1972).
S5 CFR 771.207 (1972). See note 66. Infra.

' 5 CFR 771.105(a) (1), 771.206 (1972).
95 CIR 752.204(b) (1972).Ad 5 CFR 771.206 (19T2). Until 1970, the regulations permitted an employee re-maining on active duty to use official time to present, but not to prepare, an appeal.

See Nammack & Dalton, supra note 26, at 378."35 CFR 771.207 (1972). Professor Guttman criticizes this practice of placing theburden of requesting a hearing on the employee. Guttman, supra note 5. at 354-55.'See the Judge Skelton s coriccirrence in Ricucci v. United States, 425 F. 2d 1252(Ct. Cl. 1970), which suggests that due process requires a hearing in adverse action
cases.1151 5 CFR 771.20S(b) (2). (1972). The Ilnguage of this section is deceptive. It specifiesthat the agency may deny a hearing when the employee failed to request a hearingoffered before the original decision." It is therefore possible for an employee to windup with no right to an appellate hearing even though he had no predecision hearing.

1605 CFR 771.208(b) (1) (1972).
15s5 CUR 771.214 (1969).
"I Nammack & Dalton, supra note 26, at 379.
l1` Id.
1.35 CFR 771.218(a) (1969).
,7 Id." Letter from Anthony 'Moidello, General Counsel., Civil Service Commission, to

lProf. Roger Cramton, University of Michigan Law School (Mar. 6, 1970).
w Cf. Cantero v. United States, 345 P. 2d 798 (Ct. Cl. 1965).1105 CFR 771.214(a) (1969). The regulations did, however, require that the methodof selection "vill insure that members are fair. impartial and objective." The regulationsfurther excluded from participation in appellate hearings persons responsible for the

original decision."I See generally, Nammack & Dalton, supra note 26. at 379-381.11" The Civil Service Commission distributed a pamphlet entitled Conducting Hearings-on Employee Appeals (1968). This guide contained useful hints on hearing mechanics.
and procedures, but was no substitute for formal training or experience.

'M For a useful discussion of the problem of subjective perception of facts, see Jr.
Frank, Courts on Trial 146-164 (1949).

1105 CFR 771.209(a) (1972).
115 CFR 771.209 (a), (e (1972).1115 CFR 771.209(b) (1972). The deciding official in an agency appeal must be ata higher administrative level than the official originally ordering adverse action, unless,of course, that official was the agency head. 5 CFR 711.218 (1972).
1175 CFR 771.209(d) (1972).
1105 CFR 771.213(a) (1972).
ng05 CFR 771.219(b) (3) (1972).
110See 5 U.S.C. Sections 554-57 (1970).
1215 CFR 771.210(f), 771.211 (1972). See, e.g., Brawn v. Zuckert. 349 F.2d 461 (7th

Cir. 1965), McTiernan v. Groaouski, 337 F.2d 31 (2d Cir. 1964); Cohen v. Ryder, 25$
U. Supp. 693 (E.D . Pa. 1966).

1215 CFR 771.210(e) (1972).
12 5 CFR 771.210(b) (1972).
1(05 CUR 771.210(c) (1072). The objection to this approach is net that adverse

action decisions will be grounded on Incompetent evidence. At least in jurisdictionsadhering to the substantial evidence scope of review, action based solely on evidencewithout probative value Is unlikely to withstand judicial scrutiny. Jacoboiritt v. UnitedStates. 424 F.2d 555 (Ct. Cl. 1970). See also Morelli v. United States. 177 Ct. Cl. 848,853-54 (1966) * Montana Power Co. v. Federal Power Comm., 185 P.2d 491, 497-98(D.C. Cir. 1950), cert. denied. 340 U.S. 947 (1950). The risk is that such evidencemay color in the mind of an inexperienced fact-finder an otherwise marginal case.
111 Berzak, Adverse Actions By Federal Agencies and Administrative Appeals. 10 Am.U. L. Rev. 387, 394-95 (1970). Chairman Berzak's discussion, It should hp noted,focuses on the admissibility of evidence in hearings within the Commission. rhe samejustification would, however, apply to hearings in the agencies, where deciding officialaid hearing officers are still less accustomed to adjudicatory processes.
11 See note Part I, supra.
121 But see Comment, Trumpets in the Corridors of Bureaucracy: A Cominr Right

to Apiointed Counsel In Administrative Adjudicative Proceedings, iS U.C.L.A. L. Rev.
1-15 CPR 771.211(b) (1972). See Williams v. Zuelcert, 372 U.S. 7635 (19613). Thisdoes not solve the problem of securing testimony from a witness who is no longer or

never was in the agency's employ.- See. e.g., Begendorf v. United States, 340 F.2d 362 (Ct. Cl. 1965 ). relying onWilliams v. Zuckert, 371 U.S. 5.1, vacated and remanded on rehearing, 372 U.S. 76$
(1t)63).

1( 1 Nammack & Dalton, supra note 26. at 379-80.
0115 CUR 771.211(c) (1972). This may not help the employee In a removal case,

since he is likely to be off the payroll, and delay will be to his disadvantage. See text
accompanying note 21. supra.

15 CUR 771.211(d)-(e) (1072).
115 CUR 771.212 (1972).
3 15 CUR 771.217(a) (1969).
12 Nammack and Dalton. supra note 26, at 380.
13 5 CUR 771.212(a) (1972).
l- 5 CUR 771.218(a) (1972). The authorized official shall also be at an organizational

level no lower than the head of a field organization or the head of a primary sub-division of the headquarters organization. Id.
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5 CFR 771.218(b) (1972).
1395 CFP 771.220 (1972).
140 See text accompanying notes 8-17, supra.
1415 U.S.C. 7701 (1970). See also Executive Order No. 11491, Section 22; 3 CFR

91 (Supp. 1966-1970), 5 U.S.C. Section 7301 (1970).
141 This is not surprising since most employees who appeal to the Commission have

not been through the agency appeals processes, and accordingly have had no evidentiary
hearing.

43 837 F.2d 31 (2d Cir. 1964).
"i Id. at 35. See also Green v. Bauaghman, 243 F.2d 610 (D.C. Cir.), cert. denied,

355 U.S. 819 (1957).
1-5 Cf. Williams v. Zeckert, 371 U.S. 531, vacated and remanded on rehearing, 372

U.S. 765 (1963).
41 See text accompanying note 133, infra.

147 USCSC Minutes of Proceedings, March 30, 1954; June 20, 1960; August 26, 1960.
115 Guttman, supra note 5, at 339.

IO U'SCSC Minutes of Proceedings, August 26, 1960.
155 See text accompanying notes 53-56, supra. Approximately 15 percent of all appel-

lants do so, their cases comprising more than 55 percent of the Commission's first-level
caseload.

1515 CFR 752.205(c) (1972). Prior to November, 1970, the regulations contained an
exception to this rule applicable where an agency has two appellate levels and an
employee pursued an appeal through both levels. In such a case, the employee forfeited
his right to appeal to the Commission. The 1970 revisions dropped this provision, but
did not change the practice. The Commission will reject as out of time any appeal
filed more than 15 days following the first level agency decision, thereby effectively
forcing all employee to choose between an appeal to the second level of his agency and
appealing to the Commission.

5 Id.
'5 5 CFR 752.203, 752.204 (a) (1972). The 15-day limit does not apply where the

agency has failed to act within 60 days.
15 See Heas v. Overholser, 223 F.2d 314 (D.C. Cir. 1955) ; Simpson v. Groark, Civ.

No. (N.D. Ill. May 26, 1965). The Commission or the agency may extend the time
when an appellant shows that lie was not notified of the 15-day limit and was not
otherwise aware of it, or that he was prevented by circumstances beyond his control
from appealing within the time limit. 5 CFR 752.204(b) (1972). See Henry v. United
States, 153 F. Supp. 285 (Ct. Cl. 1957).

`55 CFR 752.203 (1972).
5 Berzak, supra note 93, at 393 n. 24.

157 Id. at 393 n.25. Employees working in the Washington metropolitan area and in
certain areas outside the continental United States appeal to the Commission's Appeals
Examining Office in the District of Columbia. Id.

15a This occurs in perhaps a fifth of all Commission cases.
159 See Guttman, supra note 5, at 351-56. Guttman views the possibility of two

hearings as unnecessarily burdensome. Since he believes there is less risk of prejudice
at the Commission, he suggests that agency appeals systems be dropped or substantially
revised.

'IO Berzak. supra note 93, at 394 n. 27. Actually, appellants do not "request" a hearing.
The first level appellate office informs them of their right to a hearing and, if they
do not desire one, they so inform the office in writing. 5 CFR 772.305(b) (1972).

'o- Fed. R. Civ. Pro. 16 ; Fed. R. Crim. Pro. 17.1.
12 5erzak, supra note 93, at 394; Guttnman. supra note 5. at 355.
163 For decisions that proceedings before the Commission need not be cast in the

mold of a court trial, see Atkinson v. United States, 144 Ct. Cl. 585 (1959) ; Hanter
v. Gronouski, 234 F. Snpp. 1010 (S.D. Fla. 1964) ; Prater v. United States. 172 Ct.
Cl. 608 (1965) ; Kaers v. United States, 175 Ct. Cl. 111 (1966). Cf. Williams v.
Zuckert. 372 U.S. 765 (1963).

1045 CFR 772.305(c) (4) (1972).
I Id.

*,5 CFR 772.305(c) (3) (1972).
107 A discussion of the status, background and training of the Commission's examiners

is found in Guttman, supra note 5, at 340-51. Guttman raises some questions concern-
ing their independence and objectivity. For a contrary view, see Berzak, Review, 19
Ain. U. L. Rev. 367, 368-69 (1970).

10, When a first level appellate office receives an appeal it takes steps to compile a com-
plete appellate file, which usually includes copies of the notice of proposed adverse action -
the employee's reply, if any ; the agency's final notice of decision ; any affidavits or other
evidence submitted to the agency by and in behalf of the employee; and the agency ap-
peals file if an appeal was processed through the agency's internal system. Both parties
have an opportunity to review the complete appellate file when it is fully assembled.
Berzak, supra note 93, at 393. Cf. Cohen v. United States, 369 F. 2d. 976 (Ct. Cl. 1966),
cert. deniel, 387 U.S. 917 (1962).

1955 CFR 772.306(a) (1972).
170 Id.

7'1 This limitation on Commission disposition is thought to result in a disproportionate
number of procedural reversals, some probably spurious.

1715 CFR 772.307(a) (1972).
173 Id.
174,) CFR 772.307(b) (1972). Steelve v. United States, 150 Ct. Cl. 47 (1960).
175-5 CFR 772.307(b) (1972).
178 See Report by Professor James A. Washington, Jr., to Chairman William Berzak,

Board of Appeals and Review, September 11, 196S.
177 Berzak, supra note 93, at 396.
178 5 CFR 772.307(c) (1972).
IN9 5 CFR 772.308 (1972). Decisions Involving this authority include Gardner v. Barron

240 F. Supp. S7 (E.D. Pa. 1965) ; Keeling v. United States, 172 Ct. Cl. 246 (1965)
Suddith v. Macy, No. 3418-62 (D.D.C. July 2, 1963), aff'd, 341 F.2d 413 (D.C. Cir. 1964;
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.Slzadrick v. United States, 151 Ct. Cl. 408 (1960) ; De Pusan a v. United States, 164 F.
Supp. 672 (D.CC. 19.58) ; Roberts v. United States, 128 P. Snpp. 706, 131 Ct. Cl. 105
(1955; Lynsky v. United States, 126 P. Supp. 453, 130 Ct. Cl. 149 (1954).

1',5 CFR 772.308 (a) (1) (1972).
s' 5 CFR 772.30S(a) (2) (1972).

1S2 5 CFR 772.308(a) (3) (1972).

FOOTNOTES-PART IV

1 During fiscal years 196S. 1969. and 1970. removals and demotions (reductions In rank,
grade or pay) comprised more than 95 percent of all adverse actions initiated, and a
slightly higher percentage of actions appealed. U.S. Civil Service Commission, "Statistical
Report of Appeals Activities: Fiscal years 196S, 1969, and 1970," table I (1970).

2 E.g.. Goldberg v. Kelly, 397 U.S. 254 (1970) ; Kennedy v. Sanchez, No. 72 C 771 (N.D.
Ill. 1972).

3 This estimate is based on the assumption that actions described as having been taken
for other reasons fall principally. within the misconduct category. Many agency officials
have reported that they have difficulty deciding how to label actions based on repeated
absence without leave, for example, and therefore class them under the heading other
reasons.

4 The Commission's 1970 data do not identify the precise reasons for action and there-
fore do not permit a numerical breakdown.

G See generally, Bover. "A Re-Evaluation of Administrative Trial-Type Hearings for Re-
solving Complex Scientific and Eeonomic Issues" (staff report to the Chairman of the
Administrative Conference of the United States. Dec. 1. 1971) ; Cramton. "A Comment on
Trial-Type Hearings in Nuclear Power Plant Siting." 58 Va. L. Rev. 555 (1972).

6 The National Association of Government Employees commenting on the committee's
recommendations, recently cast doubt on union support for arbitration. See note-supra

F Adjudication may also be faster than arbitration, notwithstanding the lengthy delays
built into the present procedures.

8 The Department of the Navy reached tentative agreement with representatives of
these employees pursuant to which it held consolidated hearings at different installations.
Recently, the Chicago regional office of the Civil Service Commission received demands
for individual hearings from several of the employees, suggesting that this agreement may
be breaking down.

5 Coamsistently with this principle. "reductions in force." which characteristically are
prompted by budgetary constraints, are not governed by the formal procedures for taking
adverse actions. See generally, 5 CFR pt. 351 (1972).

32 See Nammack & Dalton. "Notes on Appropriateness of the Current Adverse Action
and Appeals System," 19 Am. U. L. Rev. 374, 383 (1970).

lo Specific authorization for consolidation should be provided. so that agencies could
avoid the difficulty currently confronting the Depoirtmient of the Navy. See note- supra.

32 See. e.g., United States v. Storer Broadcasting Corp., 351 U.S. 192 (1956) : 7 ijolhn,
v. Finch, 422 F. 2d 944 (6th Cir. 1970) ; Pfizer v. Richardson, 434 F. 2d 536 (2d Cir.
1970).

is See Berzak, "Adverse Actions by Federal Agencies and Administrative Appeals," 19
Am. U. L. Rev. 3S7, 394 (1970).

14 Such authority would not conflict with the Veterans Preference Act provision that
entitles employees to a hearing before the Commission. Even if that provision is properly
interpreted as guaranteeing an evidentiary hearing, an agency may dispense with trial-
type procedures when no factual issues are in dispute. notwithstanding statutory lan-
guage that purports to require a hearing in all cases. See authorities cited note supra.

1.' Motto v. General Services Administration, 335 F. Supp. 694 (E. D. La. 1971) ; cf.
Fitzgerald v. Hampton, No. 71-1771. Sept. 15. 1972 (D.C. Cir.).

16 Postal Services Appropriations Act of 1012 § 6, 37 Stat. 539, 555.
'7 Inefficiency was the announced reason for action in only 8.7 percent of adverse ac-

tions appeals adjudicated during fiscal year 1970.
15 See, e.g.. Norton v. Macy, 417 F. 2d 1161 (D.C. Cir. 1969) ; Scott v. Macy. 349 F. 2d

182. 185 (D.C. Cir. 1965).
1' See, e.g., Appendix A : Tables Pertaining to Penalties for Various Offenders. of Civil-

Ian Personnel Regulation 700, Department of the Army, Apr. 27, 1972.
20 5 CFR 731.201 (1972).
2l In Kennedy v. Sanchez. No. 72 C 771 (1W.D. III. 1972), however. a three-judge district

court ruled that the statutory standard of efficiency was insufficiently specific under the
First Amendment to support the removal of an employee for derogatory public statements
about his agency and supervisor. To date, this is the only case that has declared the
ststutory standard invalid In any context.2 2

In fiscal years 196S, 1969 and 1970, the Board of Appeals and Review decided 680,
559, and 64S appeals, respectively.

23 Fewer than one out of four non-Postal employees subject to adverse action contest
their cases. My interview with one agency personnel officer evoked the admission that
emplovees frequently seem intimidated and are reluctant to ask advice from agency offi-
cials who are connected with the personnel office.

24 See notes pt. V. Infra and accompanying text.
A Civil Service Commission pamphlet. 'Conducting Hearings on Employee Appeals."

Personnel Methods Series No. 16 (January 1968). reiterates the requirements of the Com-
mission's regulations that an emnloyee must be informed of all of the reasons for the ac-
tion against him. Id. at 3-4. The problem is the employee who fails to iinderotant' the
anpency's notice of action or to appreciate the potential consequences. The purpose of this
recommendation is to make sure that every employee comprehends what the formal notice
means. Some agencies claim to he providing such advice already, but many are not.

2 0
See 5 CFR 752.202(b) (1971).

27 See. e.g.. Washington v. United States, 147 F. Supp 2S4 (Ct. Cl.), cert. dismissed,
3555 U.S. 801 (1957).

2 An employee has a better chance of persuading the agency to reduce the penalty pro-
posed. See letter of Roger P. Kaplan. general eounsel, National Association of Government
Employees, to Richard K. Berg. Executive Secretary of the Administrative Conference of
the United States, Nov. 16, 1972.
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2 This, according to officials with whom I spoke, is the unwritten rule in the Depart-
ment of the Army.

20 See note supra, and accompanying text.
31 There is no obvious objection to a requirement that an employee must answer the

agency's charges within 10 days of receiving its notice, and that the agency must act
upon the employee's response no more than 5 days later. This would shorten the process
by some 2 weeks in the average case

a2 See notes pt. III supra, and accompanying text. In 1969 the Commission origi-
nally proposed that agencies be required to afford an opportunity for a hearing prior to
removal, but retreated in the face of agency opposition.

32 Agencies that provide a hearing in advance of the effective date of adverse action ac-
count for less than 10 percent of the Government-wide caseload. In addition to the four
agencies mentioned, currently provide a preaction hearing.

34 The Department of the Navy adjudicated 138, 184, and 215 internal appeals (luring
fiscal years 1968, 1969, and 1970, respectively. During the same period, the Veterans
Administration decided 18. 15, and 57 appeals.

as See tables IV-1 and IV-2.
"8 See table IV-3.
37 In fiscal year 1970, the four agencies with the largest caseloads that routinely pro-

vided a hearing in advance held hearings in only 32.4 percent of appeals. Other agencies,
almost all of which postponed the hearing, held hearings in 70.4 percent of appeals. At
the time, it should be noted, the Veterans Administration was one of the agencies that
provided a preaction hearing.

as It is possible, of course, that more recent experience of the Department of the Navy
or the Veterans Administration would document such a correlation.

29 In response to requests for comments on the Committee's recommendations, both the
Department of the Air Force and the Office of the Secretary of Defense favored the post-
action hearing procedure. The Department of Justice and the Department of the Army,
with some qualification, approved the committee's recommendation.

49 Only if the hearing comes well after the employee's removal does this postaction pro-
cedure protect the agency's interest in morale.

0397 U.S. 254 (1970).
42 Carbonseau v. Foxgrover, Civ. No. 72-318-T (S.D. Cal., Aug. 31, 1972).
a Kennedy v. Sanchez, No. 72 C 771 (N.D. Ill., Oct. 24, 1972).

"425 F. 2d 1252 (Ct. Cl. 1970).
'6425 F. 2d at
"98 Sup. Ct. 1983 (1972).
47 98 Sup. Ct. at
" 98 Sup. Ct. at 1999 n. 22.
'9Civ. No. 72-318-T (S.D. Cal., Aug. 31, 1972).
5"Slip opinion at 23-24.
cl The primary reason for retaining this right of reply Is to keep alive the possibility of

compromise and to afford the employee an opportunity to test the agency's seriousness.
52 One reason that agencies may have been reluctant to experiment with extended paid

leave as an alternative to removal prior to a hearing is the ruling of the Comptroller
General that agencies may not place employees in a nonduty status and continue to pay
them for more than 5 days. 38 Comp. Gen. 203.

6a No. 72 C. 771 (N.D. Ill., Oct. 24, 1972.)
"l Slip opinion at 4-5.
csId. at 7. See also lKunzig v. Murray, 462 F. 2d 781 (D.C. Cir. 1972), in which the

appellate court held that the district court had jurisdiction to enjoin an employee's
discharge pending her appeal to the Civil Service Commission.

" Some agencies take longer than 100 days to adjudicate employee appeals, a few
considerably longer.

57 Cases ln which an employee is charged with conduct for which he is already under
criminal indictment are clear examples, and present considerable difficulty. The employee
may want the administrative proceeding postponed so that his defense of the criminal
charges will not be prejudiced. For similar reasons, the agency may be disinclined to
move expeditiously so long as the employee can be removed from the rolls. For such
cases a special rule might be appropriate, requiring the employee to proceed promptly to
hearing or forfeit his right to continue to receive pay.

6"To implement this regulation it would be necessary to amend the ruling of the
Comptroller General referred to in note - supra.

"9See R. Vaughn, "The Spoiled System II-82 and 11-83 (1972)."
"See Fitzgerald v. Hampton, supra note -- , at 23-24.
6 A primary justification for requiring public proceedings is to protect Individuals

against oppressive administrative action. If the employee in an adverse action hearing
wishes to sacrifice this protection in order to protect his privacy, he should be permitted
to do so.

62 It will be the rare adverse action proceeding in wvhich more than one or two inem-
hers of the public will want to attend the hearing.

62 No. 71-1771 (D.C. Cir., Sept. 15, 1972).
' Conspare Motto v. General Services Administration, 335 F. Supp. 694 (E.D. La.

1971), discussed at text accompanying note - sapra.
6 Fitzgerald v. Hasapton, slip opinion at 23-24. The Civil Service Commission has

requested the Solicitor General to file a petition for certiorari ln the Supreme Court in
the case.

6 An agency may designate an outside examiner simply to avoid disrupting work of its
own employees, or it may be genuinely concerned about fiSding an examiner who will
bring an open mind to a proceeding.

07 5 CER 771.209(a) (1972).
" In military fashion, the Army's hearing officer pool is designated by the acronymn,

"USACARA." These examiners are also responsible for hearing employee grievances and
EEO complaints. See generally, Appendix C Department of the Army Grievance and
Appeals System, Department of the Army Personnel Relations and Services Regulations,
June 2, 1972. The Air Force, too. has its own corps of foll-time hearing officers.

69 The Departments of Army and Air Force have already expressed their opposition to
the committee s recommendations. A companion objection is that the use of Civil Service
Commission hearing officers would break up the consolidated functions of the two depart-
ments' own examiners.
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I1 See. e.g.. Nammaek & Dalton, supra note - at 3S3.
71 In terms of affording the employee protections equivalent If not superior to those

desired by the congressional authors of the act, the propo'Med recommendation cannot lie

faulted. Even the Department of Justice, however. is unwilling to declare that the pro-

posal would meet its formal requirements. See letter from Assistant Attorney General

Roger C. Craniton to Rchard K. Berg, Executive Secretary of the Administiative Con-

ference of the United States. Yov. 14, 1972.
72 The Civil Service Commission s pamphlet, "Conducting Hearings on Employees

Appeals," note -- supra, specifies that the agency shall have nie burden of proof.

The Commission's regiflations, however, are silent on the issue.
73 See e.g.. letter from Roger P. Kaplan, General Counsel. National Association of

Government Employees, to Richard K. Berg, Executive Secretary of the Administrative

Conference of the United States, Nov. 16, 1972.
74 The Cominnission s Instructional pamphlet, supra note -, includes specific instruc-

tions to this effect, hut agency hearing officers are irregular in following them.

MS Many Commission regional appeals examiners and some agency hearing officers

already do preeiselv this.
70 Both parties may he to blame for failing to make their best case Initially. See. e g.,

Guttman, "The Development and Exercise of Appellate Powers In Adverse Action

Appeals," 19 Am. U. L. Rev. 323, 362 (1970).
" See id., R. Vaughn, supra note - , at II-124.
7 Compare Fed. R. Civ. P. -
79 This alternative has been endorsed by the Department of Justice. See letter of

Assistant Attorney General Roger C. Cramton, supra note 71.
9s 5 CFlt 771.219 (b) (3) (1972).
81 See Nainmanck K Dalton, supra note , at 380-81.
2 Id. at 379-S0. See e5 CFR 771.211(c) (1972).

s" There is little hard evidence that this occurs frequently, but complaints about the

lack of subpoena authority are common. See letter of Roger P. Kaplan, supra note ;

R. Vaughn, supra note -, at II-148.
s -t Comp. Gen. (196).
s See Namamnack d Dalton, supra note - , at 379-SO.
S See, e.g., Begendorf v. United States, 340 F. 2d 362 (Ct. Cl. 1965).
67 See text accompanying notes Part III, supra.
89 The five are the Departments of the Army, Navy, and Air Force, HEW, and the

Interior. In 1969 the Civil Service Commission proposed, but failed to press for, the

elimination of second appeals levels within employing agencies.
6' See text accompanying notes - pt. III, supra.
90 In fiscal year 1970 the average time for disposition of appeals by the Board of

Appeals and Review was 87 days, compared with 59 days at the Commission's regional

offices. The same year, the Board upheld the regional decision in 92 percent of appeals

by employees, but in only 63 percent of appeals by employing agencies.
Do Indeed, their location within the Commission bureaucracy exposes them to consider-

able pressure frequently unrelated to the merits of cases. See, e.g., Guttman, supra note

-. at P3S-39.
02Ostensively, the proposed recommendations would eliminate two appeals levels, all

agency appeals systems and one level of Commission review. By moving the hearing

forward, however, the recommendations would force agencies to review cases before the

action became effective, thus In effect postponing action until after an employee's initial

appeal.
91 There is no reason to allow employing agencies to submit additional affirmative

evidence. An agency is in a position to control not only the timing but the scope of

the hearing by its decision to initiate action antI to present or withhold particular

evidence. If additional evidence is required to substantiate the agency s action, that

action, by hypothesis, was improper.
" 'In fdcal 1970 agencies modified the Initiating authority's penalty in roughly 8 per-

cent of removal cases, and in nearly 4 percent of demotion cases. Although on rare

occasions the Commission s regional offices remand cases for further evidence or consider-

ation, they practically never reduce an agency's penalty. See Guttman, supra note

at :611-62.
Z Id.
" See. e.g., Berzak, "Review and Analysis of Professor Egon Guttman's Article on

"The Development and Exercise of Appellate Powers in Adverse Action Appeals,' " 19

Am. U. L. Rev. 367, 372 (1970).
" This assessment is based primarily upon Interviews conducted off the record.

S During fiscal years 1968, 1969, and 1970, the Commission's regional offices reversed

agencies in approximately 2. percent of employee appeals. In each of those 3 years, more

than tw'ce as many reversals were for procedural errors as on the merits.

`9 Only one agency among those that I consulted--the Department of the Army-

objected strenuously to empowering the Commision s appellate authority to rehuce agency

pe nal ties.
'" Se generally, report of Professor James A. Washington. Jr., to Chairman William P.

Berzak, Board of Appeals and Review, Sept. 11, 1968, at 6-17 (hereinafter Washington

Report).
n See Gettaman, supra note-, at 364.

l" See R. Vqmgl,;,. simpra note -, at 11-147.
"s ee text accompanying notes pt. III, supra.
' See Gnlttman, supra note -, at 364-65).
1'" Within the past year significant Board of Appeals and Review decisions have been

circulated among selected offices within the Commission. Cf. R. Va'ghn, supra note

-at IT-1752.
'" See Washington Report at 15-17.
'C7 During discussions with employing agencies I encountered no opposition toward,

and considerable enthusiasm for, the recommendation that Commission decisions be niade

public. One or two agencies had reservations about a similar requirement for agency

decisions, but none thought the proposal impractical.
0'i See text acconmpanying notes- pt. I. supra.
0'° See notes- supra and accompanying text.

"I Cf. Guttman, supra note -, at 362.
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11 Conmpare White v. Bloomnberg, 345 F. Supp. 133 (D. Mid. 1972). In which the court
tlkes the Commission (the Board of Appeals and Review) to task for failing to explain
the bases of its decision.

112 See Guttman, supra note -, at 338-45.
us Id. at 343-44.
114 Id. at 338-39. Off-the-record interviews also confirmed these allegations.
11* See text accompany notes - supra.
"" See, eg., R. Vaughn, supra note , at II-144, VI-1 through VI-5O.
117 Vaughn cites several through the course of his indictment of the Commission. Id.

at IT-1 through II-143.
"I See text accompanying notes supra.

See 5 U.S.C. 554(d). See generally, K. Davis, Administrative Law Text 5§ 13.01-.08

120 Prescribing qualifications for federal employment and the disposition of adverse
actions are not unrelated activities, and their close interrelationship supports the
desirability of assigning responsibility for both to the samne, quasi-expert agency.

121 See pt. III, supra.
1'2 See KeCnedy v. Sanchez, No. 72 C 771 (N.D. Ill. 1972); see also text accompanying

notes pt. V, infra.

FOOTNOTES-PART V

'In fiscal year 1970 employing agencies affirmed 80.3 percent of cases in which the em-
ployee was without representation ; In cases in which employees were represented by at-
torneys, the affirmance rate was 78.9 percent; and In cases In which employees had union
representation, the rate was 77.4 percent. These differences are not significant. The Com-
mission's regional offices affirmed agency actions at the following rates: for employees
without representation, 65.5 percent; for employees with attorneys. 77.9 percent and for
employees with union representation, 73.9 percent. Corresponding figures for the Commis-
sion's Board of Appeals and Review are not available, because by no means all of its deci-
sions are included In the data base and because case reports do not distinguish between
Board affirmances in employee and in agency appeals.

There are no data on the frequency with which employees are represented by other
employees from the same agency. One view holds that few employees would risk the re-
sentmuent of their agency in order to represent a colleague threatened with removal. This
explanation was offered by three APA hearing examiners (now administrative trial
judges) in the Interstate Commerce Commission who recently undertook to act as counsel
for several Commission employees subject to adverse action.

3 In years past veterans organizations provided representation for many employees, but
they are involved in few cases currently.

4.5 CFR 752.202(c), 771.105, 771.2206 (1971).
5At employing agencies 32 percent of all appealing employees were without representa-

tion. while 38 percent of all appellants at the Commission's regional offices had no repre-
sentative.

I At employing agencies 36 percent had union representation. while 27 percent employed
attorneys. At the Commission's regional offices, 33 percent relied on union representation
and 23 percent had attorneys.

7 At employing agencies 60 percent of employees without representation took no further
appeal. while 68 percent of those represented by attorneys and 63 percent of those with
union representation appealed at least once more.

I At employing agencies only 25 percent of employees contesting their removal were
without representation, while 49 percent contesting their demotion and 47 percent con-
testing reassignment had no representative. Among appellants to the Commission's re-
gional offices the figures were 32 percent, 50 percent, and 50 percent, respectively.

ISee tables V-i and V-2.
10 At employing agencies. the percentages of employees appearing with union representa-

tion were: GS. 32.5 percent; Wage Grade. 40.2 Percent. The percentages of employees
without representation were: GS. 31.S percent; Wage Grade. 32.1 percent. (No data isavailable concerning appeals by Postal Service employees within that agency's appeals
system.) At the Commission's regional offices, the percentages of employees with union
representation were : GS. 30 percent; Wage Grade, 33 percent: and PFS, 36 percent.
The percentages of employees without representation were: GS, 38 percent; Wage Grade,36 percent: and PFS. 39 percent.

11 See tables V-3 and \T-4.
1See tables V-1 and V-2, supra.
12 See note 1, supra.
14 See note 1. supra.
1- At e-mploving agencies 12.4 percent of employees without representation won proce-

disral reversals. compared with 3.7 percent of employees with attorneys and 7.8 percentof employees with anion representation. At the Commission's regional offices, a wvhopping
24.8 percent of appellants without representation won on procedural grounds, compared
with 8.7 percent and 12 percent, respectively, of employees with attorney and union
representatives.

15 One might speculate whether appeals officials are not also likely to consider more
sympathetically the case of an employee who does not make a big production of his ap-
peal and. as the data reveal. is likely to request an evidentiary hearing.

17 Employees without representation requested hearings only 24 percent of the time.
F, or employees with attorneys the figure was 73 percent, and for employees with unionrepresentation 66 percent.

'8 See note 7. snora. Of the 68 percent of appellants represented by attorneys who took
further appeals, 12 percent appealed to a second level within their agencies. and 88 per-cent soucht review by the Commission. Of apoellants with union representation who ap-
pealed further, 24 percent remained within the agency and 76 percent appealed to theCommission.

19 The sharp correlation between representation and the length of time required fordecision is depieted in tables V-5 and V-f6, appended to these footnotes.
20 The suggestion was made bv the late Justice Black in Goldberg v. Kelly. in his

dissent from the majority's holding that welfare recipients are entitled to a pretermina-
tion hearing at which they may appear with counsel. 397 U.S. 2.4, (1970).
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21 There is no intention here to suggest that legal training is the sine qua non of
effective representation. Many union representatives, most of whom are not attorneys,
are equally if not more effective than private counsel in adverse action hearings.

2 In Motto v. General Services Administration, 322 F. Supp. 1218 (E.D. La. 1971),
the court acknowledged the difficulty of seeking administrative review of adverse action
without the assistance of counsel and held that Inches did not bar review where the
employee had diligently, though unsuccessfully, sought review on his own. Of. Webb. v.
Finch. 431 F. 2d 1179 (6th Cir. 1970) (proceeding contesting termination of Social
Security benefits; court remained for further administrative hearing where recipient was
prejudiced by lack of counsel).

3s See note, 68 Mich. L. Rev. 112, 137-38 (1969).
20 Ogletree v. McAlantara, 449 F. 2d 93 (6th Cir. 1971).
2a 28'7 11.S. 45. 48-69 (1932) -
"The right to be heard would be. in many cases, of little avail if It did not com-

prehend the right to be heard by counsel. Even the intelligent and educated layman
has small and sometimes no skill in the science of law ***. He lacks skill and know-
ledge adequately to prepare his defense even though he [may] have a perfect one."

2629T7 IT.S. 254,- (1970).
-. Morrisey v. Brecer, 98 Sup. Ct. (1972).
2s See generally note, 'Trumpets in the Corridors of Bureaucracy: A Coming Right to

Appointed Counsel in Administrative Adjudicative Proceedings," 1S U.S.L.A. L. Rev.
75S (1971).

29 26 Ad. L. 2d 2S4 (1969).
3°16 CFR 2.41(c) (1969).
115 U.S.C. 555(b).
-226 Ad.L.2d at 28S. Rather than remand for appointment of counsel and further

hearings, the Commission found the proceedings fundamentally unfair and dismissed
the complaint.

ADVERSE ACTION APPEALS IN WHICH COMMISSION DECIDED IN FAVOR OF EMPLOYEE
PART 7521

Name Agency Date

Frost, Roger 0 - -FAA- July 9,1971
England, David A.,Gaines,Jackie F., WrightJames D ss do June 30,1971

Hill, Thomas G., LeBlans, Charles.
Estep, James T - - do -July 9,1971
Orokos, John W- - -do July 6,1971
Wills, Kenneth E - - Bureau of Customs- July 8,1971
Rena, Hubert W - -IRS- June 30, 1971
Marra, Anthony - - Department Consumer and Marketing Service- July 13,1971
Schuldt, Claiude ., Carver, Maurive R., Edwards, FAA- July 8,1971

Garland S. July 7,1971
July 21, 1971

Goff, Walter L., et al-- do July 19, 1971
Howard, Wesley L- - -do July 8,1971
Johnson, Richard H-- do July 7,1971
Meyers, Robert E- - -do July 9,1971
Gonsalves, John Jr., et al - - Department of Navy -July 21,1971
Wheatley, Charles B- Postal Service- July 9,1971
Alesia, Ralph F- - -do June 30, 1971
Wiegman, John W- - -do July 6,1971
Jackson, Merrill T - - Bureau of Engraving and Printing -July 23, 1971
Kanefsky, Daniel - -Department of Navy -June 28, 1971
Bell,Sina - -Bureau of Indian Affairs -July 27, 1971
Beasley, FrancellaC - -PostalService- Aug. 2,1971
Olivier, Andrea E- - -do Aug. 20,1971
Colbert, John F- - -do Aug. 3,1971
Humphreys, DorothyL - - -do Au. 19,1971
Dennis, Herman - - -do Au. 18,1971
Harris, John S- - -do AUg. 4,1971
Moriarty, Brian J - - Veterans Administration -Do.
Tempest. David L - - Department of Transportation -Aug. 16,1971
Davis, William - -Postal Service -Do.
Hodges, Ira- - -do Do.
Elliott, Martin J., Sr -FAA- Aug. 19,1971
Litwinowich, Joseph, Gagnon, Ronald H., Lambert, Department of Navy -Sept. 17, 1971

Raymond P.
Richardsn Johnnie L - - -do Do.
Pierce, George H - -Postal Service -Sept. 14,1971
Brown, Leonard, Jr- - -do Sept. 13,1971
Doussett, Calvin ------ -------- s- - Sept. 1,1971
Saverino, Sarah - - Social Security Administration -Sept. 9,1971
Bell, William P - -Postal Service- Do.
Gandy, Rubs M- - -do Sept. 17,1971
Williams, Mary C- - -do Aug. 30,1971
Tibbs, Robert W., Jr-- do Sept. 10,1971
Wheeler, Walter A - -Department of Navy -Sept. 17,1971
Pazdon,John J - - -do Do.
Strochan, Lewis - -Postal Service -Sept. 23,1971
Mestrovica, J. Jan - -GSA -Sept. 13,1971
Rooney, John J., Jr - - Department of Transportation -Sept. 22,1971
Debockler, Charles F - -Postal Service -Sept. 24,1971
Davis, Rose L- - -do Oct. 15,1971

See footnote at end of table.
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ADVERSE ACTION APPEALS IN WHICH COMMISSION DECIDED IN FAVOR OF EMPLOYEE-Continued
PART 7521

Name Agency Date

Gariepy, Donald F- Department of Navy -Sept. 21, 1971
Ward, James L. R- Department of Army -Sept. 29,1971
Altman, Barry- Postal Service -Sept. 22, 1971
Belt, Edward- do -Sept. 20,1971
Ware, Herman L. (also Toner) -Department of Navy -Oct. 15,1971
Johnson, Walter E- do -Oct. 7,1971
Toner,Charles H. (also Ware) -do -Oct. 15, 1971
Allen, Kim L -Department of Transportation -Oct. 4, 1971
Fisher, Norma R -FAA -Sept. 20, 1971
Peterson, James - Air Force -Oct. 4,1971
Staub, Elenore M- Selective Service- Nov. 8,1971
Johnson, Keedah K-- BIA - Oct. 22, 1971
Dawson, Hariette M- IRS -Oct. 20,1971
Greene, Isaiah -Postal Service -Oct. 27, 1971
Pendley, Edmund R- Department of Navy -Oct. 29, 1971
Geringer, Meyer -do -Nov. 11,1971
Meyers, Helen H- Small Business Admin -Nov. 10,1971
Parker, Kenneth D- Postal Service -Dec. 6,1971
Miler, Roslyn- do -Nov. 29, 1971Mortell, John A-do-Nov. 17,1971
Thompson, Yancy S- EEOC -Dec. 3,1971
Dix, William Jr -Air Force -Nov. 22, 1971
Francs, Joseph L- Department of Army -Nov. 16,1971
Starbuck, Robert L- do Jan. 5,1972
White, Ivy -Postal Service -Jan. 7,1972
Marrero, Bruce A- do- Dec. 21, 1971
Barrett, Frank W- do- Jan. 3,1972
Newberry, Stephen -do -Dec. 29, 1971
Barton, Leo K- do -Jan. 7,1972
Minor, Daniel L- do -Dec. 20, 1971
Logan, Kenneth -do ------------- Dec. 15, 1971
Stewary, Mary Ann -do … Jan. 12, 1972
Blair, Roy I- FAA -Jan. 31, 1972
Miller, Allen P- Postal Service- Jan. 27, 1972
Rodgers, LaVerne A- do -Jan. 19 1972
Branch, Bradford, Sr -Department of Navy -Jan. 21, 1972
Hitt, Harcld C- do -Jan. 18, 1972
Carrington, Alfrea -Postal Service -Jan. 21, 1972
Simmons, Joseph M- U.S. Marine - Feb. 4,1972
Tidwell, Billie -U.S. Army -Feb. 1,1972
Garcia, Patrick C. Jr -Dept. Navy -Jan. 20, 1972
Williams, Frank Jr -Postal Service -Feb. 280 1972
Contaro, Raul -do -Mar. 1, 1972
Deshields, George A- do -Mar. 2,1972
Martel, Dora E- Department of Army -Mar. 3, 1172
Melcher, Richard A- do -Feb. 10, 1972
Carmichael, Benjamin E- Department of Interior -Feb. 8,1972
Vasek, Leon C- U.S. Air Force- Feb. 25, 1972
Sansing, James C- Depaitment of Navy- Feb. 18, 1972
Mannarins, Necco J- GSA- Mar. 31, 1972
Tyner, Amy L- Postal Service -Mar. 17, 1972
Ferrara, Barbra - do -Mar. 2A 1972
Compton, Jimmie -do. --- Mar. 17 1972
Couch, Jihn D- do -Mar. 21; 1972
Hunt, William D- do -Mar. 2, 1972
Pitts, Carstell -do -Mar. 31, 1972
La Fond, Marlin L- BIA -Mar. 23, 1972
Bays, Edwin R- Department of Army -Mar. 13, 1972
Gibson, Leonard -U.S. Air Force -Mar. 9,1972
Williams, Sammie C- do -Do.
Ragin, Albert -do- Do.
Christensen, William D- PostalService -Mar. 16, 1972
Ruthford, Leonard E- do -Mar. 30, 1972
Powell, Phillip -do -far. 13,1972
Sands, Daniel C-FAA- ear. 20, 1972
Boy kis William J- Department of Navy -Mar. 28, 1972
Slayton, Leo -Tennessee Valley Authority -Apr. 25, 1972
Williams, Richard A- Postal Service -Apr. 5,1972
Jackson, Martha F- do -Apr. 28, 1972
Boyd, Catherin -do -Apr. 3,1972
Scott, Arthur L- o -Do.
Dalton, RobertJ- Department of Navy -Apr. 27,1972
Herborn, Henry J- do -Do.
Curtiss, Donald P- do -Do.
Jue, Henry -do -Apr. 7,1972
Roberts, Allan -Postal Service -Apr. 10, 1972
Hobbs, Clarence T- U.S. Mint -Do.
Nrtson, Sarah L- Department of Navy -Apr. 14,1972
Steer, Harold E- Department of Defense -Apr. 24,1972

' Appeals won by employees from removal, suspension, furloughs without pay, and reductions in rank or pay
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REDUCTION-IN-FORCE APPEALS IN WHICH COMMISSION DECIDED IN FAVOR OF EMPLOYEE

Name Agency Date

Warschauer, Douglas M., et al -NASA- July 13,1971
Sampson, John
Ridgeley, Dana
Malamed, Louis
Kirsch, Jordan
Kellett, Claude M.
Childress, James D.

Holland, Harold - do -July 8,1971
Magers, Laurence M -do -July 16,1971
Allen, Edward G -Air Force -Aug. 4,1971
Reinhart, Joseph F -Army -Aug. 10,1971
Trenner, Donald E -Defense Supply Agency -Aug. 3,1971
Bennett, John R -------- Army (Engineers)- July 29,1971
Evans, John C -NASA -Aug. 16,1971
Fossa, John P -Air Force -Aug. 26, 1971
Galassini, Robert J -Army -Sept. 17,1971
Tubbs, JoAnnie- DSA -Sept. 7, 1971
Rose, Levi T -NASA- Aug. 30,1971
Greenwood, Michael -Navy -Sept. 23,1971
Gilliam, Sterling E- DSA -Oct. 6,1971
Johnson, Richard E -NASA -Sept. 30,1971
Hevenor, Molly F -Commerce -Sept. 22, 1971
Pieterick, Mary B -Navy -Sept. 30,1971
Detmer, Mary F -SBA -Nov. 11, 9711
Holcomb, Lilian I -Defense Contract Administrative Services- Nov. 1, 1971
Beeny, Jack D -NASA -Oct. 22, 1971
Little, James C -Army -Oct. 29,1971
McKeever, David E -do- Nov. 5,1971
Panitch, Charles -do -Dec. 1,1971
Hamilton, LeRoy R -POD -Dec. 16,1971
Jounakos, Fred -do - -Do.
Himmel, Sidney -do - -Do.
Itskowid7, Jack -do - -Do.
Shudy, Frank A -do - -Do
Bernal, Richard -Army -Dec. 13,1971
Pomerants, Milton -POD -Dec. 16,1971
Van Willis, Ry A -do - -Do.
Marinaro, AnthonyJ -do - -Do.
Tiney, Donald S -DCA- Jan. 6,1972
Tengood, Max -Navy- Jan. 7, 1972
Kennedy, Gordon J -NASA -Dec. 22,1971
Roberson, Willie A -Army -Jan. 7,1972
Morewitz, Alvin H -NASA -Jan. 3, 1972
Patukonis, Peter R -DCA -Jan. 6, 1972
Tate, Sherman E -Army -Jan. 26,1972
Pasnquerella, Donna -- SSS Feb. 22,1972
Tuna, Simon J -Army -Mar. 7,1972
Gourdmi, Dorothy A -SSS -Feb. 22, 1972
Unger, Leroy A -Interior -Feh. 17, 1972
Jayne, John P -NASA -Feb. 22,1972
Bedenbaugh, Fredrick L -Navy -Mar. 2,1972
Nielson, Ralph E -Army -Do.
Dickinson, Stanley K -Air Force -Mar. 3,1972
Mize, Robert F- NASA -Feb. 9,1972
Weyermar, Hazal R -PostM Service- Feb. 9,1972
Turner, JesseL -NASA -- pr. 3,1972
Fossa, John P -Air Force -Mar, 20,1972
Staskus, Jon -NASA - Apr. 3,1972
Alexander, Rigor L -do -- .Plr. 8.1972
Wsmack, lidliam L - Air Forca-- i.r. 13,1972
Slavik, RalWh J -. NASA- Ar. 2A, 1972
Mitchell,James U -. avy .- Apr. 21, 1972
Thorn, TheviorG ,Jr -NASA - Apr. 28, 1972
Fulmer, Jamns T- - T'/A - Apr. 1,1372
FostEr, BRrlin C __a___ _ ____ _ ------------ 1 1972
Trenner, Donaili - DSA - . . Aor. 24. 1932
HaleShiley P. r)--- ------- ----------- -- ilASA -A . Ppr. 13, 1972
Krav,, GCra'rd John - Air Frc3 .-.- -rr. 19,1972
TillyTe-" - - - 6,i. N25 - . .-.--- B. 1972
Sidicl,JaresG - -IASA -.- -y 15, 1972
Normi'r,Waynn A -.- - -- y . .. ','ay 24, 1972
Loeis, Jackie W - NASA - .- . Py 15, 1972
Cross,'Cli/lord G ..- --- - rl,:y 11, 1972
BlanhknshMi, Evcrett F o - -Dc.
aondfrancu,Legran-e .-- ir Fcrc. -- ay 26,1972

Echrnlioan,Suvsr 0- POD - .'ay 5,1972
Wilcox, Walter W - Navy --- [y 18,1972
Tompkins, BrIW -- pdo Pay 11, 1972
Pettingill,Joseph W -do -Do.
Goldber2, R~ger C - do -Par. 22. 1972
Mohr, Gzrge S -do - vay 1, 1972
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REDUCTION-IN-FORCE APPEALS IN WHICH COMMISSION DECIDED IN FAVOR OF EMPLOYEE-Continued

Name Agency Date

Henry, Wood T -NASA -July 26,1972
Rhode, Ralph E -Navy- June 20,1972
Harbins, Ralph C -NASA -June 2,1972
Coffey, Eugene E -do -June 23,1972
Monks, Thomas C -do- June 14,1972
Cobb, Shirley S -Navy -June 8,1972
Koiom, Lester ---------------------- POD -July 31,1972
McCombs, William M -NASA -July 3,1972
Welce, Lottie J -- ------------------------- Navy -July 18,1972
Batten, DOaniel M., Jr -Army --- July 13,1972
Hudak, Albert A -do -July 6,1972
Zachary, Burr S -VA -Aug. 24,1972
Black, Helena -do -Aug. 29,1972
Norquist, Dora -AEC -Aug. 23,1972
Makrides, George C -POD -Do.
Silver, Richard -Navy -Do.
Stitts, JackC -OSA -Aug. 18,1972
Woodie, William J -do -Do.
Bee, Cnarles W- TVA -Aug. 28,1972
Donnelly, James F -Navy -Sept.25, 1972
Mills, Gilbert D -do- Sept, 18,1972
Countryman, Robert F- DSA -Sept. 7,1972
Horton, Eugene R -NASA -Oct. 3,1972
Samms, Bcrnice H -Air Force -Oct. 20,1972
Wappaus, Walter A -NASA -Oct. 17,1972
Smith, Charlotte, R -do -Oct. 13,1972

MEMORANDUM, U.S. CIVIL SERVICE COAImISSION,
October 13, 1972.

To: Directors of Personnel, Directors of Equal Employment Opportunity, Fed-
eral Woomen's Program Coordinators.

From: Bernard Rosen, Executive Director.
Subject: Annual Report-Office of Complaints, July 1, 1971 thru June 30, 1972.

The attached report covers the activities of the Office of Complaints for
Fiscal Year 1972. Compared with Fiscal Year 1971, there was an increase
(over 49 percent) in the number of individual cases handled during Fiscal
Year 1972, as the followviasg table indicates:

Fiscal year

1971 1972

Telephone contacts -2,136 3,493
Visitors ------------------------------- 819 1,036
Correspondents -502 641

Total -3,457 5,170

Over seventy-five percent of the inquiries and complaints received during
this Fiscal Year fell into the following seven categories: grievances, pay and
leave, adverse actions, promotionis, duty assignments, classification, and job
spplicants. (Fourteen categories are reported.) Each case listed in the report
represents an indivdual contact computed on a one-time-only basis.

In operating the Office of Complaints, we have continued the practice of
emphasizing the responsibility of the aggrieved party to use the established
channels of appeal available to him. However, a large number of the contracts
listed in this report represent inquiries that were answered on-the-spot or
counselling sessions confined to the Office of Complaints. Also, we have contin-
ued to expedite the referral of matters we think the departments and agencies
need to explore, to follow up on these referrals, and to analyze and evaluate
the replies we receive in order to assure that appropriate action has been
taken to resolve the issues raised by the complainant.

Overall the cooperation we have received has been execllent. This has
enabled us to meet our overall objective of providing service to the public and
the Fetieral service in a responsive and timely manner, even with an increased
workload.

Attachment.
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STATISTICAL SUMMARY-COMPLAINTS RECEIVED JULY 1, 1971 TO JUNE 30, 1972, DISTRIBUTION

Source of complaints Sex of complainants

Total District of
complaint Columbia

activity metro area Other Male Female
Percent Percent Percent Percent Percent

Telephone contracts1 -
--------- 3,493 (68)-----------------------------

Visitors ---------------- 1,036 (20) 946 (91) 90 (9) 648 (63) 388 (37)
Correspondents - 641 (12) 203 (32) 438 (68) 437 (68) 204 (32)

Total -5,170 (100) 1,149 (69) 528 (31) 1,085 (65) 592 (35)

1 Complete data on distribution of telephone contacts by location and sex not available.

COMPARATIVE DATA-INDIVIDUAL INQUIRIES AND COMPLAINTS RECEIVED

Fiscal year

1970-1971-1972

ist quarter 2d quarter 3d quarter 4th quarter Total

Telephone contacts:
Fiscal year:

1972 -742 658 1, 016 1,077 3,493
1971 -616 589 443 488 2,136
1970 -384 340 366 494 1, 584

Visitors:
Fiscal year:

1972 -275 213 238 310 1,036
1971 -173 180 245 221 819
1970 -230 213 224 203 870

Correspondents:
Fiscal year:

1972 -159 148 146 188 641
1971 -. 145 125 11,5 127 502
1970-------------- 119 123 114 '132 '488

Totals:
Fiscal year:

1972 - 1,176 1, 019 1, 400 1, 575 5, 170
1971 -934 894 793 836 3,457
1970 - 733 676 704 i 829 1 2,942

X Data adjusted to show individual cases.

TYPE OF COMPLAINT

Category Telephone Visitors Correspondents Total

Job applicant -701 168 93 962
Pay and leave -404 61 72 537
Classification -149 39 37 225,
Employee relations -35 22 5 62
Adverse action -247 165 58 4701
Promotion -305 102 57 464
Duty assignment -188 52 7 247
Retirement - ------- ------- 136 25 19 180
Reinstatement --- 64 30 9 103
Discrimination -96 42 64 202
Transfer -101 38 5 144
Grievance -724 170 128 1,022
Performance evaluation -23 6 5 34
Other - 320 116 82 518

Totals -3,493 1,036 641 5,170



TELEPHONE CONTACTS-FISCAL YEAR 1972

Nature of complaint
Perform-

Job Pay and Classifi- Employee Adverse Duty asn- Retire- Reinstate- Discrimi- ance eval-
Total applicant leane cation relations action Promotion signment moot meat nation Transfer Grievance nation OtherAgency

Legislative branch:
AC -- -
GAO-
GPO .
LC-

Judicial branch: U.S. courts
Executive branch:

Executive Office:
OMB
Other -- ---------

Departments:
State:

State-
AID

Treasury-
DOD:

OSD .
Army-
Navy
Air Force-
DIA
DSA .
Other -- ---------

Justice
I nterior
Agriculture -…--…--
Commerce-
Labor
HEW
HUD
Transportation …

Independent agencies:
ACTION-
CIA ------- --------
CAB
CRC -- -------------- --
CSC -- - - - - - - - - - -
DCG
EPA ------------------
EEOC -- ---------------

3 -1 -I
14 1 4 1-1-1 .I ---------------------------------------- --i-------
60 2 23 - 1 8 2 8-1 4.

4-
2 -1

3-3
11 …-- - - - -- - - -
2----I …I

2 - -1------ -- 2
8 1-- 2 3

23
8

109

2 3 2 1 2 2 1 --- 4
2 2------1 -------
5 20 3------ 12 16 7 1 1 4

S 4

25 4 o t[

[D

383 28 60 27 5 29 39 21 ti 6 15 - 6 92 4 31
297 10 29 29 5 25 53 20 7 1 8 7 81 1 21
49 3 1 178 2 3 1 2 2 2 18 6

40 1 6 1 1 4 3 ----------- 8-4-20------ 3 18 ----
78 2 17 8------ 6 5 6 -------- - --- 6 1 24 ------ 3
75 8 15 3 1 6 5 1 2--------- 2 2 4 20 ---------- 8
71 4 tO 3------ 4 9 2----------- - 8 1 23 1 6
83 4 5 7 2 8 13 6 --- - - - 1 5 3 21 -- - - - - 8
35 4 4 3 1---- ---- 2 1 5

201 12 39 12 5 7 15 22 3-8 4 57 3 14
17 1 1 ---------- - 5 1 12 5 1 2 4 ...... ... 1
84 6 7 7 ---- -- 6 12 5 3 ---- -- 2 2 20 2 12

7

3---.
2

25
303

65
15

9
12
I

2 1 1

2 1.
47 11 5 26
6 3 3
9 1 -- - - - - 1

:--------i----:::---------i--------I-- - - 1-- - - - - - -- - - - -
40 18-
10 9 1-

I I - …

1 --- --- -

1 5

1 I
1 2

I I -1.

4 1 2

12 108 18
2 20 9
1 3 -- - - - - 2



EIB
FCC-
FDIC -- - - - - - - - - - -
FHLBB
FMC
FPC .
FTC --------------------
GSA ---------------
ICC-------------
NASA
NCHA
NCPC-- - - - - - -
NCUA
NGA
NSF
NSA -----------------
CEO

RLA -- - - - - - - - - - -
SEC
SSS-
SBA
Smithsonian
Soldiers Home
TC
USIA
USPS
VA ------------------------
Other -- ------------- --

3 i-2-
17 6------ 2 2 -----2 1 2 1- 2 -32-

4 1 - - - 1

131 6 19 3 4 9 10 31 6 1 1 2 32 ----- - 7
7 - - ---------- 1 1-- --- 24-- 1
21 1 2 1 1 4 3 2 I 1 1
15 1---3 3 1-1 1 421

14 1 - - - I 2.

7 1--------------------- 1--------------------- 1 4-----------
2- - - -------------------- 1- - - - - ----------------------------- 1----------

12 ------ 1 1-1---- ------ 2-----------2------ 5-----------
7-- - - ------------------- 1 3- - - - - -1---------------------- 1 1
14 1 5- ------ I 1 2- - - - - -1---------------------- 1 2

5------ I 1- ----------- 2- - - - - - ---------------------------------- 1
22- 2- 5 1 1- 1 2- 7-

3 1-2-
9 2 1 4 ---- ---- --- ---- ---- --- ---- ---- --- ---- ---- --- ---- ---- --- 2 - - - - - - - ----- ----- -----

50 4 89 --- 16 3 2 2 2 1 2 72 3
70 4 4 2 1 11 10 4g 37 I 1 2 23 187
976 558 48 9 1 19 15 9 97 40 9 14 36 3 118

Total- 3.493 701 404 149 35 247 305 188 136 64 96 101 724 Z3 jzu



VISITORS-FISCAL YEAR 1972

Location
Nature of complaint

Outside
Per- District District

Em- form- of Ce- of Co-
Job Pay ployee Ad- Duty Rein- Dis- ance Sex lumbia lumbiaAgency Total appli- and Classi- rela- verse Pro- assign- Retire- state- crim- Trans- Griev- evalu- metro metroAgency Total cant leave fication tions action motion ment ment ment ination fer once ation Other Male Feivale area area

Legislative branch:
AC
GPO
LC

Judicial branch: U.S. courts
Executive branch:

Executive Office:
EOP -- -----
OMB
Other

Departments:
State:

State
AID

Treasury
DOD:

OSD
Army
Navy ----
Air Force
DIA
DSA ------------
Other

Justice
Interior
Agriculture
Commerce
Labor
HEW
HUD
Transportation

24 41 6 3 2- 2 4 2
4 1 -I

2 -- - -- i -- - - - - - - - - - - - ----- --- I - -- ------ - --- --- --- -- ------ ---- ---- ---- ---- -- -- ----
2 1-

I --15
3

2 --
I1-

9 23 1
1 4 .

2-- I

i 2- \

14 1 1 1
4-

38 3 1 4 10

3-----------------------------------
104 4 10 6 3 11

80 5 5 4-- 10
30 3 4 1 4
3----- 1
6------------------- 3

17 2 3
28 1 8 3 4
40 1 2 3 7
20 4 1 2
35 3 2 4 1 10
15 1 1 1 .-- - - - - - -
59 9 4 1 7
5-23 i23 1 -- - - - 4 7

2

4

3 ------------------ 2 3
I I. 4.
2 1 --------- 4 4 ----

i 10 4 13 1
1 2 2 3 1
5 25 13 36 2

1- ---- I--- 1 2 2 1
11 7 2 1 12 6 19 - - 12 66 38 87 17
9 4 3 3 5 4 18 -- 10 60 20 75 5
2---- 3 1 8 4 22 8 21 9
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Independent agencies:
ACTION -- - - - - - - -
CIA -- - - - - - - -
CRC -- - - - - - - - - -
CSC -- - - - - - - - - -
DCG -- - - - - - - - - -
EPA -- - - - - - - - - -
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VA - - - - - - - - - - -
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United States Court of Appeals for the District of Columbia

Civil Action, No. 476-61, Filed, Nov. 22, 1961, Harry AI. Hull, Clerk

RICHARD J. STECK, PLAINTIFF V. JOHN D. CONNALLY, JB., SECRETARY
OF THE NAVY, DEFENDANT

OPINION

Edward L. Merrigan, of Washington, D.C., for the plaintiff.
David C. Acheson, U.S. attorney; and Brian K. Welch, assistant U.S. attor-

ney, both of Washington, D.C., for the defendant.
This is an action for reinstatement by a civil service employee who was dis-

missed on charges that he had circulated a petition to a member of Congress,
among his fellow employees during working hours. The matter is before the
Court on cross-motions for summary judgment.

The Civil Service Act, 5 U.S.C. § 652, subsection (d), guarantees to all civil
service employees individually and collectively, the right to petition Congress,
or any member of Congress, or to furnish information to either House of Con-
gress, or to any Committee or member thereof, free from any restriction or
interference on the part of their superior officers.

Subsection (c) of the same Section, explicitly provides that the presentation
of any grievance or grievances to Congress or any member thereof, shall not
constitute or be a cause for reduction in rank or compensation or removal of
such person or group of persons from the service. This statute does not con-
template that the head of a Department may censor the contents of the peti-
tion or that he may dismiss the employee concerned therein, if he can prove
that the statements contained in the petition are untrue.

To be sure an activity of this kind can adversely affect the morale of a Gov-
ernment department. It can be vexatious and annoying at times if the
employee acts unreasonably, but the statute contains no limitation. The fact
that the petition was circulated during working hours involves minutiae unless
it can be shown there was a serious distruption of work and a substantial loss
of time.

The Court realizes, of course, the difficulties confronting the Assistant
United States Attorney in defending this action. Under the circumstances, the
Court has no alternative but to grant the plaintiffs motion for summary jidg-
ment and deny the Government's motion.

ALEXANDER HOLTZOFF,
Lnited States District Jldgc.

NOVEMBER 15, 1961.

United States Court of Appeals for the District of Columbia Circuit

No. 18,012

WILLIAM W. TURNER, APPELLANT v. ROBERT F. KENNEDY, ATTORNEY
GENERAL OF TIE UNITED STATES, ET AL., APPELLEES

Appeal from the United States District Court for the District
of Columbia

Mr. Vincent J. Fuller, with whom Mr. Edward Bennett Williams was on the
brief, for appellant.

Mr. Stephen B. Swartz, of the bar of the Supreme Court of Minnesota, pro
hac vice, by special leave of court, with whom Assistant Attorney General
Dougas, Mr. David C. Acheson, United States Attorney, and Mr. Alan S.
Rosenthal, Attorney, Department of Justice, were on the brief, for appellees.

Before: WILBUR K. MILLER, FAHY AND BASTIAN, Circuit Judges.

JUDGMENT

This cause came on to be heard on the record on appeal from the United
States District Court for the District of Columbia, and was argued by counsel.

ON CoNsIDERATION WHEREOF, it is ordered and adjudged by this court that
the judgment of the District Court appealed from in this cause is hereby
affirmed.
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Per Curiam.
Dated: April 2, 1964

FAHY, Circuit Judge, dissenting: 5 U.S.C. § 652(d) provides:
The right of persons employed in the civil service of the United States,
either individually or collectively, to petition Congress, or any Member
thereof ... shall not be denied or interfered with.1

Appellant was separated from his position in the classified Civil Service fol-
lowving proceedings in the agency 2 and in the Civil Service Commission. These
included appropriate hearings which eventuated in findings and conclusions of
the Commission that statements made by appellant in letters to a Senator and
a Member of the House of Representatives regarding his treatment in his posi-
tion, and other personnel conditions in the agency, were false, irresponsible
and unjustified, demonstrating his unsuitability for continued employment in
and imparing the efficiency of the agency.

The case comes to us on appeal from the grant by the District Court of
summary judgment for appellees, with denial of appellant's cross-motion for
summary judgment. It must be considered that appellant, in moving for sum-
mary judgment, conceded arguendo that the letters referred to contained false
and irresponsible statements which were not justified, and that they demon-
strated his unsuitability for the position he held; for the decision by the trial
court was made on the administrative record which included such findings by
the Commission and this record was not challenged by petitioner.

It is appellant's position that by reason of Section 652 (d) his separation
from his position cannot rest upon proof of the falsity, irresponsibility and
unjustifiability of his statements in petitions to Congress or a Member thereof.
I appraise this position in light of the right to petition "for redress of griev-
ances' guaranteed by the First Amendment.

I agree with the Commission that this right may be abused and is not abso-
lute. It has been held that one who accepts employment in the Government
also accepts curtailment of certain activities which he would be free to engage
in were he to remain in private life. as illustrated by the Hatch Act. See
United Public Workers v. Mlitchell, 330 U.S. 75, 95-104 (1947). But the Hatch
Act is a limitation placed by Congress upon the activities of the employees
covered by it, whereas Section 652(d), to the contrary, is a guaranty by Con-
gress to Civil Service employees of a right, the exercise of which "shall not be
denied or interfered with." It would deny or interfere with the right if a con-
sequence of its exercise were deprivation of employment. Equally clear would
the right be denied or interfered with if the petition must be limited to state-
ments which subsequent hearings and proceedings may show to have been true,
responsible and justified. I recognize that in many situations the question
whether particular conduct falls within the protection of a legal right depends
upon findings made in hearings and proceedings subsequent to the conduct;
but where the right claimed is the right to petition for redress of grievances
the validity of its exercise cannot be made to depend upon a subsequent con-
clusion that the petition contained statements which were true, responsible and
justified. Our District Court. speaking through Judge Holtzoff. stated in Steck
v. Connally, 199 F. Supp. 104 (D.D.C. 1961),

The Civil Service Act. 5 U.S.C. § 652, subsection (d), guarantees to all
civil service employees individually and collectively, the right to petition
Congress, or any member of Congress, or to furnish information to either
house of Congress, or to any Committee or member thereof, free from any
restriction or interference on the part of their superior officers.

Subsection (c) of the same Section, explicitly provides that the presen-
tation of any grievance or grievances to Congress or any member thereof.
shall not constitute or be a cause for reduction in rank or compensation or
removal of such persons or group of persons from the service. This statute
does not contemplate that the head of a Department may censor the con-
tents of the petition or that he may dismiss the employee concerned
therein, if he can prove that the statements contained in the petition are
untrue.

The same reasoning applies to statements subsequently shown to have been
irresponsible and unjustified. 3

162 Stat. 356 (194S8.
2Federal Bureau of Investication.
3 I do not decide, however. that the contents of a petition furnishing classified In-

formation or confidential information of a nature that is in the public interest not to
disclose is privileged.
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In urging otherwise appellees refer to remarks of Congressman Reilly during
consideration by the House of the Bill which became the Act. In its then form
it did not contain Section 652(d), but there was a provision which became Sec-
tion 652(c), reading:

The presenting by any person or groups of persons [in the postal service
of the United States] of any grievance or grievances to the Congress or
any Member thereof shall not constitute or be cause for reduction in rank
or compensation or removal of such person or groups of persons from said
service.

Congressman Reilly said that employees "would have to assume the responsi-
bility for their acts in the event of making false or misleading charges that
could not be borne out by evidence on investigation." 48 Cong. Rec. 4656.

The Bill was passed by the House and went to the Senate. In reporting the
Bill the Senate Committee recommended deletion of what is now Section
652 (c):

[I]t is the view of the committee that all citizens have a constitutional
right as such to present their grievances to Congress or Members thereof.
But governmental employees occupy a position relative to the Government
different from that of ordinary citizens. Upon questions of interest to them
as citizens, governmental employees have a right to petition Congress
direct. A different rule should prevail with regard to their presentation of
grievances connected with their relation to the Government as employees.
In that respect good discipline and the efficiency of service requires that
they present their grievances through the proper administrative channels.

S. Rep. 955, 62nd Cong., 2d Sess. 21 (1912).
This recommendation encountered strong opposition in the Senate. The tenor

of the debate was that Government employees should have just as broad a
right to petition as that possessed by ordinary citizens. Senator Ashurst
stated: "I am opposed to the striking out of this provpsion from the House
bill. Under the Constitution all men have the right freely to speak, peaceably
to assemble, and petition the Government for a redress of grievances." He read
into the record an article which in part stated: "This provision of the Constitu-
tion [the right of petition] does not make exception of citizens who happen to
be in the service of the Government. It does not say that all people may peti-
tion the Government, except, for instance, railway mail clerks." 48 Cong. Rec.
10671. Senator Reed also strongly opposed the Committee recommendation. He
spoke of existing limitations on a government employee's right of petition,
saying, "The effect of these ruels, all taken together. has been that the employ-
ees of the Post Office Department have been fearful of their right to speak,
even to the Congressman from their district. and to suggest to him needed
changes. MNr. President, it will not do for Congress to permit the executive
branch of this Goverment to deny it the sources of information vhich ought to
be free and open to it, . .." 48 Cong. Rec. 10674. Senator Williams stated: "It
seems to me the freer we leave these people, the better. In fact, it is my lea
that the freer we leave everybody, the better. These men have the right . . . if
they wvish to do so, to petition me for readers of grievances, or to petition you
or anybody else, or any part of the Government, and I do not see why Con-
gress should be 'putting its finger in the pie'." 48 Cong. Rec. 10S03.

The Senate not only rejected its Committee's recommendation to strike the
House language but added a new and broader section. See 48 Cong. Rep. 10804.
This is now subsection (d). It applies to all Civil Service employees, not only
to postal emuloyees. and its languaze is more general than that used in the
House Bill. This language was accepted by the House and the Bill became law.
Clearly. Section 652(d) encompasses petitions with respect to personnel griev-
a noes.

When we turn to the light cast by the First Amendment the scope of the pro-
tection of Section 652(d) is also seen to be broad. See United State.s v. C'riiik-
Rh-anl,, 92 U.S. 542, 552 (1875); Thnma.s? v. collins, 323 T.S. 516. .530 (1945):
White v. Xicholls(. 44 U.S. 266 (1845). Bridqes v. California, 314 U.S. 252
(1941). M.r. Justice Story. in his Commentaries on the Constitution, Vol. II,

1;9.5. at 645. note b (5th ed. 1891). wrote of the right of petition:
The statements made in petitions addressed to the proper authority, in a
matter within its jurisdiction, are so far privileged that the petitioner is
not liable. either civilly or criminally, for mankng them. thourh they prove
to he untrue and injurious. unless he has made them maliciously.
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Notwitbstanding the fact that the Senate debate indicates that full First
Amendment rights were to be extended to a Civil Service employee by Section
652(d), perhaps his right is conditioned to a degree by the circumstance that
he is in government service. Even so, we repeat, this can hardly require the

content of his petition to be limited to statements which after investigation
and hearing are found by the Commission to be true, responsible and justified.
To require the valid exercise of the right to depend upon such a subsequent
audit," as it were, would inhibit its exercise so substantially as to take away

its scope as gathered from the language of the section, its history, and its
relationship to the First Amendment.

The recent decision of the Supreme Court in Newe York Times Co. v. Su lli-
v'O.-U.S.- (19 6 4 ) fortifies the view I take. The Times case is concerned
with the protection accorded by the First and Fourteenth Amendments to free-

dom of speech and of the press. The reasoning of the court, however, seems to

me to be in good part applicable to our case. There, responsibility in a libel

action for criticism of the conduct of public officials with respect to matters of
public interest was involved. The present case may be said to involve criticism
of more limited concern, contained in a petition and not in the press. But the
right of petition as wvell as freedom of the press is protected by the First
Amendment. And not only is Section 652 (d) explicit as to the right of petition
but it is intended to have as broad a coverage as the similar right guaranteed
by the First Amendment. Moreover, the grievances which may be the subject
of a petition under the section clearly included personnel grievances of the
employee. Not only so, but the letters of appellant were petitions to the very
officials specified in the statute as the intended recipients of such petitions-
the "proper authority" of Mr. Justice Story's language above quoted.

I think the privilege, though not absolute, should be governed by the same
standard as has been adopted by the Court in the Times case, namely, whether
the statements were made with actual malice, that is, with knowledge that
they were false or with reckless disregard of whether false or not.4

I realize this view gives rise to something of a pardox. Appellant has been
found unsuitable for the position from which removed, yet I do not approve
the removal in the proceedings before us. The explanation-indeed the justifi-
cation-is that I think the means by which the removal was accomplished
w-ere not permissible under Section 652(d), read with the First Amendment.
Even desirable ends are required to be achieved by lawful means. This is the

sacrifice, if it may be so termed, required to maintain a rule of law, to which
we are bound as the greater good. There may be instances where the error in
means is insignificant in the full context of the matter and so may be over-

looked; but if, as I think, appellant's removal was inconsistent with the pro-
tection accorded by Congress in Section 652(d), and by the First Amendment,
the error of course cannot be said to be insignificant.

I would have the case remanded to the Commission for reconsideration
under the standards I have indicated.

FEnBRARY 2, 1973.

lion. JACK BRooKs,
House of Representatives

DEAR 'IR. Bnoons: This is in response to your letter of January 11, 1073,
which requests certain infermiation regarding outside aetivity of Civil Service
Commissioner Joyrne Baker Spain, and comments to several questions regard-
ing Civil Servk'a Commniission rules anl proceulirces rlating to outside activity
of Governmeit employoes.

Outs1de activity of Gnveram',nt emnlcyeps. inrludiar crmplovwmr;;1 :tn] finan-
cial interests. is governed by Executive Order No. 11222 of 31My 8, 1965 (copy

encla'-ed). Tbsit orler pr5seri'.s( starfl'kr(s of othical cendlr, for all Covern-
ment officers and employees in the Executive brench including Civil Service
Commission meiwbr- findl ;taiff. I rler efirtion 701 of thrt ord-r. thie' Clvil

Service Commi;si-n is anthorized and directed to issue regulations implement-

ingr the provisions oZ the order and to aperove and review from time to time

' The Examining Officep found that some of the statements were made without apoellant
having a reasonable basis therefor. Aside from the absence of such a Commission finding,
it is not clear the Examining Office found that appellant himself knew he had no reason-
aile baQis.
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other agency regulations for conformance with the order. The Civil Service
Commission "umbrella" regulations which serve as guidelines for other agen-
cies and departments appear as Part 735 of title 5, Code of Federal Regula-
tions. Regulations which apply specifically to employees of the Civil Service
Commission appear as Part 1001 of title 5, Code of Federal Regulations. Each
agency and department has similar regulations applying specifically to its
employees which appear in that agency's appropriate title of the Code of Fed-
eral Regulations.

Ylou requested a report on Vice Chairman Spain's activities on behalf of
Litton Industries or any other non-government employment since becoming a
member of the Civil Service Commission, and how that matter will be handled.
AVice Chairman Spain is not properly regarded as a regular employee of Litton
Industries, nor has she engaged in any other non-government employment. She
has not performed any consultant services for Litton Industries. The amount
of A7500 which she has received is payment as the result of a contract with
Litton dated in 1965 which does not require the rendition of services, and the
payment under which contract may be made in full at anytime. If Litton con-
tinues payment on an annual basis, the last payment will be made in 1975.
This matter was reported to me at the time of Vice Chairman Spain's original
appointment. Vice Chairman Spain is a member of the Board of Directors for
Litton Industries and attends Board meetings for that organization. This
activity has not previously caused conflict with her duties as Vice Chairman
and member of the Civil Service Commissison. So far as we know, the only
matter in which these interests in Litton could become relevant to her Com-
mission duties is the matter involving SMr. Gordon Rule; and Mrs. Spain has
already announced that she will not participate in any matter concerning him.

Your other questions are answered in the order asked.
1. The rules governing outside activities of members of the Civil Service

Commission are set forth in Part IV of Executive Order No. 11222. Section
401 (a) of that order requires each full time member of a commission
appointed by the President to submit to the Chairman of the Civil Service
Commission a statement containing:

(1) A list of the names of all corporations, companies, firms or other busi-
ness enterprises, partnerships, nonprofit organizations and educational or other
institutions-(A) with which he is connected as an employee, officer, owner,
director, trustee, partner, adviser, or consultant; or (B) in which he has any
continuing financial interests, through a pension or retirement plan, shared
income, or otherwise, as a result of any current or prior employment or busi-
ness or professional association; or (C) in which he has any financial interest
through the ownership of stocks, bonds, or other securities.

(2) A list of the names of his creditors, other than those to whom he may
be indebted by reason of a mortgage on property which he occupies as a per-
sonal residence or to whom he may be indebted for current and ordinary
household and living expenses.

(3) A list of his interests in real property or rights in lands, other than
property which he occupies as a personal residence.
This statement is required to be submitted not later than 30 days after the
Presidential appointee enters on duty (Section 401(b) ). I review these state-
ments and consult with those who submit them, as required, in order to elimi-
nate interests which might create a conflict between the financial interests of
the official concerned and the performance of his services for the Government.
( Section 404.)

2. It is not a violation of Civil Service rules and regulations for members of
the staff of the Civil Service Commission to perform advisory and consulting
services for private corporations or to be members of a corporate board of
directors provided that this outside activity is not incompatible with the full
and proper discharge of the duties and responsibilities of their Government
employment, and provided that this outside activity does not create an actual
or apparent conflict of interest. (Section 203.) Guidelines which relate specifi-
cally to Civil Service Commission employees are found in section 1001,
735-203 of title 5. Code of Federal Regulations, and provide that incompatible
activities include. but are not limited to:

(1) Acceptance of a fee. compensation, gift, payment of expense, or any other
thina of monetary value in circumstances in which acceptance may result in,
or create the appearance of. conflicts of interest: or



2337

(2) Outside employment which tends to impair his mental or physical capac-
ity to perform his Government duties and responsibilities in an acceptable
manner.

In addition to the above specific regulations regarding outside activity. all
government employees are required by Executive order and regulation to avoid
any action which might result in, or create the appearance of-(1) using
public office for private gain; (2) giving preferential treatment to any organi-
zation or person; (3) impeding Government efficiency or economy; (4) losing
complete independence or impartiality of action; (5) making a Government
decision outside official channels; or (6) affecting adversely the confidencee of
the public in the integrity of the Government.

(E.O. 11222, § 201(c); 5 CFR 735.201a; 5 CFR 1001.735-201). Aside from
these restrictions, employees are free to engage in lawful financial transactions
to the same extent as private citizens. (E.O. 11222. § 203).

3. The administrative procedures utilized by the Civil Service Commission to
determine whether there is a potential conflict of interest between the official
functions of the Commission and the personal economic interests of its mem-
bers are those prescribed by the President in Executive Ordei No. 11222. These
include submission by the member of a statement of financial interest and
review of the statement by me as Chairman of the Civil Survive Comuiisotion.
In reviewing the statement for possible real or apparent conflicts of interest
the guidelines as prescribed by Executive order and the regulations as dis-
cussed in question 2 are applied.

Several actions may be taken to avoid a real or apparent conflict of interest.
First, the member may be required to divest himself of the interest in ques-
tion.

A second action which may be taken is the establishment of a "blind trust".
Under this approach a member is required to convey the financial interest in
question to an independent and impartial trustee. The terms of the trust
require that the trustee manage the corpus solely in accordance with his own
financial judgment and that he not communicate to the settlor (member) any
information with regard to the holdings or dealings of the treqt. The trustee is
required to report information regarding holdings and dealings of the trust
directly to the Chairman of the Civil Service Commission.

A final action which may be taken is the disqualification of the member
from any proceeding in which his private activities create a real or apparent
conflict of interest. This action is generally reserved to those unusual instances
where the conflict was so remote as to be unforeseen at the time the interest
was acquired or the member entered Government service. Of course, any inter-
est or activity which causes frequent disqualification would lie incompatible
with the full and proper discharge of the member's Government duties and
would necessitate divestment or a trust arrangement.

I hope that this response has been helpful to you. If I can be of further
assistance in this matter please feel free to contact me.

Sincerely yours,
RORERT E. HAMPTON. Chairmnon.

OGC INDEX DIGEST OFFICE, March 18, 1971.
Hon. STUART SYMINGTON,
U.S. Senate

DEAR SENATOR SYMINGTON. This is in reply to your communication of Febru-
ary 17. 1971, forwarding a letter you received from Miss Pam Moran, 912
South Street. Saint Joseph, Missouri 64503, and asking for our views anld find-
ings on the questions raised by her letter.

There is a statute which protects the right of Federal employees to petition
or furnish information to Congress. This statute, 5 U.S.C.A. § T102, reads as
follows:

"The right of employees, individually or collectively, to petition Congress or
a Member of Congress. or to furnish information to either Houce of Concress,
or to a committee or Member thereof, may not be interfered with or denied."

The statute has been highly effective over the years in protecting the rights
of employees which are act out therein. The right to "furnish information"
includes the right to "testify". I do not recall any case in which a Federal
employee has been discharged for giving such testimony.
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In January, 1971, the press reported that Postmaster General Winton H.
Blount had issued a directive establishing a liaison office as the sole voice of
the Postal Service in communicating with Congress. Although the directive
reportedly said this action did not affect the right of any employee, as a pri-
vate citizen, to petition his U.S. Representative or Senators on his own behalf,
it was reported that implementing instructions stated that it was mandatory
that postal employees immediately cease any direct or indirect contacts with
Congressional offices on matters involving the Postal Service.

This material reportedly created quite a stir. As a result, it is understood
that information was included in an official publication of the Department
which was designed to clarify the matter. It is our understanding that this
clarifying information reiterated the rights of employees under 5 U.S.C.A.
§ 7102 but emphasized that employees could not speak for the Postal Service
unless authorized to do so.

I think it possible that the happenings described above may have been the
subject of the editorial which prompted Miss Moran's letter to you. In any
event, I hope the information outlined above will be helpful in responding to
her inquiry. If I can be of further assistance, please let me know.

Sincerely yours,
ANTHONY L. MONDELL,

General Counsel.

OGC INDEx DIGEST OFFICE, June 9, 1969.
DAVID B. GARDINER
Decatur, Ala.

DEAR -MR. GARDINER: I am sorry that we have not been able to make an ear-
lier reply to your letter of May 3, 1969, to Chairman Hampton.

The right of Federal employees to petition Congress is stated in the follow-
ing terms in section 7102 of title 5, United States Code:

"The right of employees, individually or collectively, to petition Congress or
a Member of Congress, or to furnish information to either House of Congress,
or to a committee or Member thereof, may not be interfered with or denied."

The courts have had little occasion to interpret this provision. Similarly,
appeals to the Commission have rarely involved questions concerning how the
section should be interpreted and applied. Nevertheless, the legislative history
of this section indicates it was the intent of Congress to open and keep open
the channels of communication between executive branch employees and the
Congress or a member, or members, thereof.

Thus, with respect to question 1 on page 2 of your letter, any rules of an
agency in the executive branch which would prohibit your group from making
the type of petition you describe would be in violation of the statute. We are
not aware of any agency having a prohibitive rule of the type to which you
refer.

For the reasons mentioned above, neither the Commission nor your agency
could require that your group's opinions and recommendations accompanying a
petition to Congress be submitted for discussion or clearance. If material relat-
ing to areas of concern to the Commission were submitted, we would be
pleased to review it and give the group our comments on it but I want to
make clear there is no requirement for such an advance submission. I suggest
you check with your agency concerning its desires in this regard. Your ques-
tion 2 is answered accordingly.

With respect to question 3, the release of information of the type to which
you refer by Federal agencies is governed by 5 U.S.C. 552 and the implement-
ing regulations of each agency. The Commission's regulations in this regard
are in 5 CFR Part 294 (a copy of which is enclosed). The regulations of the
National Aeronautics and Space Administration are in 14 CFR Part 1206. To
obtain an answer to your question 3 you should write either to Headquarters
Information Center, National Aeronautics and Space Administration, Head-
quarters Administration Office (Code DJA 72), Washington. D.C. 20.546. or the
Field Information Center, NASA George C. Marshall Space Flight Center,
Huntsville, Alabama 35812.

The Commission is concerned about the alleged violations of Commission
regulations and of irregularities in personnel management operations at the
Center. However, it is difficult to respond to these on the basis of the limited



2339

information given. We will refer your letter to our Atlanta Regional Office for

its use in making our next survey of personnel management operations of the
Center.

Also, if you will give us information of any specific violations of Commission
regulations and/or of improper classification determinations, we will take
appropriate action.

Sincerely yours,
ANTHONY L. MONDELL, General Counsel.

[From the Civil Service Journal, January-March 1971]

PUBLIc DISSENT AND THE PUBLIC EMPLOYEE

(By William H. Rehnquist, Assistant Attorney General, Department
of Justice)

Twenty years ago, an employee of the Federal Government was summarily
removed from his official position because be made remarks to a newspaper
reporter which were cricical of his superiors. Indeed, his superiors had sternly

enjoined him against making any statements at all to representatives of the
news media. You are doubtless already thinking back in your minds to the
time that this took place-1950-and have already mentally cataloged this inci-

dent as another case of McCarthyism run rampant. But the name of the
employee I am referring to was General Douglas MacArthur, and the name of
the superior who removed him was President Harry S. Truman, acting upon

the advice of his Secretary of State, Dean Acheson, and his Secretary of
Defense, George Marshall.

Several years earlier, President Truman had sharply curtailed Secretary of
Commerce Henry Wallace's exercise of the right of "free speech" when Wal-
lace was dismissed for publicly criticizing Administration policy with respect
to Russia. I don't suppose anyone seriously quarrels with either the legal right
or the propriety of President Truman having dismissed Henry Wallace or
Douglas MacArthur, whatever one may think of the merits of the disputes in
which they were respectively engaged. These bits if history stand for the prop-
osition that high-ranking Executive officials have no right to free speech which
permits them to publicly criticize the President with impunity.

BEST-KNOWN PROVISION

The free-speech guarantee of the First Amemdment is probably the best-
known provision of our Constitution. It is entirely proper that this is so, since

the right of freedom of expression is basic to the proper functioning of a free,
democratic society.

Less well known, but equally important, are those restrictions on complete
freedom of speech which result from the balance of competing interests in the
jurisprudential scale-the need to preserve order, the need to afford a remedy
to the innocent victim of libel, the need of government to govern. It is the con-
flict between the latter and the free-speech clause with which we deal today.

Once we get past the celebrated cases involving Secretary Wallace and Gen-

eral MacArthur there is a pronounced difference of understanding as to the
latitude accorded public statements and public acts which are made by persons
entrusted to carry on the Nation's business. The issue is now of front-page
importance, probably put there because of the highly politicized nature of our

society today. There is a tendency on the part of young people entering gov-
ernment service to feel that they should have complete and unrestrained free-

dom to speak out on political and policy matters, regardless of how detrimen-
tal their speech may be to government programs in general or to the proper
functioning of their own assigned responsibilities within the departments.

At one time, the courts approached this issue in terms of a "right versus
privilege" analogy, as epitomized by Justice Holmes' famous dictum concerning
the dismissal of a policeman:
"The petitioner may have a constitutional right to talk politics, but he has
no constitutional right to be a policeman." McAuliffe v. City of New Bedford,
155 -Mass. 216, 220, 29N'.E. 517 (1892).

NOTE.-Remarks before the Federal Bar Association on September 18, 1970, at the
Shoreham Hotel, Washington, D.C.
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As we all know, courts in recent years have retreated from this stern
dichotomy and have expanded government employees' free-speech rights consid-
erably. But now we are hearing equally categorical statements from the chain-
pions of employee free speech. Without much critical analysis, they insist that
unless the public employee has every bit as much right to speak freely on
public issues as a private citizen, the public employee becomes a "second-class
citizen" who has given up some of his constitutional rights by virtue of accept-
ing public employment.

If the vice of the Holmes analysis is that it separated entirely the govern-
ment as sovereign from the government as an employer, the vice of the "sec-
ond-class citizen" argument is that it entirely equates the two phases of
governmental action. If Justice Holmes mistakenly failed to recognize that dis-
missal of a government employee because of his public statements was a form
of restraint on his free speech, it is equally a mistake to fail to recognize that
potential dismissal from government employment is by no means a complete
negation of one's free speech.

FREE SPEECH VS. GOVERNiMENT INTERESTS

The principal case from the Supreme Court of the United States on the sub-
ject, Pickering v. Board of Education, 391 U.S. 563 (1968), makes clear that
the test in this area, as in related branches of constitutional law, is a balanc-
ing of the claim for freedom of speech against whatever governmental inter-
ests may be opposed to that claim. The Court, speaking through Justice .Mar-
shall, said:

"The problem in any case is to arrive at a balance between the interests of
the teacher, as a citizen, in commenting upon matters of public concern and
the interest of the State, as an employer, in promoting the efficiency of the
public services it performs though its employees." Id. at 56S.

Here, the interest on the other side of the sale may be generally described
as the interest of the government in governing effectively. The Supreme Court
in earlier cases has said that government has the right to carry on public
business even at the expense of some forms of individual freedom of expres-
sion. Thus, regulations limiting picketing in front of a courthouse, in order to
permit free access and exit, are constitutionally permissible. Cameron v. Jobhn-
son, 390 U.S. 611 (1968). And Congress may constitutionally restrict govern-
ment employees in conducting political campaigning. U7n2ited Public TWorlcrs v.
Mitchell, 339 U.S. 75 (1047).

In the area of public dissent, it may be useful to consider the different tvpes
of statements that might be made by public employees. Most typical of those
which make today's headlines are statements of opinions which criticize gov-
ernmental policy: "We disapprove of the President's Cambodian incursion"'
"We oppose the funding of the anti-ballistic missiles"; "We oppose the Justice
Department's position on the school segregation cases."

Because the major part of my remarks will be addressed to this type of
statement, I would like to point out now that the question of the government
employee's right to speak out in public without fear of disciplinary sanctions
may arise in other contexts.

For example, an employee may make public information that is in violation
of applicable regulation, ranging from the sort of departmental prohibition
which Otto Otepka was charged with violating when he was employed by the
State Department, to the divulgence of highly secret and sensitive material to
the agents of a foreign power, as was the case with Julius and Ethel Rosen-
berg. I think it would be rather difficult to defend this sort of action under a
claim of freedom of expression.

The employee may publicize information which, although not technically
classified, is false or misleading. Here we encounter the well-established doe-
trine of Newe York Times v. Sullivan, 376 U.S. 254 (1964), holding that the
First Amendment prohibits the awarding of civil damages against a libel
defendant in the absence of a showing that the publication was both false and
malicious. While it does not necessarily follow as the night the day that the
First Amendment imposes the same sort of limitation on the right of the
governmental employer to dismiss employees because of such statements. the
Supreme Court in Pickering suggests that very much the same principle will
be applied where the basis urged for discharge is the falsity of the informa-
tion.
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But the fact of the matter is that the charge of maliciously publicizing false
information about one's governmental employer will rarely exist by itself. Gen-
erally, if an employee publishes a false statement, the government may be con-
cerned with ramifications other than mere falsity; almost inevitably, there will
be connected with the complaint overtones of disloyalty, promotion of
dissension, and related harm which is said to have arisen from the public
statement. When this occurs, the decided cases make clear that the simple
incantation of the New York Times v. Sullivan doctrine does not dispose of
the typical case of public dissent by the public employee.

PICKERING CASE

I would like to turn now to the facts of the Pickering case, because it so
well illustrates the way facts, alleged facts, and opinions can be combined in
one public statement.

Marvin Pickering was a high school teacher in Will County. Ill., which is
one of the outer ring of suburban counties around Chicago. The high school
district in which Pickering taught had on its second attempt in 1961 obtained
voter approval of a bond issue to provide for the construction of two new high
schools. During 1964, a proposed increase in the tax rates for educational pur-
poses was submitted to the voters and defeated, not once but twice.

The day following the second defeat of the proposed tax increase, a letter
from Pickering appeared in the letters to the editor column of a local newspa-
per, in which he sharply criticized the school board for its allocation of school
resources between the school's educational program and its athletic program.
For writing and publishing this letter. Pickering was dismissed by the school
board, and he took his case to the Illinois State courts.

In the Supreme Court of Illinois, Pickering's dismissal was affirmed with
two judges dissenting. Reading the majority and dissenting opinions, one gets
the impression that the case there was very much cast in terms of New York
Tinmes v. Sullivan.

The school board apparently rather largely based its claimed right to dis-
miss Pickering on the falsity of several of the purported factual statements
which his letter contained; Pickering insisted that by analogy to the New
York Tinms rule in libel cases he could be dismissed only if the statements
were found to be not only false, but malicious as well. The board's dismissal
charge mentioned the need to maintain discipline, morale, and harmony among
co-workers and supervisors, but the lack of discussion of this issue in the
Supreme Court of Illinois suggests that it was touched on but lightly by the
parties.

Jusrice Marshall, speaking for the Supreme Court of the United States in
Piclcring, said that the writing and publishing of this teacher's letter was pro-
tected by the Federal Constitution. There was a good deal of emphasis on the
truth or falsity of the statements in the Court's opinion, which appended an
analysis indicating that the Court disagreed with the lower courts and with
the school board as to how many of Pickering's statements could be described
as false.

The opinion also gives some indication of what factors the Court thinks are
important in resolving such issues as loyalty and discipline. In the first place,
says the Court. Pickering's statements were "in no way directed towards any
person with whom appellant would normally be in contract in the course of
his daily work as a teacher. Thus no question of maintaining either discipline
by immediate superiors or harmony among co-workers is presented here. Appel-
lant's employment relationships with the Board, and, to a somewhat lesser
extent. with the superintendent are not the kind of close working relationships
for which it can persuasively be claimed that personal loyalty and confidence
are necessary to their proper functioning." 391 U.S. at 569-70.

The Court also pointed out that in Pickering "the fact of employment in
only tangentially and insubstantially involved in the subject matter of the
public communication" (Id. at 574), and that therefore the Court would regard
the teacher as being a member of the general public as he sought to be.

MEEHAN CASE

As might be expected, subsequent lower court decisions have tended to turn
more on the loyalty and harmony facets of Pickering than on the truth or
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falsity facet. A good example is Meehan v. Macy, which has been three time
decided by the Court of Appeals for the District of Columbia Circuit.

Richard NIteehan was the president of a local labor union in the Panama
Canal Zone which represented the Canal guards. The governor of the Panama
Canal Zone, in an effort to assuage Panamanian ire at continued American
occupancy of the Canal Zone. had proposed that a previous policy limiting
guard employment to United States citizens be revised in order that Panama-
nians would be eligible. -Meehan, during a troubled time in the Canal Zone,
publicly and vigorouly criticized the governor's proposed change in policy.

The original opinion of the Court of Appeals, written by Judge Leventhal,
upheld one of the three stated grounds for -Meehan's dismissal from employ-
ment, and contains probably as good a short description of the governmental
interest which is served by dismissal as is to be found in the cases:

"There is a reverse side to the coin: With mounting provision of increased
and increasingly indispensable services rendered by Government employees, the
public weal demands administration that is effective and disciplined, and not
beset by turmoil and anarchy."

The Court went on to say: "While a free society values robust, vigorous and
essentially uninhibited public speech by citizens, when such uninhibited public
speech by Government employees produces intolerable disharmony, inefficiency,
dissension and even chaos, it may be subject to reasonable limitations, at least
concerning matters relating to the duties, discretion and judgment entrusted to
the employee involved." Meehan v. Macy, 392 F.2d 822, 832, 833 (D.C. Cir.
1968).

The government does have an interest in governing. While the words "loy-
alty," "harmony," and avoidance of "dissension" all express part of what this
notion embodies, I don't believe that all of them together convey the entire
idea. In the executive branch of the Government, policy decisions, at least in
theory. come down from the top since the President of the United States is the
only official of that branch who can lay claim to a popular mandate.

While it is quite proper that his policy decisions be debated and challenged
in the legislative branch, and be subjected to vigorous criticism in the country
as a whole, the rule within the executive branch must be quite different.

The President and the Secretary of Defense whom he appoints should be able
able to push for the funding of an anti-ballistic missile without necessarily
obtaining the approval of a majority of the employees of the Defense Depart-
ment; the President and his Attorney General should be able to push for a
crime bill in the District of Columbia even though a majority of the employed
lawyers in the Justice Department, if given their "druthers," might oppose
some of its provisions. If the case be otherwise, the executive branch will be
controlled not by an elected President, but by a number of temporary tenants
of Government jobs who have no vestige whatever of a popular mandate to
operate the branch.

If the executive branch is to be reasonably efficient, it must have a certain
amount of internal cohesion in its operation. In the midst of the anti-ballistic
missile battle on Capitol Hill, it simply would not do for the Secretary of
Defense, the Deputy Secretary of Defense, or any other high-ranking Defense
official to publicly state that he has now had second thoughts about the pro-
posal and sees that it is wrong. By the same token, in the midst of the debate
over whether or not Judge Haynsworth should be confirmed to the Supreme
Court of the United States, it will not do for the Attorney General or for
any Assistant Attorney General to publicly state that he now sees that the presi-
dential nomination was a mistake, and that he certainly understands why the
Senate will probably reject it. If the President is not free to dismiss advisors
such as this for such public statements, the executive branch might just as
well shut up shop tomorrow.

A s we get to situations involving government employees less close to the
final decision-making authority, less responsible for carrying out those deci-
sions. the government's interest in governing becomes lesser in the scale, and
the employee's right as a citizen to speak his mind becomes greater.

BALANCING TEST

The courts have made quite clear that just as the government does not have
the freedom to deal with an employee in this area as would a counterpart
employer in private industry, so the public employee does not have the same
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freedom from government restriction on his public statements as would the

employee's counterpart in private industry. The government as employer has a

legitimate and constitutionally recognized interest in limiting public criticism

on the part of its employees even though that same government as sovereign
has no similar constitutionally valid claim to limit dissent on the part of Its
citizens.

But how do we apply these very general principles to concrete cases? What

factors must we use to meet tbe balancing test pronounced in Pickering? One
factor is the level of the job. Thus, a President may fire a Cabinet officer or

other political appointee for any reason whatever, or for no reason. No court
would second guess the President on such a matter for any reason. See K.
Dabis, Administrative Law Test, § 7.11, at 127 (1959).

In a case framed in terms of civil service law, rather than constitutional
law, this right of removal has been extended to high-level career employees. In

Leanard v. Douglas, 321 F. 2d 749 (D.C. Cir. 1963), the court upheld a dis-

missal of the First Assistant to the Assistant Attorney General, since the

latter needs "someone in whom he can confide, and to whom he can turn with

trust in his judgment as well as in his legal ability." Id. at 752.
Also, some employees as a class (for example, attorneys) have less statutory

job protection than others. Persons not in the competitive service are outside

the protection of 5 U.S.C. § 7501 (1964), which permits discharge only to pro-
mote the efficiency of the service.

ACADEMIC FREEDOM

The occupation involved also has significance. Teachers may well be given
more freedom to speak out than others in the community because of the deep-

rooted concept of academic freedom. Keyisbian v. Board of Regents, 385 U.S.
589 (1967) Pred v. Board of Public Instruction, 415 F.2d 851 (5th Cir. 1969).

Whether this notion of academic freedom is strongest when the teacher's
speech is part of classroom conduct or a part of extracurricular conduct seems

to me debatable. In a sense, academic freedom is a vocational concept-that is,

it would seem applicable in connection with the teacher's teaching, and not to

his extracurricular activities. And yet the notion that no sort of regimen at all

may be imposed upon a teacher in the classroom would seem to play hob with

the idea that any particular curriculum could be expected to be taught to the
students.

The Court of Appeals for this circuit has held that while a Government
teacher may be free to discuss the Vietnam War in public on his own time,

when he is hired to teach English to foreign military officers in a quick-train-
ing program, his classroom discussion critical of his employer's position on the

war justifies dismissal without abridging the First Amendment. Goldwasscr v.
Brown, 417 F. 2d 1169 (D.C. Cir. 1969).

A government employee is simply not permitted to use the taxpayers' time in

pursuit of expressing personal opinions since he has been hired for other spe-

cific duties. We may have here the paradoxical situation in which the teacher's
academic freedom is presumably strongest in the classroom, rather than in the

teacher's private life, and yet it is in the classroom that the teacher may rea-

sonably be expected to spend time on the curriculum prescribed by his superi-

ors, rather than on his own observations of the world situation.

POSITION OF TRUST

Whatever may be the situation with respect to teachers, there can be no

doubt that attorneys occupy a special relationship to their employer, whether
it be a private client or the Government of the United States. The peculiar

position of trust occupied by attorneys is evidenced by the traditional attor-
ney-client privilege, which suggests that unauthorized public disclosure of

information on any issue which has been committed to their professional trust
by their clients would be a serious breach of that trust which would justify
dismissal.

For example, Canon 6 of the Canons of Professional Ethics speaks of an

"obligation to represent the client with undivided fidelity and not to divulge
his secrets or confidences." The concept of fidelity is also apparent in Canon

37, which states flatly, "[i]t is the duty of a lawyer to preserve his client's
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confidences," and further that "[a] lawyer should not continue employment
when he discovers that this obligation prevents the performance of his full
duty to his former or to his new client." Thus, the notion of professional loy-
alty extends beyond the area of lawyer-client privilege.

I think one may fairly generalize that a government employee, and certainly
a government attorney, is seriously restricted in his freedom of speech with
respect to any matter for which he has been assigned responsibility. It is in
this area where I stressed earlier that the President's popular mandate could
be negatived by members of a particular executive agency publicly dissenting
to that department's policies.

Courts recognize this factor and give it weight. The Court's language in
Pickering, for example, stresses the relationship of the communication to the
type of work performed. The Court there pointed out that the teacher's corn-
munication pertained to school financing, and not to school teaching. See 391
U.S. at 574.

When we move from the "assigned-responsibility" situation into the "off-
duty' or "extracurricular" situation, the claim for freedom of expression is
stronger. If a person identifies himself as being associated with a particular
agency or holding a specific government job when he makes public statements,
his case is not as strong as where he is content to be identified simply as a
member of the general public.

The courts have at times distinguished between statements made in an
official capacity and those made as a member of the general public. In Picker-
ing. for example, the fact that Pickering was a teacher in the school system
whose administration he criticized was treated by the Court as being relatively
unimportant, which permitted the Court to characterize his statement as made
by a *member of the general public." 391 U.S. at 574.

In Murray v. Vaughn, 300 F.Supp. 68 (D.R.I. 1969), a Peace Corps Volun-
teer in Chile sent a letter to a local newspaper criticizing the United States'
involvement in Vietnam, for which action he was dismissed. The court held
that this statement, like the one in Pickering, had been made in a protected,
individual capacity. Unlike the teacher in Pickering or the Peace-Corps Volun-
teer in Mfurray. there are undoubtedly situations in which the public employee
is so well-known, or his position so close to the center of authority, that he is
simply not able to disassociate himself from that position and become a
member of the public at large.

EMPLOYEE-EMPLOYER LOYALTY

Another factor that inevitably is in the background of every dismissal action
is the concept of discipline, personal loyalty, and harmony in the working rela-
tionships among employees which I illustrated earlier in connection with the
Meehan case involving the Panama Canal Zone policeman. The Federal Gov-
ermnent is entitled to demand at least as large a part of the same personal
loyalty owed by any employee to his employer.

For example. the Court of Claims in Harrington v. United States, 161 Ct. Cl.
432 (1963), held that a civilian employee of the Air Force was justifiably dis-
missed for printing and circulating a pamphlet criticizing Air Force efficiency
and conduct. One simply cannot work a part of the time in serving the Air
Force or any other organization and then expend other efforts in tearing it
down.

The impact of a public statement on one's co-workers, and the ability to con-
tinue working efficiently with them, is a related facet of the overall picture.
Most government employees are not as isolated from co-workers as Marvin
Pickering was from other teachers, but in many cases enjoy a close working
relationship.

In the recent case of Lefcourt v. Legal Aid Society, 38 U.S.L.W. 2633
(S.D.N.Y., May 11, 1970), the dismissal of a Legal Aid attorney was upheld
since his critical comments about the society's policies promoted "disharmony
and inefficiency." Such comments, the court stressed, cannot be tolerated
"where they result in internal friction inimical to the welfare of the organiza-
tion." Id. at 2634. The court specifically distinguished Pickering by stating that
this situation, unlike Pickering, did present the issue of the attorney's relation-
ship with supervisors and co-workers.
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Another recent case, involving a group of VISTA Volunteers who published
also-called "Declaration of Conscience" opposing the Government's position on
Vietnam, also distinguished Pickering by stressing the need for discipline and
harmony. In this case, the VISTA Volunteers at an official meeting discussed,
drafted, and signed an anti-war petition. Prior to signing, they were warned
by superiors not to go ahead with their project. Threatened with dismissal, the
Volunteers brought suit in the U.S. District Court in Colorado against VISTA
officials to enjoin any dismissal and seeking a declaratory judgment that dis-
missal would violate their constitutional rights as well as a judgment that
VISTA regulations governing expression were unconstitutionally vague.

Judge Doyle saw no merit to these assertions. The subsequent signing in dis-
regard of their superiors, said the court, "caused a conflict between plaintiffs
and their immediate superiors, and the evoking of such conflict is one of the
criteria established in Pickering as a cause for limiting statements of public
employees." Murphy v. Facendia, 307 F. Supp. 353, 355 (D. Colo. 1969).

This case gives us some limits to the decision in Murray v. Vaughn, where
the Peace Corps Volunteer was held to have been improperly dismissed for
writing an anti-war letter to a local newspaper. In Facendia there was group
action, acts were initiated during working time, and these acts affected the
efficiency of VISTA as well as the relationships among VISTA employees.

Judge Doyle held on these facts that the employees were not protected by
free-speech guarantees:

"In short, the 'Declaration of Conscience' in this action conflicted with a
definite goal of VISTA, detracted time and effort from the primary work of
the Volunteers, promoted dissension between Volunteers and their superiors,
and generally interfered with the regular operation of VISTA. Accordingly,
VISTA supervisors would appear to have been within the constitutional limita-
tions on free expression by public employees in attempting to suppress the
'Declaration of Conscience' and plaintiffs have not asserted a substantial claim
under the First Amendment." Murphy v. Facendia, 307 F. Supp. 353, 355 (D.
Colo. 1969).

Such insubordination affects the normal functioning of an office and
obviously cannot be tolerated by any organization, governmental or private.

SPECIAL RELATIONSHIP

In the final analysis, all of these factors plus any others relevant to the dis-
missal must be taken together to see if there exists between the government
and the public employee at the time of the public utterance what the Picker-
ing Court described as a special relationship to justify the dismissal. The
Court stated:

"It is possible to conceive of some positions in public employment in which
the need for confidentiality Is so great that even completely correct public
statements might furnish a permissible ground for dismissal. Likewise, posi-
tions in public employment in which the relationship between superior and
subordinate is of such a personal and intimate nature that certain forms of
public criticism of the superior by the subordinate would seriously undermine
the effectiveness of the working relationship between them can also be imag-
ined." 391 U.S. at 570 n. 3.

This special relationship can occur in a number of situations. In Meehan v.
Macy, 425 F. 2d 469, 470-1 (D.C. Cir. 1968), the court referred to the above
portion of Pickering to say that between the policeman and the governor of
the Panama Canal Zone, that special relationship existed during political dis
turbance in the Zone. Judge Leventhal referred to the generally tense situa-
tion because of the rioting and the "diplomatic overtones" of the disturbances
as factors creating the relationship. Thus, the intemperate public remarks and
derisive poem about the governor by a policeman charged with promoting secu-
rity and peace in the Zone could be restricted. Otherwise, in the words of
Pickering, "public criticism of the superior by the subordinate would seriously
undermine the effectiveness of the working relationship between them...."

In another case Judge McGowan found the special relationship created by
the presence of foreign military officers in a classroom. This justified the dis-
missal of an English teacher making critical comments concerning the United
States' policy in Vietnam. Goldwaa8er v. Brown, 417 F. 2d 1169 (D.C. Cir.
1969).

95-328 0 - 73 -pt. 8 - 47
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Although not as certain of application as the extremes put forth by Justice
Holmes or the proponents of absolute free speech, the present balancing
approach of the courts offers, it seems to me, a reasonable approach in protect-
ing the reasonable rights of public employees to free expression and the
equally necessary ideal of the government's right to govern. In light of theimportance of the interests involved, the added burden of tallying up the fore-
going factors in each case becomes a worthwhile exercise.

[From the Civil Service Journal, January-March 1970]

THE FEDERAL EMPLOYEES RIGHT To SPEAK VERSUS THE NEED FOR RESTRAINT

(By Anthony L. Mondello, General Counsel, U.S. Civil Service
Commission)

Any analysis of judicial decisions during the decade just passed would bedeficient if it failed to note an increased swing of the pendulum toward recog-
nition of the rights of people. Even more significant, in reviewing the sixties,is the continuation and expansion of judicial recognition that government
employees are people, or, put another way, that a person does not lose his con-
stitutional rights by becoming a government employee.

At the same time, a student of history would probably characterize the six-ties as the decade of dissent. He would be struck by the increase of types of
dissent and the number of dissenters. Campus disorders over disagreement
with university policies, draft-card burnings and other incidents showing dis-pleasure with the Selective Service System, and anti-Vietnam war protests ofvarious kinds are some of the examples.

Toward the close of the decade it became apparent that the question of
whether, and to what extent, the constitutional right of the government
employees to speak entitled him to dissent would have to be answered in theseventies. This article is written not to provide the answers, but in the hope
that the reader will be enabled to see more clearly what the questions are.

FIRST AMENDMENT

In pertinent part of the First Amendment reads as follows:
"Congress shall make no law * * * abridging the freedom of speech **
The courts have ruled that this and other provisions of the Bill of Rights

were made applicable to State action by the due process clause of the Four-teenth Amendment. Thus, its reach extends to persons subject to action byState and the Federal Governments.
Over the years there have been a number of judicial decisions interpreting

and applying the freedom of speech provision of the First Amendment to dif-ferent situations. However, the definitive court decisions in the freedom ofspeech area is of recent origin.

NEW YORK TIMES V. SULLIVAN

The case is that of New York Times v. Sullivan, decided March 9, 1964. Inthis case, local Alabama law enforcement officials sued the New York Timesand certain civil rights organizations for damages in libel because the newspa-
per printed an advertisement, paid for by the civil rights organizations, whichexcoriated the officials for their part in dealing with local civil rights demon-
strations. It cannot be disputed that the advertisement contained several inac-
curacies and was unduly defamatory in certain respects. The plaintiff won ajudgment of $500,000, which was upheld by the Alabama Supreme Court. The
United States Supreme Court reversed, relying solely on First Amendmentgrounds. Its ruling stands for the proposition that a person will not sufferlegal liability for critical speech or writing unless what he says or writes ismaliciously false or is stated with reckless disregard for the truth.

The court placed heavy reliance on history, and reviewed the pronounce-ments of several of the framers of the Constitution. In so doing, the courtasserted that it had found a "key" to the meaning of the First Amendment-
that the First Amendment had a "central meaning"-that it had a core of pro-
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tection of speech without which democracy cannot function. According to the
court, the right of public discussion of the stewardship of government by
public officials was, in the framers' view, the fundamental principle of the
American form of government.

What is most important in this case is that the court found each citizen had
not merely the right, but the duty, to criticize. It justified this finding of duty
on the basis that the "maintenance of the opportunity for free political discus-
sion, to the end that Government may be responsive to the will of the people,
and that change may be obtained by lawful means, an opportunity essential to
the security of the Republic, is a fundamental principle of our constitutional
system."

The court also said that "debate on public issues should be uninhibited,
robust, and wide open, and that it may include vehement, caustic, and some-
times unpleasantly sharp attacks on Government and public officials."

TURNER V. KENNEDY

The Times decision did not concern a citizen who was a public employee.
The question of the right of a public employee to criticize government officials,
absent actual malice, arose within a month after the Times decision.

The case of Turrner v. Kennedy involved an FBI agent who had been dis-
missed after having written letters to a Senator and a Congressman alleging
certain irregularities in the Oklahoma City office of the FBI. He was dis-
missed, and filed suit in the United States District Court for the District of
Columbia. Plaintiff asserted he was exercising his statutory right to petition
Congress, a right stated in section 7102 of title 5 of the United States Code.
Turner lost in the District Court and the Court of Appeals affirmed that deci-
sion without opinion.

Only Judge Fahy spoke to the issues raised by the case. He examined the
legislative history of the statute and concluded that it was intended to encom-
pass petitions arising from work grievances. This legislative background, and
the relationship of the provision to the First Amendment right to petition,
indicated to Judge Fahy that the exercise of the right to petition could not
depend on a "subsequent audit" showing that the statements were true, respon-
sible, and justified. He urged that the statute be interpreted to incorporate a
standard similar to that established by the Supreme Court in the Times deci-
sion.

SWAALEY V. UNITED STATES

No further cases of related significance were decided until the decision of
the Court of Claims in Swaaley v. United States in May 1967. Swaaley. an
employee of the Brooklyn Navy Yard, wrote a letter to the Secretary of the
Navy complaining about promotional practices at the Yard and naming three
supervisors as "mostly responsible for these unethical promotional policies."
"Then," as the court said, "needless to say, the roof fell in on the plaintiff."
He was discharged for making "unfounded" statements in his letter. His supe-
riors termed his statements unfounded merely because Swaaley had not pro-
vided sufficient information to convince them that all his statements were true.

The court, on the basis of New York Times v. Sullivan, found for plaintiff
and said that the doctrine of that case applies to Federal employees' petitions.
The court concluded by saying that, "We hold that a petition by a Federal
employee to one above him in the executive hierarchy is covered by the First
Amendment and, if it includes defamation of any Federal official, protection is
lost only under the circumstances in which a newspaper article would lose
such protection if it defamed such official."

PICKERING V. BOARD OF EDUCATION

The Pickering case involved a non-Federal schoolteacher who was discharged
because of publication of a letter he wrote to the editor of his local paper. The
letter criticized the way in which the Board of Education was allocating the
school's financial resources. Pickering taught classes in one school of a multi-
school educational system. He did not work directly with the school board he
criticized, nor did he have a close or confidential relationship to any of its
members.

On June 3, 1968, the Supreme Court ruled that the letter writing was not a
proper cause for discharged because the teacher was exercising his right to
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speak on issues of public importance. At the same time the court specifically
pointed out that-

"It is possible to conceive of some positions in public employment in which
the need for confidentiality is so great that even completely correct public state-
ments might furnish permissible ground for dismissal. Likewise, positions in
public employment in which the relationship between superior and subordinate
is of such personal and intimate nature that certain forms of public criticism
of the superior by the subordinate would seriously undermine the effectiveness
of the working relationship between them can also be imagined. We intimate
no views as to how we would resolve any specific instances of such situations,
but merely note that significantly different considerations would be involved insuch cases."

The basic teaching of the case may be summed up in these words of the
court:

"The theory that public employment which may be denied altogether may besubjected to any conditions, regardless of how unreasonable, has been uni-formly rejected. At the same time, it cannot be gainsaid that the State has
interests as an employer in regulating the speech of its employees that differ
significantly from those it possesses In connection with regulation of the
speech of the citizenry in general. The problem in any case is to arrive at abalance between the interests of the teacher, as a citizen, in commenting upon
matters of public concern and the interest of the State, as an employer, in pro-moting the efficiency of the public services it performs through its employees."

Meehan v. Macy. Meehan was a member of the Canal Zone Police Force andpresident of the local policeman's union. Shortly after the rioting which broke
out in the Canal Zone in 1964 had been quelled, Meehan was invited to ameeting at which the Governor's plan to admit Panamanian Nationals to the
police force was discussed. The day after the meeting, Meehan criticized theplan to representatives of the news media and a week or so later he prepared
and circulated an anonymous letter urging recipients to write their Congress-
men and voice their opposition to the plan. Attached to the letter was a poem
which contained a burning attack on the Governor and his policies.

Meehan was discharged on three grounds. The Court of Appeals for the Dis-trict of Columbia Circuit ruled that two of the grounds were invalid. The oneremaining charge is of particular interest to this discussion because it alleged
conduct unbecoming a police officer in publishing the letter and poem contain-
ing derogatory and libelous statements about his superior, made in a sarcastic
and contemptuous manner. Thus, the New York Times and Pickering decisions
are immediately brought into focus.

The Meehan case was argued before a three-judge panel of the Court ofAppeals for the District of Columbia Circuit and reargued before the fullcourt. A final decision has not yet been made because the court ultimately
remanded the case to the Civil Service Commission to decide whether or notthe one remaining charge was sufficient to justify removal. However, the opin-ions of the court, particularly in relation to the one charge left standing, do
shed some light on how the New York Times and Pickering decisions apply toFederal employees.

For example, the court said:
"We do not agree with appellant that an employee may, without fear of dis-cipline, say anything and anywhere whatever a private person may say with-

out fear of a libel action, on the doctrine of New York Times. The added
interests of the sovereign are factors to be considered in adjusting and balanc-
ing constitutional concerns."

The court went on to say:
"There is a reasonable difference between the kind of discipline and limita-

tions on speech the government may impose on its employees and the kind itmay impose on the public at large. To ensure a basic efficiency in public serv-ice a limitation may be imposed as a condition of government employment that
is broader than the standard that defines the wrongdoing that subjects a pri-vate citizen to penalty or damage action."

The court referred to the common-law doctrine that an employee has a duty
to be loyal to his employer. This is, perhaps, the most significant item in themany pages of the opinions. The court, in effect, is saying to public employees"we recognize that you have rights; but don't forget that you also haveresponsibilities."



2349

PICKERING'S PROGENY-TWO

the First Amendment gives a citizen the right and, perhaps, even
imposes on him the duty to criticize Government policy and Government
officials absent actual malice. A citizen does not lose that right by be-
coming a Federal employee. However, as an employee he has certain
obligations toward his employer which make his relationship with the
Government different from the relationship he had before he became an
employee."

Goldwas8er v. Brown. Plaintiff was a civilian instructor for the Air Force
who taught basic English to foreign military officers who were in this country
for training. He was removed on the allegations that he had discussed contro-
versial subjects such as religion, politics, and race during class hours despite
prior warnings to avoid such subjects.

The Court of Appeals for the District of Columbia Circuit on September 17,
1969, ruled that the restriction imposed on the teacher's conduct within the
classroom was not an unconstitutional encroachment on his right of free
speech. The court distinguished this case from the Pickering case observing:

"In Pickering the Supreme Court * * * recognized that public employment
may properly encompass limitations upon speech that would not survive consti-
tutional scrutiny if directed against a private citizen, although there is cer-
tainly no easy leap from this to the proposition that a public employee neces-
sarily assumes monastic vows of silence when he looks to the taxpayer for his
salary. The Government's interest as an employer is in heightening the level of
the public services it renders by assuring the efficiency of its employees in the
performance of this tasks; and efficiency comprehends the maintenance of dis-
cipline, and prevalence of harmony among co-workers, and the elimination of
conduct which may reasonably be thought to have 'impeded' the proper per-
formance by a teacher of 'his daily duties in the classroom.' Conversely, the
free speech interest of the teacher is to have his say on any and everything
about which he has feelings, provided there is no significant likelihood of
impairment of his efficiency."

Relating the Pickering test to the case before it, the Court of Appeals stated
that the facts in Goldwaa8er required a different result:

"We would * * * be blinking reality if we did not recognize that a class of
foreign military officers at an Air Force installation on invitational orders pre-
sents special problems affecting the national interest in harmonious interna-
tional relations. We are certainly not equipped to second-guess the agency
judgment that the instructional goals of the Air Force program would be jeop-
ardized by the teacher's volunteering his views on subjects of potential explo-
siveness in a multi-cultural group."

EFFICIENCY OF THE SERVICE

It is Interesting to note that both the Meehan and Goldwa88er cases refer to
"efficiency of the service" as a factor to be considered in assessing limitations
on employees' freedom of speech. In the Meehan case, the court talks about "a
basic efficiency in public service," a concept obviously broader than Meehan's
efficient performance of his duties as a policeman. In the Goldwa~ser case, the
court refers both to conduct of the teacher in the classroom, which obviously
relates to the efficient performance of one's duties as a teacher, and jeopardiz-
ing the instructional goals of the Air Force program, which again is a broader
concept.

The relevance of the discussion stems, of course, from the fact that the
basic removal statutes speak in terms of removals "for such cause as will pro-
mote the efficiency of the service." There has been a recent tendency on the
part of some courts to treat the clause as though it referred merely to the
efficient performance of an employee's duties. This has never been the Civil
Service Commission's interpretation, since over the years the Commission has
been influenced by the legislative history of the Civil Service Act of 1883,
which resulted in large part from congressional concern about the low esteem
in which the public at large held the entire Federal civil service. It is signifi-
cant, therefore, that the court in these two cases, and Judge Nichols of the
Court of Claims concurring in Schlegel v. United State8 (October 17, 1969),
recognize that the clause does have broad implications.
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Judge Nichols says that actions that will bring an "agency into hatred, ridi-
cule, and contempt, to the grave detriment of its ability to perform its mis-
sion" do have an impact on the efficiency of the service. "An agency," said
Judge Nichols, "is not necessarily wrong if it deems that good public relations
favor efficiency and that bad ones detract from it. I believe that myself. Nor is
it absurd to fear that a public which loses respect for the employees of an
agency will lose respect for the agency itself. It follows that the agency has
(or, up to now, had) a right to require its employees to refrain from off-duty
behavior of kinds the public will regard (however obtusely) as scandalous and
disgraceful."

SUMMING UP

To sum up, the First Amendment gives a citizen the right and, perhaps, even
imposes on him a duty to criticize Government policy and Government officials
absent actual malice. A citizen does not lose that right by becoming a Federal
employee. However, as an employee he has certain obligations toward his
employer which make his relationship with the Government different from the
relationship he had before he became an employee. This means that to attain
an object of Government, the maintenance of an efficient public service, the
Government may restrict the exercise by its employees of their right to
criticize.

Consistent with the principles derived from court decisions concerning
employee cases, these conclusions may be drawn:

A Federal employee may not be penalized for:
A public statement that he has cleared through an established clearance

process.
A statement made in the course of filing an appeal or a grievance that he

does not publicize outside the agency.
Criticisms made within prescribed channels; or attempts to achieve improve-

ments in employment or working conditions or changes in personnel or man-
agement policy through lawful participation in activities of employee organiza-
tions.

A Federal employee may be disciplined;
If his criticism of Government policy or a Government official is false and is

made with actual malice, that is, with knowledge of its falsity or with reck-
less disregard for its truth or falsity.

If his criticism, whether true or false, involves disclosure of information
which he knows is confidential.

If his criticism involves false statements about matters so closely related to
the day-to-day operations of his agency that the harmful effect on the public
would be difficult to counter because of the presumption that the employee
would have special access to the real facts.

If the criticism is of a superior by a subordinate when the relationship
between them is of such a close nature that the criticism seriously undermines
it.

If the criticism is made outside the channels prescribed by, or is in violation
of, a statute, Executive order, or regulation.

If the criticism adversely affects job performance, discipline, work relation-
ships, or his agency's mission. This includes public statements in opposition to
a Government policy which the employee's duties require him to implement or
enforce.

These conclusions by no means solve all the problems. For example, should
consideration be given in defining restrictions or criticism, to the employee's
duties or his level of responsibility? Should the imposition of a sanction rest
on whether a critical employee is recognized by the public as having an official
capacity which presumptively validates his knowledge of what he speaks
about?

Must actual harm to the criticized program or policy be proved, or is it
enough that the purpose of the critic or the tendency of his criticism is dam-
aging?

Should an employee be penalized for failure to adhere to grievance proce-
dures if to do so would require him to take his complaint to the same agency
or individual which is the target of the complaint?

Most immediately, questions have been raised over the extent of Federal
employee participation in organized dissent over United States policy concern-
ing Vietnam. May an agency head deny use of Government facilities to Fed-
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eral employees who request them for holding a lecture by a critic of United
States policy? Is it tolerable for Federal agencies to permit employees to use
Government bulletin boards to post notices about events like Moratorium Day,
notices which lampoon the President and characterize him as misinformed and
misled in his Vietnam policy? Should an employee be penalized for participa-
tion in an orderly demonstration that becomes violent by the urgings of a few?

These questions can only be resolved by a sensible accommodation of the
First Amendment rights of employees with the rights of the Government as an
employer. It should be remembered that lawfully operating governments, State
and Federal, derive their powers from the same constitutions which contain
our charters of personal liberties. The framers of the Federal constitution
made these original, sensible accommodations. The task of continuing accom-
modation calls for the utmost in maturity, good judgment, tolerance, and
restraint.

This may seem like a middle ground between the views of extremists on
both sides, but to us it is high and defensible ground. We position ourselves
here not out of any regard for the value of compromise or the safety of the
middle of the road. We are here because of the belief that only by the rational
accommodation of these two sets of important, competing constitutional inter-
ests can this Nation continue to flourish with a Government that fairly and
effectively represents all the people.
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/ COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON. O.C. Z48

B-162578

Dear Mr. Chairman:

This is in response to your letter of October 12, 1971,
concerning the testimony of Mr. Henry M. Durham before the
Subcommittee on Priorities and Economy in Government, Joint
Economic Committee. You requested that we investigate the
charges and verify the evidence he presented to the Sub-
committee.

Although we found that certain of the conditions
Mr. Durham described had been present in the early period of
Lockheed's performance under the C-5 aircraft contract, we
could not determine how extensive those conditions had been
or how they compared in severity with similar problems en-
countered by other manufacturers in producing new aircraft.
We also found that Lockheed's management had been aware of
the problems and had initiated corrective actions before
Mr. Durham's charges were published.

We interviewed officials and reviewed documents at
Lockheed-Georgia Company, Marietta, Georgia, and at Chatta-
nooga, Tennessee. We also interviewed Air Force representa-
tives and reviewed documents at the Air Force Plant Represent-
ative Office, Marietta, Georgia; the System Program Office,
Wright-Patterson Air Force Base, Ohio; and Air Force Head-
quarters, Washington, D.C.

Our Atlanta Regional OiXice prepared a staff study on the
results of the investigation. As requested, a copy of this
staff study was furnished to your office on March 24, 1972.
We explained that we did not have an opportunity to review the
study in the normal manner within the General Accounting Office
and that additional fieldwork was required. During hearings on
March 27, 1972, we suggested that attention be given to:

1. Lockheed's awareness of the problems cited by
Mr. Durham.

2. Lockheed's experience on the C-5 aircraft, compared
with its past experience and with that of other
contractors.
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3. The awareness of, and the actions taken by, the Air

Force.

We also obtained Lockheed and Air Force comments on the Atlanta

staff study in letters dated May 26 and July 13, 1972, respec-
tively.

Mr. Durham's charges, our evaluation, and agency and con-

tractor comments are briefly summarized in this letter and are

discussed in the appendix. Due to the volume of the comments

received from the agency and contractor, the entire comments
are not included in this report. Our review of Mr. Durham's

charge concerning aerospace ground equipment is underway, and

our finding will be reported to you upon completion of our
review.

LOCKHEED-GEORGIA COMPANY, MARIETTA, GEORGIA

Mr. Durham charged that there was mismanagement of as-

sembly operations in producing the C-5 aircraft at the Marietta

plant. He charged, in part, that (1) assembly records were in-

accurate, (2) parts had been removed without authorization, had

been scrapped by mistake, and had been unnecessarily procured,

(3) inventory controls over titanium fasteners were inadequate,

(4) aircraft were moved along the production line in order to

collect payments related to the accomplishment of milestones,
although the aircraft were incomplete, and (5) the subterfuge
to conceal such problems began with the rollout of aircraft

0001. Mr. Durham stated that, as a result, production costs

had been increased significantly.

We found that during the period covered by Mr. Durham's

charges:

--Aircraft assembly records did not accurately reflect
the physical condition of the aircraft.

--Parts had been removed from aircraft without authoriza-
tion.

2
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--Parts had been erroneously scrapped.

--There were problems relating to controls over disburse-
ment, handling, and usage of titanium fasteners.

We could not, however, determine the extent of these conditionsor their impact on the cost or schedule of the C-5 aircraft
program.

With respect to the other charges:

--We did not find evidence to indicate that parts had
been unnecessarily procured. This is based on a de-
tailed review of a random sample of purchased parts.

--We did not find evidence to indicate that Lockheed
maintained the production schedule in order to collect
payments related to the accomplishment of milestones.
We did note, however, that the Air Force withheld about
$3.7 million from milestone payments on the five test
aircraft because of shortages and variances from speci-
fications when the aircraft were delivered to the
flight-test organization.

--We did not find evidence to indicate that there was
subterfuge involved in the rollout ceremony of air-
craft 0001.

We visited several aerospace firms to determine whetherproblems similar to those experienced by Lockheed couldnormally be expected in producing a new aircraft. We wereadvised that conditions such as out-of-sequence work and miss-ing parts exist on every new aircraft program. However, itwas also pointed out that management emphasis is directed to-ward insuring that such conditions do not develop into majorproblems. We were unable to obtain specific detailed infor-mation that could be used for comparison.

3
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Lockheed provided data which compared certain factors in

its production experience on the C-141 aircraft with those of

the C-5 aircraft. We believe the data to be inconclusive be-

cause, from the available information, we could not evaluate

the production experience on the two programs.

We also found that Lockheed's management was aware of

these problems and was directing corrective action, as evi-

denced by (1) discussions at special meetings held to review

the progress of the C-5 aircraft program and (2) numerous
Lockheed internal audit reports which were widely disseminated
to Lockheed officials.

We found that the Air Force was also aware of some of the

conditions cited by Mr. Durham. For the most part, however,

the Air Force did not direct the contractor to take specific

corrective action because the Air Force, in administering the

contract, followed a philosophy of "disengagement." This

philosophy required minimal participation by the Air Force in

the day-to-day management of the program as prescribed by the

total package procurement concept under which the C-5 aircraft
was originally purchased.

LOCKHEED-GEORGIA COMPANY
CHATTANOOGA, TENNESSEE

Mr. Durham charged, in part, that (1) there were in-

adequate controls over tools, raw materials, and miscellaneous

small parts, (2) there was unnecessary procurement of material

and high-strength nuts and bolts, and (3) there was mishandling

of materials. He stated that these conditions and practices
had increased the cost of operating the Chattanooga plant.

At Chattanooga, we found that:

--High-strength nuts and bolts had been purchased for

plant maintenance when, for some purposes, lower grade
materials would have sufficed.

--Substantial quantities of material and miscellaneous
small parts had accumulated as a result of canceled
orders and transfer of items from another plant.

4
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--Some items which were available at less cost from the
Marietta storeroom had been purchased locally.

With respect to the other charges:

--The practice of not providing detailed inventory con-
trols over certain tools was consistent with the
practices of others in the industry.

--Raw materials and miscellaneous small parts were pur-
chased and controlled on an individual job order basis
in lieu of detailed inventory controls.

Lockheed commented that Chattanooga had a limited procure-
ment function and was authorized to purchase only usage and
maintenance materials, along with some items for production.
All standard tools, except for such expendable items as
cutters, drill bits, and reamers were charged out to employees
and employees were required at the time of termination to pay
for tools not returned. Lockheed stated that materials for
fabricating aircraft parts were basically supplied from
Marietta and that materials for aerospace ground equipment
were controlled on the basis of individual job requirements.

The Air Force commented that in July 1971, the Air Force
Plant Representative visited Lockheed's Chattanooga plant to
review operations and to determine whether there was substance
to the newspaper reports of Mr. Durham's allegations. By
letter dated August 2, 1971, the Air Force advised Lockheed
of certain deficiencies in inventory control, discrepancy re-
ports, and housekeeping matters found by Air Force personnel
who visited the plant.

5
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We trust that the-information discussed above and in the

appendix to this letter is responsive to your needs. We shall

be pleased to discuss this information with you or members of

your staff if you so desire.

Sincerely yours,

*~~~~ra- ,~ 4"
Comptroller General
of the United States

The Honorable William Proxmire
Chairman, Subcommittee on Priorities and
Economy in Government

Joint Economic Committee
Congress of the United States

6
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ABBREVIATIONS

AGE aerospace ground equipment

DR discrepancy report

MSP miscellaneous small parts

SPO System Project Office

VSP valuable small parts
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INTRODUCTION AND SCOPE OF REVIEW

Attached to Mr. Durham's prepared statement to the Sub-
committee were 23 exhibits containing examples and explana-
tions of his charges. Some of these charges were referred
to in more than one exhibit and some were interrelated with
other charges. We have summarized Mr. Durham's principal
charges, followed by our evaluation, and, when appropriate,
contractor and agency comments.

On October 12, 1971, you requested that we investi-
gate the charges and verify the evidence presented to the
Subcommittee. Our Atlanta Regional Office staff met with
Mr. Durham on several occasions to discuss his charges in
greater detail and to obtain additional documentation.

We conducted our review at Lockheed's plants in Mari-
etta, Georgia, and in Chattanooga, Tennessee. We found
that, because the charges concerned conditions in 1969 and
in early 1970 at Marietta and in late 1970 and in early 1971
at Chattanooga, we could not verify them by observation.
However, at Marietta, the staff did obtain copies of most of
Mr. Durham's memorandums, Lockheed's internal audit reports,
replies from management officials to the internal auditors,
and other records, such as minutes of special meetings by
management to review the C-5 aircraft program.

The staff interviewed management and engineering per-
sonnel at Marietta, including Mr. Durham's immediate super-
visors. These Lockheed employees explained plant operations
and controls associated with assembly, quality control, in-
ventory, production control, and other procedures, and pro-
vided copies of Lockheed'.s manufacturing procedures.

We observed and photographed physical conditions at the
Chattanooga plant and interviewed the plant manager and
other personnel, including several former employees. We
obtained copies of Mr. Durham's correspondence and other
Lockheed records. We also examined the purchase order files
and the system for determining whether material was avail-
able in Marietta and obtained copies of pertinent procedures.
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The staff interviewed officials of the Air Force and
the Defense Contract Audit Agency and obtained available
records to determine the extent to which they had investi-
gated Mr. Durham's charges or had been aware of the problems
cited.

In most instances, we could not determine the cost im-
pact of the problems because of the passage of time and the
lack of records, and because, some problems were due to
workers who violated Lockheed's policies and did not record
such violations.

At your request, we furnished you a copy of the staff
study prepared by our Atlanta Regiohal Office on March 24,
1972, although we had not had an opportunity to review it
in the normal manner within the General Accounting Office.
In addition, the staff study indicated that certain charges,
primarily related to procurement of parts, management of
part kits, and design of aerospace ground equipment, were
still being reviewed and would be reported later.

During the hearings on March 27, 1972, the Comptroller
General suggested that attention be given to:

1. The contractor's awareness of the problems cited by
Mr. Durham and the timeliness and effectiveness of
the actions taken, including the communication of
such actions to Mr. Durham and others in the contrac-
tor's organization.

2. The comparison of Lockheed's experience on the C-5
aircraft with its past experience and with that of
other major aircraft companies in producing new air-
craft systems.

3. The awareness of, and the actions taken by, the Air
Force in respect to these matters.

2
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He also suggested that Lockheed and Air Force comments
be obtained on the staff study to insure a full and impar-
tial disclosure of the facts.

We obtained-copies of the documentation supporting
Lockheed's comments and interviewed appropriate Lockheed
personnel who prepared the Lockheed response. In many in-
stances, Lockheed, in preparing its response, encountered
problems similar to those we encountered in evaluating the
charges--lack of documentation and passage of time. When it
encountered these problems, Lockheed obtained signed state-
ments from their employees who had been involved in the
problem areas or who had been associated with Mr. Durham.

Lockheed also analyzed the production records on se-
lected aircraft and commented on the results. Because of
the sheer volume of these records and the special skills re-
quired in analyzing aircraft assembly records, we did not
verify these data.

We noted that the primary documents Mr. Durham used in
compiling his data on missing parts were known as call
sheets. Lockheed stated that these call sheets were not of-
ficial documents and therefore were not retained when the
production records on individual aircraft were retired to
storage.

We examined Lockheed's controls over requirement deter-
minations, procurement, inventory, and assembly operations
to determine if parts which had been lost or damaged would
cause immediate reprocurement to obtain replacement parts.
We also examined a random sample of 30 parts in each of
three inventory accounts to determine if Lockheed's controls
were effective.

We visited several aerospace firms to determine whether
problems similar to those experienced by Lockheed could
normally be expected in producing a new aircraft. However,
we were unable to obtain detailed information that could be
used for comparison.

We did obtain information on the total production man-
hours expended at Chattanooga and found that, at the peak,
Chattanooga had accounted for only 3 percent of total program
effort by the Lockheed-Georgia Company.

3
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We reviewed correspondence to determine the extent to

which the records reflected the Air Force awareness of the
problems and interviewed Air Force officials and reviewed

correspondence related to delinquency notices to determine
the action taken by the Air Force.

4



2368

CHARGES PERTAINING TO

MARIETTA. GEORGIA

UNNECESSARY PROCUREMENT OF PARTS

Mr. Durham charged that unecessary procurement oc-
curred because a worker would damage a part and, to
obtain a replacement, would prepare and submit a dis-
crepancy report (DR). To obtain the replacement part
quickly, however, a lost part authorization (LPA)
would also be prepared and submitted. Parts would
therefore be delivered and replaced through the system
using the LPA and, when the DR went through the system,
it would replace the same part again. By these means,
thousands of parts were double ordered and double pro-
cured at great cost.

We found, on the basis of a detailed review of a random
sample of purchased parts from three separate inventory ac-
counts, that parts in these accounts had not been unneces-
sarily procured as a result of production personnel submit-
ting two separate documents, a DR and anLPA, as duplicate
authority to replace damaged parts.

We selected three types of materials, as classified by
Lockheed, from the eight types which are shown on the C-5
aircraft bill of material. We considered that the types of
materials selected, which generally had a unit cost of less
than $300, were related to Mr. Durham's charge and were
most susceptible to being lost and damaged.

On a random basis, we selected 30 part numbers for
examination from each of the three types of material classi-
fications. The total number of part numbers in these three
classifications were about 5,800. We then examined all
issues to production from January 1969 through June 1972
which were for the replacement of parts that had been lost
or damaged. We did not find any instances where two sepa-
rate authorizations had been used to obtain a replacement
part for the same need.

We also noted that submitting an LPA and a DR on the
same part to obtain a replacement violates Lockheed's policy
and is so stated on the LPA form.

5
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Lockheed comments

Lockheed stated that additional procurement of parts
does not automatically occur even though, for some reason,
there are multiple issues of parts to the requesting orga-
nizations or even though some parts are temporarily mis-
placed, because Lockheed management has established a com-
prehensive system of checks and balances and approval re-
quirements over the ordering of any additional parts. If,
on the basis of the best information available at the time,
some additional parts are ordered, other checks and balances

are provided to detect parts overages and to reduce the
quantities of parts ordered.

6
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INACCURATE ASSEMBLY RECORDS

Mr. Durham charged that numerous parts shown to be
installed according to aircraft assembly records
actually had not been installed and that, in other
cases, parts shown by these records as requiring in-
stallation already had been installed.

We found that, during the period covered by Mr. Durham's
charges, aircraft assembly records in many instances did not
accurately reflect the condition of the aircraft received at
the flightline from assembly.

The records indicated that early in 1969 Lockheed of-
ficials began holding a series of meetings to review the
C-5 aircraft program. They considered the corrective ac-
tion needed to resolve the problems of inaccurate assembly
records and out-of-sequence work. For example, as a result
of a special meeting on October 25, 1969, the board chairman,
Lockheed Aircraft Corporation, directed that a data control
center be established at the flightline to coordinate and
reconcile aircraft assembly records in order to establish
accurate parts requirements.

On December 31, 1969, Lockheed's auditors issued an
interim report which indicated that an unusually large number
of parts had been missing from aircraft delivered to the
flightline and that procedures had not required reconciling
assembly records or verifying that work had been performed.
Lockheed officials replied that (1) because the assembly
line had not been stabilized, it would not be practical to
implement corrective action until aircraft 0014 reached the
flightline, (2) additional personnel would be assigned to
take corrective action, and (3) records would be audited
more frequently.

A subsequent audit of aircraft 0013 was undertaken at
Lockheed management's request to determine the extent of
and cause of the missing parts problem. The report stated
that:

--Parts were missing from the airplane but had been
recorded as installed. An inspector had verified
that some had been installed.

7
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--Paits were missing from some feeder plant assemblies
and subcontractor assemblies but had not been re-
ported as missing on assembly records.

--Parts reported as missing had been installed.

The audit report stated also that the quality, schedule, and
cost of the C-5 aircraft assembly operations had been af-
fected significantly by inadequate administrative controls
over assembly work.

At a special meeting on February 21, 1970, the Director
of Manufacturing Control reported the quantity of flightline
parts requirements to management officials.

The data showed the following.

Flightline Parts Requirements

Inconsis- Damaged or Known shortages
Aircraft tencies unsuitable and parts to be
number (note a) parts installed Total

9 4,000 1,500 4,943 10,443
10 3,750 1,300 4,692 9,742
11 3,300 1,750 3,915 8,965
12 3,000 1,300 2,882 7,182
13 1,750 1,000 2,414 5,164
14 1,300 500 2,843 4,643
15 650 450 875 1,975
16 600 400 875 1.875

Total 18.350 8.200 23.439 _49_98

aInconsistencies represent differences between the assembly
records and the physical condition of the aircraft when
they were reconciled at the flightline.

A Lockheed internal audit report of aircraft 0019 indi-
cated that the conditions found previously still existed to
some extent but that progress had been made since the last
audit. The report also indicated that there was a downward
trend in the variances between the physical status of the
aircraft and the status of the production/inspection rec-
ords.

8
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The Lockheed internal audit staff planned a followup
examination on aircraft 0025. However, because its examina-
tion on aircraft 0019 indicated that corrective actions
were having the desired effect, this followup audit was post-
poned. Lockheed internal auditors subsequently selected
aircraft 0045 for examination and, in a report dated May 25,
1971, stated that the corrective actions had been fully ef-
fective.

Lockheed comments

Lockheed stated that, although there were some problems
at the start of the program, Lockheed management had known
of the problems and had initiated corrective action before
and during the period covered by Mr. Durham's allegations.
Lockheed also stated that its procedures were designed to
provide good parts control and that, when errors were made,
it generally resulted from misinterpretations of record data
or from deviations from established procedures by individuals.

9
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SUBTERFUGE IN ROLLOUT OF AIRCRAFT 0001

Mr. Durham charged that the subterfuge began with the
rollout of aircraft 0001 with slave landing gears,
false landing edges, and a dummy visor (nose of air-
craft).

We did not find evidence of subterfuge in the rollout
ceremony conducted on March 2, 1968.

The Air Force issued a press release on February 21,
1968, that the C-5 aircraft rollout would be conducted on
March 2, 1968. The release also indicated that the C-5 air-
craft was scheduled to fly for the first time in June 1968.
This would indicate that the aircraft was not considered
fully operational at the time of rollout.

We noted that Lockheed, by letter dated February 26,
1968, had notified the Air Force of some 16 item shortages
on aircraft 0001, including the main landing gear side
braces and slot doors, as well as the wing leading edges
and visor. The Administrative Contracting Officer subse-
quently withheld $412,000 to cover completion of these open
items of work and installation of required parts. This
amount was in addition to $1,683,420 withheld by the Air
Force for refurbishing the aircraft before final delivery.

Lockheed comments

Lockheed denied that there was any subterfuge at the
time of rollout. Lockheed stated that aircraft 0001 was a
flight-test aircraft and was delivered to the flightline en-
gineering flight-test organization on February 24, 1968,
1 week before the rollout ceremony. At that time and at the
time of rollout, the structural configuration of the aircraft
was basically complete, with only a minor number of parts
not installed on the aircraft and only a few systems not
completely functional. Lockheed also stated that the Air
Force was formally notified on February 26, 1968, of all
significant shortages, along with anticipated dates for in-
stalling flyable replacements.

10
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Air Force comments

According to the Air Force, there was no subterfuge
with respect to utilizing nonfunctional components on air-
craft 0001 at rollout. The Air Force stated that it was
aware of the aircraft's condition and of Lockheed's plan to
install flyable replacements after rollout. It concluded
that using nonflyable components was not in itself a serious
problem because it was never intended for the purposes of
the rollout ceremony that the aircraft be airworthy.

11
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FAILURE TO CONTROL VALUABLE SMALL PARTS

Mr. Durham charged that Lockheed was facing a $30 mil-
lion cost overrun resulting from failure to control
valuable small parts (VSP).

We found that Lockheed experienced problems related to
controls over disbursing, handling, and using VSP. VSP con-
sists of titanium fasteners (generally threaded bolts or
screws) ranging in size from less than 1/2 inch to several
inches long. The average cost of an individual fastener is
about 44 cents each, although the cost ranges from about
16 cents to more than $30 each.

We could not find, nor did Mr. Durham furnish us, a re-
port showing that, as of May 1, 1970, Lockheed had faced a
cost overrun of about $30 million due to overprocurement of
VSP resulting from inadequate controls. Lockheed agreed
that forecasts of VSP cost overruns as high as $30 million
had been made and that a Lockheed industrial engineer had
mentioned this figure to Mr. Durham. On the basis of the
latest available VSP cost projection,the overrun will be
about $7 million as of January 1972.

A report dated September 12, 1969, prepared by Lock-
heed's internal auditors reported that adequate controls
over disbursing, handling, and using VSP in assembly had not
been provided. As a result, large excess quantities of VSP
were possessed by assembly personnel, mishandling of VSP was
widespread, and usage appeared to be too high. These condi-
tions were explained, in part, by the l.rge number of new
assembly workers and the similarity of VSP to miscellaneous
small parts (MSP), which historically had been loosely con-
trolled because of low value.

The audit report also recognized that management had
been aware of the problems of controlling VSP in the assembly
area and that it had initiated action more than 1 year before
to provide better controls. The report recommended that the
implementation of some controls should be accelerated and
that additional controls should be developed.

Subsequently, additional controls over requirements and
physical handling of VSP were implemented in the assembly

12
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area. These new controls included trays to provide assembly
workers with an improved method of storing and maintaining
segregation of VSP issued to them, stocking of VSP in a crib
(stockroom) with an attendant responsible for issuing VSP
to assembly workers, and having the attendant sort and re-
turn to stock those VSPs which had been mixed together.

A physical inventory of VSP in the cribs was taken
and, thereafter, all receipts and issuances were recorded.
This information was fed weekly into a computer, and the
output provided both requirements and inventory data.

Lockheed adopted other measures, including periodic
inspections of workers' tool boxes and working areas, a dis-
play board emphasizing the high cost of VSP, and a 14-minute
film shown to production workers to improve VSP handling
practices.

At the special request of the Assistant Director of
Manufacturing Control, Lockheed's internal auditors again
reviewed the controls over VSP. In their report dated
December 31, 1970, they stated that generally adequate phys-
ical controls over stocking and using VSP had been provided
at the Marietta plant and that these controls had been effec-
tive. With regard to records of stock on hand in the VSP
cribs, however, the auditors reported that fully adequate
controls had not been provided and that the balances reflec-
ted by the records were not reasonably accurate. As a re-
sult of this audit, additional controls were imposed to im-
prove the records' accuracy.

In a followup review performed in the spring of 1971,
the internal auditors reported that the controls over VSP
which had previously been established were still largely ef-
fective. They reported also that the overall usage of VSP
appeared to be at a reasonable level.

In addition, Lockheed had awarded a purchase order to
a subcontractor to clean and sort VSP which had been mixed
with scrap and other materials in the assembly area. From
July 1968 through January 1972, Lockheed paid about $906,000
for these services and recovered about 43,667 pounds of VSP;
1,334 pounds of miscellaneous parts; and 6,047 pounds of
scrap. Although Lockheed did not record the value of the

13
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material returned, it estimated that more than $6 million
of VSP had been sorted and returned by the subcontractor.

Lockheed comments

Lockheed stated that it began early in the C-5 aircraft
program to exercise controls over VSP and to improve these
controls as conditions indicated that improvements were
needed.

In the case of high-usage small parts such as VSP,
Lockheed stated that certain costs over basic requirements
were unavoidable, i.e., costs associated with engineering
design changes, usage in excess of basic requirements, and
some surplus material. Lockheed also stated that it had
experienced problems in establishing physical controls over
VSP but that these problems had been largely resolved be-
fore significant losses occurred.

14

95-328 0 - 73 -pt. 6 - 49



2378

APPENDIX I

UNWARRANTED DELAY IN REPLACING DAMAGED PARTS

Mr. Durham charged that, although parts had been dam-
aged during earlier production stages, proper replace-
ment action had not been taken and that this caused
numerous parts to be replaced at the flightline.

We found that numerous discrepancy reports on defective
or damaged parts had been prepared at the flightline and
that some of these discrepancies were attributable to an
earlier production stage, other Lockheed organizations,
vendors, or Government-furnished property. We could not
determine, however, the reasons these defective parts had
not been detected at an earlier stage in the production
program.

Records made available to us showed that there had
been 2,481 discrepancy reports (DRs) written at the flight-
line on aircraft 0009, 0010, 0011, 0012,and 0013. Of these
2,481 DRs,879 were determined to be the responsibility of
the division which releases the aircraft to the flightline
and 473 were due to vendors, Government-furnished property,
and other Lockheed departments. The remaining 1,129 were
charged to the flightline.

Lockheed comments

Lockheed stated that both the Lockheed and the Air
Force quality assurance programs were such that, although a
damaged part might occasionally be overlooked during manu-
facturing, this damaged part certainly should be disclosed
before delivery.

15
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HIGHER COSTS AT SUBASSEMBLY PLANTS

Mr. Durham charged that units assembled at subassembly

plants could have been assembled more cheaply at

Marietta.

We found that it was more economical to assemble units

at a subassembly plant than at the main plant at Marietta.

A 1967 General Accounting Office review of the opera-

tions of subassembly plants associated primarily with C-130

and C-141 aircraft components showed that, after learning

was substantially complete, subassembly plant costs were

less than costs at the main plant because cheaper labor

costs had more than offset additional transportation and

other costs.

Lockheed established six subassembly plants in depressed

labor areas to supplement assembly operations at the main

plant. Most of these plants supported the C-5 aircraft

program. The plants were located at Clarksburg, West

Virginia; Charleston, South Carolina; Logan, Ohio; Shelby-

ville, Tennessee; Uniontown, Pennsylvania; and Martinsburg,

West Virginia. The Shelbyville, Logan, Uniontown, and

Martinsburg plants have been closed.

Lockheed comments

Lockheed did not comment on this charge.

16
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PARTS ERRONEOUSLY SCRAPPED

Mr. Durham charged that purchased parts which could
have been reworked had been scrapped because of erro-
neous disposition instructions.

Although we found evidence that some parts had been
scrapped because of erroneous disposition instructions, we
could not determine the number or the value of these
scrapped items.

On April 14, 1970, Lockheed planning officials re-
ported to management that an investigation had shown that
expensive salvageable parts and assemblies had been dis-
carded erroneously for various reasons. The officials rec-
ommended corrective action which would clarify dispositon
instructions by requiring appropriate personnel to attach
proper, color-coded tags to parts that had been removed to
indicate their disposition.

A Lockheed interoffice memorandum dated April 29,
1970, stated that quantities of purchased and subcontractor
parts for C-5 aircraft had been found improperly tagged in
scrap gondolas which supposedly contained only scrap mate-
rials which could not be reworked. The memorandum also
advised that the Lockheed production control department
would establish a screening crib to insure proper tagging
and the flightline activities had been requested to send
scrap gondolas to the crib for review.

Lockheed comments

Lockheed indicated that some reworkable purchased
parts were scrapped because relatively inexperienced em-
ployees failed to comply with published procedures.
Lockheed said that it was not possible once they were
scrapped to determine the exact number of reworkable pur-
chased parts which were scrapped.

17
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PROBLEMS WITH KIT INSTALLATION

Mr. Durham charged that, because of poor planning,

parts were assembled into kits and shipped to the field

at great expense but were not needed or the kits were

incomplete and could not be fully utilized. He also

charged that control over kits and parts in the field

was ineffective.

Palmdale. California

We found that about 90 modification kits had been re-

turned to Marietta from Palmdale. We were advised that the

kits were returned because the aircraft were not available

long enough for the kits to be installed.

An interdepartmental communication dated April 28, 1970,

from the C-5 aircraft Wing Modification Program Manager at

Palmdale to Mr. Durham, stated that a considerable number of

kits which had been shipped to Palmdale for aircraft 0001,

0002, and 0009 were not part of the work originally planned

and, therefore, were not installed. This communication

also stated that the kits were being returned for restocking

and distribution for future updating on these aircraft.

Lockheed comments

Lockheed stated that a relatively small number of kits

had been returned chiefly because the aircraft had not been

available for the length of time as had been originally

scheduled and because there had been some later engineering

changes.

Eglin Air Force Base. Florida

Records made available to us indicate that personnel

installing the kits at Eglin Air Force Base encountered

only minor problems with the kits. Aircraft 0005 was a

climatic test aircraft tested in the Climatic Test Labora-

tory at Eglin Air Force Base, Florida,and scheduled to go

to Panama for tropical testing in November 1969. Lockheed

and Air Force officials decided that, instead of returning

the aircraft to Marietta for installing the modification kits

before departure for Panama, the aircraft would remain at

Eglin Air Force Base and the kits would be installed there.

Lockheed was to assist Air Force personnel in the modifica-

tion program.
18
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In a November 3, 1969, memorandum to his immediate
supervisor, Mr. Durham stated that the manager of the
Lockheed flight-test control department, who visited Eglin
Air Force Base on October 31, 1969, found that absolutely
no control was being exerted over kits when or after they
were received, that parts lists were incomplete, and that
parts were scattered.

A week later, a subordinate of Mr. Durham's reported
that the kit installation was complete. He suggested that,
in the future, tighter controls be exercised over similar
modification work, more specifically, that:

1. When kits are shipped, the receiver should be ad-
vised of the kit item numbers being shipped and the
shipper number.

2. When kits are received, they should be checked for
completeness.

3. When new parts are installed, all items removed from
the aircraft should be tagged.

There was no mention of problems being encountered by the
personnel who were installing the kits.

Another employee submitted a report on November 11,
1969, to his supervisor concerning a visit to Eglin Air
Force Base when the kits were being installed. On arrival
he was made aware of deficiencies in some kits because
miscellaneous small parts, tools, chemicals, paints, sealers,
and similar items had been omitted from the kits.

In discussing this matter with the Director of Manu-
facturing Control, we were advised that, initially, plan-
ning papers were incomplete because field installation was
not contemplated. Therefore, kits did not include miscel-
laneous small parts, fasteners, and other items which were
available at the main plant but not at field installations.
He said that these problems had been corrected.
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Lockheed comments

Lockheed stated that Mr. Durham chose to exaggerate
the extent and impact of some minor problems which occurred
in incorporating a number of updating kits on aircraft
0005 at Eglin Air Force Base after the climatic test pro-
gram was completed.
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UNAUTHORIZED REMOVAL OF PARTS

Mr. Durham charged that there were thousands of parts
removed from aircraft without proper authorization.

We found that, during assembly, some parts were re-
moved from aircraft without proper authorization. We could
not determine the extent of these removals because such ac-
tions would not have been recorded, because they violated
Lockheed's production control procedures. We noted, how-
ever, that internal audit reports and interoffice memoran-
dums showed that tests of selected items had indicated the
following information.

Number
Number of of parts

Date of Aircraft missing parts improperly
report serial numbers investigated removed

Oct. 13, 1969 0009 and 0010 160 13
Feb. 16, 1970 0013 124 12
May 28, 1970 0019 63 31

Another Lockheed interoffice memorandum of April 1,
1970, stated that an audit to determine if parts had been
improperly removed from main landing gear assemblies for
aircraft 0033 through 0036 showed that 26 parts had been re-
moved. Although certain removals were authorized because
of parts shortages or to facilitate completion of aircraft
further along in the assembly process, unauthorized removals
were contrary to Lockheed's production control procedures.

Lockheed comments

Lockheed stated that, when the first C-5 aircraft moved
to the flight line area in March 1969, it became apparent
to Lockheed management that some unauthorized parts removals
were being made by employees. Accordingly, in April and
August 1969, memorandums were issued regarding the need to
follow governing procedures. Regarding the April 1, 1970,
memorandum, Lockheed stated that there was no indication of
whether authorizing paperwork was filed.
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INCOMPLETE UNITS FROM SUBASSEMBLY PLANTS

Mr. Durham charged that incomplete units had been

shipped from subassembly plants to Marietta because of

poor planning and workmanship.

We found that some units shipped from subassembly

plants were received at Marietta with parts missing or other

discrepancies. We could not, however, determine the extent

of these deficiencies.

Lockheed comments

Lockheed informed us that some problems occurred ini-

tially because many design changes required parts to be

scheduled for replacement after assemblies were received at

Marietta. Because of parts shortages, decisions were also

made at times to ship some assemblies to Marietta with the

parts not installed. Lockheed stated that the status of

the parts and assemblies were fully documented in the appro-

priate paperwork. In addition, early in the program, man-

agement took various actions to promptly detect and correct

startup problems with assemblies manufactured at subassembly

plants.
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OVERDESIGN OF AEROSPACE GROUND EQUIPMENT

Mr. Durham charged that aerospace ground equipment
(AGE) for the C-5 aircraft was overdesigned and over-
priced.

We have initiated a review of AGE procured for the C-5
aircraft and are examining the design criteria and charac-
teristics and the cost incurred by the Air Force in procur-
ing this equipment. We are also comparing AGE Lockheed pro-
vided for the C-5 aircraft with similar equipment provided
for other aircraft systems.

Lockheed comments

Lockheed stated that a review of the applicable records
and discussions with personnel disclosed that Lockheed man-
agement had identified 2,847 different items of AGE neces-
sary to support the C-5 aircraft. Furthermore, 1,250 (44
percent) of those items were already available in the Air
Force inventory; 155 (6 percent) were standard commercial
items procured in the open market; 1,174 (41 percent) were
obtained from subcontractors; and 268 items (9 percent) were
manufactured by Lockheed. In accordance with competitive
bid procedures, the subcontractors were to design and supply
the AGE necessary to support the equipment they contracted
to manufacture.

Further, Lockheed stated that items which it had manu-
factured, together with those items subcontractors had sup-
plied,had been produced in accordance with (1) Department of
Defense material, design, and process specifications govern-
ing support equipment specified in the C-5 aircraft contract
and (2) engineering design which the Air Force had pre-
viously reviewed, appraised, and approved, as required by
the C-5 aircraft contract.
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CHARGES PERTAINING TO

CHATTANOOGA. TENNESSEE

UNNECESSARY PROCUREMENT OF MATERIAL

Mr. Durham charged that Chattanooga purchased material
from vendors when the material was available from the
storeroom at Marietta.

Some items purchased from vendors were available at
less cost from the Marietta stores. Our analysis of 20 ex-
amples furnished by Mr. Durham showed that the vendors had
charged $1,516, which was more than three times the cost
that would have been incurred had the items been obtained
from the storeroom at Marietta. We examined other items
purchased locally and found that some of these items could
also have been obtained at lower costs through Marietta.
Our analysis of these purchases, however, did not include
costs which might have been incurred at the Marietta plant
for cutting, preparing, packaging, and transporting the
items to Chattanooga.

We also found that minimum order charges were incurred
on some items that were available in the Marietta storeroom.
During a 3-month period in 1971, 217, or 44 percent, of 489
orders for material were procured at the vendor's minimum
order charge of $5 ($4 prior to April 3, 1971), which could

have been avoided or minimized by combining the orders. We
noted instances in which the same materials having the same
dimensions had been ordered separately on the same day, some-
times on consecutively numbered forms.

Lockheed comments

Lockheed stated that over the years the activity at
Chattanooga had consisted of approximately 70 percent fabri-
cation of aircraft parts and 30 percent manufacture of AGE.
Marietta usually furnished the materials required for produc-
ing aircraft parts; materials for AGE were furnished by
Marietta when they were available or were purchased by
Marietta or Chattanooga procurement organizations. The ma-
jority of Chattanooga's procurements were made under blanket
purchase orders issued by the Marietta procurement
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organization for materials used in manufacturing AGE.

Lockheed also advised us that Marietta's and Chatta-
nooga's procedures for determining and providing material
for producing AGE required that the material needed be
screened against the inventory at Marietta and the surplus
inventory at Chattanooga. These procedures should have
precluded unnecessary procurement by Chattanooga. Lock-
heed recognized that Marietta and Chattanooga personnel
could have made clerical errors in this screening function;
Lockheed believes that materials procured by Chattanooga
that were available in Marietta were those types of errors
and were isolated cases.

As for the minimum order charge, Lockheed stated that
it ordered parts separately to facilitate matching material
and related paperwork. Although a dollar value cannot be
placed on this practice, Lockheed believed it saved money
by facilitating the material receiving process and by afford-
ing better control over the material and the related paper-
work.
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LACK OF CONTROLS OVER TOOLS

Mr. Durham charged that there was no checkout control

system or any effective controls over standard tools.

As an example, he stated he had found rusty drills 
in

an old water-soaked cabinet discarded in the backyard.

Lockheed did not control individual standard tools--

such as drill bits, reamers, and cutters--but provided them

to employees as they were needed. We found that the proce-

dures used by Lockheed to handle small tools 
at Chattanooga

were consistent with the practices at two other 
aerospace

firms. In addition, it is generally impractical to provide

a detailed inventory control system for items 
that are small

and inexpensive.

Some standard tools, such as kit-type tools, 
power tools,

and certain hand tools, were controlled. In addition, Lock-

heed required all employees upon termination 
of employment

to pay for all lost tools charged to them. 
The cost to pro-

vide and maintain such controls over small tools, we were

told, would be greater than the cost of the lost 
tools.

Lockheed provided us with a signed statement 
from the

supervisor of tool cribs about drill bits found 
rusting in

the plant yard. He stated that he had found only a shoe box

partly full of such drills. Two former employees told us

they had observed substantially more such drill 
bits and

cutters. These statements could not be reconciled or veri-

fied because these tools were considered expendable 
and

therefore accountable records were not maintained.

Lockheed comments

Lockheed stated that standard tools, such as kit-type

tools, power tools, and certain hand tools, were stocked in

cribs. These standard tools were charged out to employees

and were accounted for by control records. Furthermore,

procedures required that all employees, upon 
termination of

employment, pay for all lost tools charged to 
them. Manage-

ment decided in 1966 not to control certain 
other standard

tools such as drill bits, reamers, cutters, 
etc. This de-

cision was evaluated, but not changed, in 1970.
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UNNECESSARY DISRUPTION OF WORKLOAD

Mr. Durham charged that proper planning could have pre-
vented a layoff and a subsequent rehire--a practice
which added to the costs of the Chattanooga operations.

We could not determine whether the layoff and the sub-
sequent rehiring of employees could have been avoided.
About 70 employees were laid off on March 12, 1971, and 24
were subsequently rehired on April 16, 1971, to perform work
transferred from the Marietta plant. The manager of the
Manufacturing Services Department advised us that the em-
ployees were laid off due to a lack of work. The plant
manager stated that, before the layoff, he did not know
that work would be transferred from the Marietta plant.

The discharged employees did not receive severance pay;
therefore, any additional expense would have been related
to the administrative work involved in laying off and re-
hiring the employees.

Lockheed comments

Lockheed stated that the administrative effort involved
in the layoff and rehire was performed by the employees
within the responsible organization and no overtime was
worked.
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LACK OF INVENTORY CONTROLS OVER RAW MATERIALS

Mr. Durham charged that there were no inventory 
controls

over such materials as sheet metal, aluminum, and bar

steel at Chattanooga.

Chattanooga did not maintain detailed inventory con-

trols over such materials as sheet metal, aluminum, 
and bar

steel because these materials were purchased for normal 
pro-

duction on the basis of engineering requirements 
and were

charged directly to a shop order when received. 
The plant

did not maintain a ready supply of all materials 
needed for

production because of the small quantities of the 
various

types of aerospace ground equipment manufactured 
at

Chattanooga. However, some raw material had been accumu-

lated as a result of such factors as canceled orders 
and ma-

terials left over from completed orders.

The procedures for procuring materials used in manufac-

turing AGE provided for the release of individual 
job orders

that listed the material requirement for that particular

job. The material requirements were to be screened against

Marietta inventories and Chattanooga surplus inventories.

If materials were not available, Chattanooga procured 
them.

This system was established at Chattanooga so that 
materials

were ordered for each job order and were charged to the job

when received rather than being placed in inventory and be-

ing charged to the job when used.

We did note that, in a September 1970 memorandum to e.-

ployees, the Chattanooga manager stated that the account-

ability and handling of material were out of control. 
e

stated also that plans were underway to install control sys-

tems. In addition, he described certain procedures to con-

trol and account for material released to the shop.s. The

Plant Manager approved an interoffice memorandum 
written by

Mr. Durham in April 1971 stating that (1) all raw stock and

material have been located on specific racks inside 
and out-

side the plant and (2) the material locations have 
been in-

dexed and catalogued.
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Lockheed comments

Lockheed stated that it was Chattanooga's policy to or-
der material requirements by job for manufacturing AGE,
rather than to maintain a controlled parts and material in-
ventory for manufacturing aircraft, as is done in Marietta.

In regard to the September 1970 memorandum which stated
that the accountability and handling of material was out of
control, Lockheed pointed out that this communication was
written by Mr. Durham for the Plant Manager's signature.
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LACK OF INVENTORY CONTROLS OVER

MISCELLANEOUS SMALL PARTS

Mr. Durham charged that the MSP inventory at Chatta-

nooga had not been controlled and was excessive.

Chattanooga did not maintain inventory controls over

MSP because it was purchased to fill the requirements of

specific production orders. MSP consists of bolts, nuts,

screws, washers, and similar items costing from less than

1 cent each to a few dollars each. Lockheed advised us that,

due to the nature of MSP (i.e. high usage, low cost, and

small size) and the fact that MSP usage normally exceeded

requirements, it was standard practice to procure more parts

than required. In addition, it is generally impractical to

provide a detailed inventory control system for items that

are small and inexpensive.

An Air Force Plant Representative report of August 2,

1971, indicated that only 813 of the 4,894 MSP were needed

for the current assembly orders. The report stated that,

when orders were canceled, these parts were neither removed

nor sent back to Marietta, but were held in stock for possi-

ble future orders.

Lockheed comments

Lockheed stated that it was not economically feasible

to maintain MSP inventory levels on the basis of usage be-

cause of the many different requirements of the orders for

small quantities of AGE. Lockheed believes that the final

cost under the system of handling MSP at Chattanooga was no

greater, and possibly was smaller, than it would have been

to spend additional funds to control the low-cost parts as

closely as Mr. Durham recommended.

Regarding the Air Force Plant Representative's report,

Lockheed stated that the Plant Manager recognized in April

1970 the possibility of excess MSP. It also stated that the

Plant Manager proposed, at that time, that MSP be screened

and excess items usable at Marietta be transferred. How-

ever, Lockheed indicated this proposed screening was not ac-

complished until several months after Mr. Durham's employ-

ment.
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UNNECESSARY PROCUREMENT OF
HIGH-STRENGTH NUTS AND BOLTS

Mr. Durham charged that Chattanooga had purchased
high-strength nuts and bolts for plant maintenance
purposes when lower grade items could have been pur-
chased at lower costs. He explained that the salesman
who sold the nuts and bolts would supply whatever he
thought was needed and, when this salesman changed
companies, he continued selling the items to Chatta-
nooga.

Lockheed purchased high-strength nuts and bolts for
ordinary plant maintenance purposes when, for some purposes,
lower grade material would have been satisfactory. These
purchases were made from a salesman who, for a period of
time, represented several competing firms. The salesman
was fired in July 1970 by one of the firms when this prac-
tice became known. Chattanooga began purchasing nuts and
bolts from another vendor in 1971.

The employee in charge of maintenance and general
plant service told us that, although he did not have a price
list, he knew that the higher strength items were more ex-
pensive and that he was responsible for ordering whatever
was necessary. He stated also that, in addition to use for
general maintenance repairs, some high-strength items were
used in a heat treating process and lasted much longer than
ordinary lower strength bolts. Some high-strength screws
also were used to repair machinery.

Lockheed comments

Lockheed stated that the employee in charge of main-
tenance operations at Chattanooga explained that the sales-
man would check the bins, straighten up the bolts and nuts,
and separate them if they were mixed, and then the salesman
and the employee would determine what was needed. Lockheed
also stated that the employee approved each order.

Lockheed stated that it purchased the high-tensile and
plated bolts for maintenance purposes because they were
safer and they lasted longer.
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Lockheed also stated that its investigation disclosed

that this salesman, while working for one company, had es-

tablished two other companies and was representing all three

during 1970. He left the first company in July 1970. The

investigation also disclosed that prices charged by the two

companies which the salesman established were, for the most

part, equal to or less than the prices charged by the com-

pany he originally represented.
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MISHANDLING MATERIAL

Mr. Durham charged that old scrapped material, new
material, old rusty pipes, maintenance equipment,
rubber goods, dirt, wood, trash, and other debris were
all heaped together. Expensive castings and forgings
were piled in old, rusty,water-filled barrels or were
buried in the muck.

Although there was apparently a large accumulation of
equipment and material in the plant yard at Chattanooga dur-
ing 1970, at the time we visited the plant in December 1971
we found the plant yard was in reasonably good condition
with most material properly stored.

We were advised by Lockheed officials that a large
amount of material and equipment had been accumulated in the
yard at Chattanooga. Lockheed further advised that this was
a temporary condition caused by (1) the cancellation of Air
Force orders and (2) the movement of tooling and material
from Lockheed Industrial Products to the Chattanooga plant
in addition to the normal accumulation of scrap from the
product$on process. This accumulation was sorted, cata-
logued, and much of it sold.

Lockheed's records of scrap sales indicate that about
603,000 pounds of material, equipment, and other items were
sold as scrap for about $37,000 from June 1, 1970, through
July 4, 1971. Other items valued at about $77,000 were
donated to the Tennessee Department of Health, Education,
and Welfare.

Lockheed's records also indicated that these sales in-
cluded the 42-1/2 tons of scrap cited by Mr. Durham. How-
ever, according to Lockheed officials, there were no records
available to describe the material sold. As stated in the
staff study, these officials told us that it included un-
identifiable raw materials, tools, and production scrap.
We subsequently determined that a large fixture and a mono-
rail were included. Although the original cost of these
items could not be determined, the sale was made at competi-
tively established rates.
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The Manufacturing Services Department manager explained

that some titanium had been scrapped because it was excess

due to engineering changes and because its metallic contents

could not be determined.

Lockheed comments

Lockheed stated that there were some inexpensive AGE

castings for which no requirements existed stored outside

in the drums in which they had been received from Marietta.

The castings were rusty, as are many castings when received.

Lockheed stated that in early 1970 plans were underway

to make certain.plant rearrangements and to improve house-

keeping. In a communication to the Plant Manager dated

April 14, 1970, the Manager of Manufacturing Services estab-

lished dates for completing the cleanup of various sections

of the facility and stated that the material stored on the

exterior grounds would be rearranged and put in order. On

August 12, 1970, just prior to Mr. Durham's employment at

Chattanooga, the Plant Manager's activity report stated that

"The back-yard has been improved considerably and more time

will be spent here as time allows."
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GENERAL CHARGES

PROBLEMS PERMITTED TO EXIST BY THE AIR FORCE

Mr. Durham charged that Air Force personnel were neg-
ligent in that they allowed unsatisfactory conditions
to prevail.

Air Force representatives were aware of, and reported
to higher headquarters, some of the problems cited by
Mr. Durham. However, the Lockheed contract was awarded un-
der a total package procurement concept which, according
to the Air Force officials, restricted the Air Force's par-
ticipation in managing the program and in decisionmaking.
The Air Force, therefore, did not believe it could require
Lockheed to take specific corrective actions.

The Air Force Plant Representative Office at Marietta
prepared a production progress report for October 1968 which
discussed specific problems with the late delivery of items
needed for assembly operations. The report also disclosed
that there was a shortage of titanium fasteners due to lead-
time requirements and greater usage than anticipated. The
report also cited that Lockheed encountered quality control
problems.

In a July 24, 1969, report to the Secretary of the
Air Force, the Assistant Secretary of the Air Force (Instal-
lation and Logistics) stated that one of the major manufac-
turing problems on the C-5 aircraft program was titanium
fasteners. The report also stated that titanium fasteners,
which were introduced to reduce weight, had caused a manu-
facturing problem because they required close tolerances of
component parts and greater skills in assembly operations.

In addition, the Air Force Plant Representative Office
and the Defense Contract Audit Agency's office at Lockheed
were on the distribution list to receive copies of Lockheed's
internal audit reports. Some of these reports related to
the specific areas cited by Mr. Durham.

The documents cited indicate that the Air Force was
aware of some of the problems encountered by Lockheed. How-
ever, in most cases, the Air Force did not provide us with
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documentation indicating its awareness of the problems and

the effects these problems had on the program.

Air Force comments

The Air Force stated that the C-5 Aircraft System

Program Office (SPO) knew many of the problems cited before

Mr. Durham's disclosure. In November 1968, the Air Force

Plant Representative Office issued a notice to SPO which

reported potential delinquencies on aircraft 0004 through

0012. This document cited shortages of fabricated parts,

feeder plant assemblies, and subcontracted parts, and late

deliveries of wing leading edge panels, air pressure doors,

and visor doors.

The Air Force also stated that the Air Force Plant

Representative visited Lockheed's Chattanooga plant in

July 1971 to review operations and to determine whether

there was substance to the newspaper reports of Mr. Durham's

allegations. The Air Force provided the results of its re-

view to the President, Lockheed-Georgia Company, in a letter

dated August 2, 1971.

The Air Force stated further that there was no question

but that there were missing parts and parts shortages; that

out-of-sequence work did occur; that there were cases of

poor housekeeping and wasteful practices by employees of

Lockheed, both at the Lockheed-Georgia Company and at

Chattanooga. However, it was difficult to assess the degree

to which these situations existed and their real effect on

the program. The Air Force went on to say that, although

the total-package procurement concept in use at that time

limited visibility of the total contractor operation, it was

aware of the problems, as evidenced by the large amount of

out-of-sequence work, overtime, and behind schedule
conditions.

According to the Air Force, specific actions were

taken to require a detailed review of out-of-sequence work

and of the status of work performed and these actions, along

with action undertaken separately by the company, were ef-

fective. In addition, out-of-sequence work, which had been

a major cause of parts control problems, has been under

control since before June 1971, when a special management
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review of the program showed that the number of open-work
items on aircraft moving from final assembly to the flight-
line had been reduced to between 10 and 40 per aircraft,
compared with 500 and 600 open items on the initial produc-
tion aircraft 1 year earlier.

37



2401

APPENDIX I

SCHEDULE MAINTAINED TO COLLECT PAYMENTS

RELATED TO MILESTONES

Mr. Durham charged that Lockheed was moving major

assemblies and aircraft on a prescribed schedule,

regardless of the state of completion, in order to

collect payments as related to milestones.

We did not find evidence that Lockheed moved aircraft

and major assemblies on a prescribed schedule in order to

collect payments for achieving certain milestones. We did

note, however, that the Air Force withheld about $3.7 million

from milestone payments for the five aircraft delivered to

the flight-test organization because of shortages of parts

and variances from specifications.

The original contract contained a provision for billing

milestones which related to tooling and flight-test aircraft.

The payment for tooling was tied to the milestone of air-

craft 0001 reaching assembly position number three. When

this event was achieved in December 1967, Lockheed submitted

a bill to the Air Force for the contract price for tooling,

less the amount previously received in the form of progress

payments for tooling.

With respect to flight-test aircraft, the milestone

payment was based on delivery of aircraft to the flight-test

department and pertained only to the first five aircraft.

The payment was specified at 98 percent of the billing price

because these aircraft would not be delivered to the Air

Force until after the flight-test program was completed at

the contractor's plant. The 2 percent was to be withheld

until each aircraft was refurbished and delivered to the Air

Force. In accordance with the terms of the contract, the

Air Force also withheld from the contractor additional funds

because of shortages and variances. The amounts received

and withheld and the dates of the invoices for the five air-

craft are shown in the following tabulation.
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Aircrft eri1l Lumber

0001 0002 0003 0004 0005 Total

Invoice dae -2 7- 68 7.30.68 10-21-68 12-21-68 3 17-69
Unit Ibi1ig price 084.171,000 $70,471,000 063.888,000 060,991,000 S59,115,432 S33s,636,,52
Less funds withheld

for refurbishment 1,683.420 1.409.420 1,277.760 1_21_9.20 1 1823.09 6,77s,72s

82,487,580 69.061.580 62,610,240 59,771.180 57,933,123 331.863.705

Less funds withheld
fur shortages 412.438 690.616 313.051 1,195.424 .1_158 662 3,770,l91

82,075.142 68.370.964 62,297,189 58.575.756 56 774461 _28_093,512

Less progress payments
previ.ouly paid 67,137.466 55,927.449 50,959.0 47,914.968 48,258,292 270 v 27',Z

Mileutm.e paymeut
received $14.937.676 012.443.515 01=1338,,080 $10s660 788 $ 8.516_169 $ 07,89,237

Lockheed comments

According to Lockheed, the payment for initial tooling
was requested when aircraft 0001 reached assembly position
three. At this point, the aircraft would have been proc-
essed through all major jigs and fixtures and, therefore,
the bulk of original tooling would be complete.

With respect to the payments for delivering the air-
craft to the flight-test organization, Lockheed stated that:

1. The contract specifically provided for delivering
aircraft with shortages.

2. The contract provided for withholding 2 percent for
the test aircraft under discussion.

3. The 2 percent was automatically withheld and, under
the terms of the contract, would have not been paid
until each airplane completed the test program. In
addition, the Administrative Contracting Office with-
held an amount from each billing to cover shortages
and variances.

Air Force comments

The Air Force said that the original contract provisions
for milestone payments which related to tooling and flight-
test aircraft were developed for sound reasons. The con-
tract performance period was very long (7 to 8 years' mimi-
mum, depending on options), and the first 3 years were for
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efforts which would not require formal deliveries, and thus

repayment of the progress payments made for costs incurred

were not allowed. In such cases it is normal to establish

billing milestones for those long periods when certain

costly, early efforts can be measured as to completion.

Liquidated damages

The original contract provided for liquidated damages
of $12,000 a day, up to $11 million, for late delivery of

the first 16 aircraft, exclusive of test aircraft. On Janu-

ary 30, 1969, the Air Force notified Lockheed of a delin-

quency in delivering aircraft. The notice stated that, be-

cause of the Government's urgent need for the aircraft, it

was not invoking its rights under the contract's "default"

clause. In addition, it stated that all rights which the

Government had, or which would inure to the Government, be-

cause of Lockheed's delinquency were expressly reserved by

the Government.

All aircraft to which the liquidated damages applied

were accepted with specific reference to the liquidated

damages and the reservation of the Government's right to

later make claim for such damages. The Air Force did not

collect the liquidated damages as the aircraft were deliv-

ered.

Lockheed comments

Lockheed stated that the liquidated damages clause of

the contract applied only to deliveries of aircraft and not

to movements from one assembly position to another. There

was only one movement that mattered as far as this clause

was concerned--"delivery," defined as delivery of "...air-
craft which are acceptable to the Government." In short,

Lockheed could not, unilaterally, make a delivery merely to

avoid liquidated damages.

Lockheed also stated that it had submitted a claim of

excusable delay in connection with this clause, along with

extensive documentary evidence to support that claim. This

was one of the matters that had been disputed and settled

by the restructured contract.
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Air Force comments

The Air Force stated that the total $11 million was in-
cluded in the negotiations which led to the $200 million
fixed loss for Lockheed. The Air Force never gave up its
claim to liquidated damages until the restructured contract
was signed with new terms. The Air Force position through-
out the 18 months of negotiations that followed was that the
full $11 million was due. The original schedule was not
amended until the contract was restructured and the contrac.-
tor was officially carried as delinquent throughout this
period.
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INEFFECTUAL AUDITING BY LOCKHEED'S INTERNAL AUDITORS

Mr. Durham charged that Lockheed's internal auditors
were ineffective because management had been provided
advance notice of pending audits.

Lockheed's internal auditors were aware of many of the
problems at Marietta cited by Mr. Durham. These problems
were reported to management, together with recommendations
for corrective action. The reports were given wide distribu-
tion at Marietta and were sent to corporate officials in
Los Angeles, California. Followup audits were made to eval-
uate corrective actions. In our opinion, the internal
audit reports were an effective management tool.

We discussed the question of advance notice of pending
audits with the Director of Internal Audits. He stated that,
although Lockheed's policy manual does not contain a specific
prohibition against advance notice, Internal Audit certainly
does not follow or permit such a practice. He also agreed
that there was always a possibility that an auditor might
provide advance notice, but he did not believe this was
common.

Lockheed comments

Lockheed stated that a corporate management policy
statement permits the internal auditing function full, free,
and unrestricted access to all company operations and rec-
ords to the extent that Federal security regulations allow.
Advance notice of when audits are to be conducted are not
provided to management except in those instances in which
management recognizes or suspects a problem and requests an
immediate audit.

42



2406

COMPTROLLER azzRAL or THE UNiTED TAT
WA8HINYOW. D.C. SOM

B-162578 JUN 2 5 73

The Honorable William Proxmire
Chairman, Subcommittee on Priorities

and Economy in Government
Joint Economic Committee
Congress of the United States

Dear Mr. Chairman:

Our report (B-162578) of November 22, 1972, presented
the results of our investigation into Mr. Durham's charges
and indicated that we would report later on those charges re-
lating to aerospace ground equipment (AGE). He charged that
costs of C-5 AGE had been increased significantly because
(1) parts and components used to manufacture AGE were supplied
by aerospace companies specializing in aircraft parts rather
than by commercial sources, (2) aircraft nuts and bolts of
close tolerances and other specifications were being used,
(3) silver-plated nuts were used on one piece of equipment to
hold the wheels on, and (4) commercial parts were used on AGE
of other aircraft programs but not on AGE of the C-5 program.

We interviewed Air Force management and engineering per-
sonnel at the C-5 System Project Office and at the San Antonio
Air Materiel Area which is responsible for depot maintenance
of the C-S aircraft. These personnel explained the procedures
followed in acquiring and managing C-5 AGE.

We reviewed correspondence and examined records to deter-
mine Air Force and Lockheed responsibilities in acquiring the
equipment. Lockheed was responsible for identifying AGE to
be used on the C-5 and the sources that could supply'such
equipment, and the C-5 System Project Office was responsible
for approving or rejecting-Lockheed's recommendations and for
determining the availability of substitute AGE.

To determine if conditions cited by Mr. Durham did occur,
we selected a sample of 30 items of C-5 AGE from a Lockheed-
prepared list of 263 items it designed and manufactured.
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We examined the specifications and drawings used to

manufacture C-5 AGE to determine (1) the type of materials

used, (2) whether commercial parts and components were used,

and (3) the tolerances required. We also examined Lockheed's

detailed records to identify the source for the parts and

components.

We discussed the design and use of AGE with Air Force

personnel who use it for maintenance, and we observed the use

of some AGE.

We compared commercial parts and components for C-5 AGE

with functionally comparable AGE for three other aircraft pro-

grams to determine if their usages varied significantly. Air

Force personnel identified the comparable AGE. We also iden-

tified the type of bolts specified for comparable AGE on the

other programs to determine if usage on the C-5 was signifi-

cantly different.

Our findings follow.

PARTS AND COMPONENTS

The majority of firms supplying parts and components for

the AGE we examined were not aerospace companies specializing

in aircraft parts.

In examining Lockheed's records, we identified 37 sup-

pliers of parts and components used to manufacture the 30

selected items. We did not identify the business specialty

of 11 of the 37 suppliers; however, they supplied electrical

cable, bolts, tools, lumber, and rubber and foam padding. Of

the remaining 26 suppliers, only one specialized in aircraft

parts.

AIRCRAFT NUTS AND BOLTS

All of the bolts and a majority of the nuts specified for

use on 15 of the 30 items of AGE were intended for aircraft

use. The total cost of the 15 items was about $1,285,000,

and the cost of the aircraft nuts and bolts was $1,200. When

compared with nonaircraft nuts and bolts, they generally had

closer tolerances and cost more.
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Lockheed personnel stated that these nuts and bolts were
used because they were on hand as a result of ordering them
in economic quantities. We were unable to verify this state-
ment because of the lack of records. According to Air Force
personnel, such items are used because AGE is designed by
aeronautical engineers who are more familiar with aircraft
hardware and tend to use it rather than to search fof
possible commercial items that could be used.

We compared the types of bolts specified for AGE in the
C-5 program with the types of bolts specified for functionally
comparable AGE in the other three aircraft programs. Of 29
bolts specified for use under the other programs, 28 were
aircraft bolts.

Although Lockheed's use of aircraft hardware on C-5 AGE
did not differ significantly from that of other airframe
contractors, we believe that it should be used only when
essential to operations. In other cases, commercial hardware
should be used to insure the most economical cost to the Gov-
ernment.

SILVER-PLATED NUTS

We did not find evidence to substantiate the charge that
silver-plated nuts were used to hold wheels on.

The detailed drawings showed that the 30 items did not
require silver-plated nuts. Air Force personnel responsible
for standardization stated that they did not know of any in-
stances in which silver-plated nuts were either specified or
used. They stated also that such nuts are used in equipment
subject to extreme heat conditions, such as aircraft engines.

COMMERCIAL PARTS

Seventy-four percent of the major components used to
manufacture the 30 items of C-5 AGE were commercial parts.
The use of commercial parts on AGE acquired under three other
programs was essentially the same as under the C-5 program.

3
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The results of our comparison follow.

Major components
used on 30 items

of AGE in C-5
program

Number Percent

Components used
on AGE in

other programs
Number Percent

Commercial parts
Specified aircraft

parts
Unidentified

Total

71 74.0 54

20
5

96

20.8
5.2

16
4

73.0

21.6
5.4

100.0100.0 74

We discussed these matters with Air Force and Lockheed
officials, but we did not request their formal comments.

We trust that this information responds to your needs.

We do not plan to distribute this report further unless you

agree or publicly announce its contents.

If we can further assist you in this matter, please let
us know.

Sincerely yours,

Comptroller General
of the United States

4
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COMPTROLLER GENERAL OF THE UNITED STATES
O V WASHINGTON. D.C. 205

B-162578 DEC 111972

Dear Mr. Chairman:

During hearings held by your Subcommittee on March 27,
1972, progress payments made to the Lockheed Aircraft Corpora-
tion on the C-5 aircraft contract were discussed. You were
particularly interested in our (1) comments on a February 20,
1970, report of the Defense Contract Audit Agency which
stated that overpayments of about $400 million had occurred
as of January 20, 1970, and (2) comments in our Atlanta re-
gional office staff study that the Air Force made an additional
$705 million available for progress payments to Lockheed be-
tween January 1970 and May 31, 1971.

We advised you that we planned to examine the progress pay-
ment practices in effect before the contract was restructured
in May 1971. In conducting our examination, we interviewed
officials of Lockheed, the Air Force, the Defense Contract Audit
Agency, and the Office of.the Secretary of Defense, and examined
available correspondence and reports pertaining to progress
payments made to Lockheed on this contract.

Our findings and observations are presented below.

THE PURPOSE OF PROGRESS PAYMENTS

Sometimes a Government contract requires a long period
of performance or substantial expenditures before the contrac-
tor makes delivery and receives full payment. Using private
capital in such cases may not be economical or feasible because
the financial requirement may exceed the contractor's capa-
bility or impair its ability to perform.

Thus, the Government has followed the practice of reim-
bursing the contractor for part of the costs incurred on work
in process but not yet delivered. For a cost-reimbursement
contract, payment of allowable costs is made as the work
progresses. This letter is concerned with how progress pay-
ments are made under fixed-price contracts.
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COMPUTATION OF PROGRESS PAYMENTS
ON FIXED-PRICE CONTRACTS

.The standard progress payment clause provides for payment
of a stipulated percentage of the contractor's incurred costs.
For the C-5 aircraft contract, the cumulative progress pay-
ments could not exceed 90 percent (subsequently increased to
100 percent) of the ceiling price established in the contract.

When an item is delivered and invoiced, the progress
payments received by the contractor during its production are
deducted from the total amount due. This is known as liquidat-
ing the progress payments. The C-5 aircraft contract provided
that the amount of unliquidated progress payments not exceed
90 percent of the costs incurred on undelivered items or 90 per-
cent (subsequently increased to 100 percent) of the contract
price of the undelivered items.

The regulations provided that the costs for undelivered
items be determined by deducting the costs attributable to
items delivered, invoiced, and accepted from the total costs
incurred. The regulations also provided that the costs of
delivered items be computed as follows:

"In order of preference, these costs are to be
computed on the basis of one of the following:

(a) The actual unit cost of items delivered,
giving proper consideration of the
deferment of the starting load costs;

(b) projected unit costs (based on experienced
costs, plus estimated costs to complete
the contract), where the contractor main-
tains cost data which will clearly establish
the reliability of such estimates; and

(c) the total contract price of items delivered."

2



2412

B-162578

LOCKHEED'S COMPUTATION OF PROGRESS PAYMENTS

Lockheed followed method (c) in computing the cost of de-
livered items. Therefore, in arriving at the cost of
undelivered items, Lockheed deducted from the total costs
incurred an estimated cost based on the contract billing
price of delivered items rather than on actual or projected
costs. Use of method (c) meant that cost overruns for delivered
items were not deducted from the total cost in computing the
maximum permissible progress payments.

An illustration of the effect of using contract billing
prices when a contractor is experiencing a cost overrun is
presented below.

Method
(a) (c)

Total costs incurred $200 $200
Less cost of delivered items:

Actual costs 70
Estimated cost based on

contract billing price _ 50

Total costs eligible for
progress payments $130 $150

Maximum permissible
progress payments at 90 percent $117 $135

Using method (c), a contractor having overruns receives
more in progress payments than it would receive using method (a).
This situation was shown in the Defense Contract Audit Agency's
February 1970 report, which stated that Lockheed had been over-
paid about $400 million.

The regulations of the Department of Defense permitted this
procedure. (See p. 2.) The Air Force's written comments to
the General Accounting Office on this matter pointed out that:

3
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--Both parties recognized that an upward adjustment in

the contract ceiling was essential because of several

factors, including inflation, repricing because of the

number of aircraft being procured under "Run B," and

repricing because of overceiling costs on "Run A."

--This method of computing progress payments had been in

effect from the start of the contract. Because the

contractor had filed an appeal with the Armed Serv-

ices Board of Contract Appeals indicating an intent

to litigate contractual differences, the Air Force

considered that progress payments should be continued

using this method. The Air Force believed that to do

otherwise might incur a breach-of-contract action.

--The Air Force felt that, were progress payments sus-

pended or past payments significantly recouped, C-5

aircraft production would come to a halt and the

ultimate cost of completing the program would greatly

increase.

After the Defense Contract Audit Agency's report was

issued, the Air Force acted to provide additional funds for

progress payments. Between February 1970 and May 1971, when

the contract was restructured, the Air Force increased the

ceiling price of the contract by about $557 million, as shown

below.

Amount of
increase

Increase in ceiling price (millions)

To recognize:
Abnormal fluctuation of the economy $143

Provisional items and change orders
for which firm prices had not been

established 114

Interim repricing adjustments for

Run B 300

Total $557

4
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The Air Force also changed the limit on the percentage ofthe contract price that would be available for progress pay-
ments. Originally, progress payments were limited to 90 per-
cent of Lockheed's allowable incurred costs, up to a maximum
of 90 percent of the contract ceiling price. In April 1970
the Air Force changed this maximum to 95 percent of the ceil-
ing price, which provided an additional $73 million for
progress payments. The contract was again changed in September
1970 to allow progress payments up to 100 percent of the ceil-ing price and thus made available an additional $75 million.
Therefore, by changing the limit from 90 percent to 100 percent,
an additional $148 million was made available for progress
payments to Lockheed. This $148 million and the $557 million
increase in the ceiling price comprise the $705 million dis-
cussed in the staff study.

The contract was converted to a cost-reimbursement con-
tract in May 1971, and the contractor stopped receiving
progress payments and started receiving reimbursement on the
basis of costs incurred. Negotiations to convert the contractconsidered all payments previously made to Lockheed.

The method Lockheed used was allowable under the contract
and was permitted under the regulations then in effect; however,
as previously illustrated, this method permitted the contractor
to receive progress payments for costs incurred on delivered
items in excess of the unit prices for such items. By June 1968,6 months after Lockheed started using this method, Lockheed andthe Air Force were projecting an overrun on the contract.

It is our opinion that the method used for computing theprogress payments was inappropriate kinder the circumstances.
Progress payments are to help contractors finance the cost ofundelivered items, and we believe that when an item is delivered
and accepted the actual costs to produce the item should be
deducted from total costs incurred when computing the maximum
permissible progress payments.

As a result of the Defense Contract Audit Agency report
and of subsequent Office of the Secretary of Defense studies,
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it was recommended in November 1971 that using method (c) to

compute costs of delivered items be discontinued. Defense

Procurement Circular 94, dated November 22, 1971, announced

plans to revise the progress payment request form, and a neW

form omitting method (c) became effective on April 1, 1972.

We trust that the information presented above is respon-

sive to your needs. We shall be pleased to discuss this

information with you or members of your staff.

Sincerely yours,

Comptroller General
of the United States

The Honorable William Proxmire, Chairman
Subcommittee on Priorities and
Economy in Government

Joint Economic Committee
Congress of the United States

6
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UNITED STATES GENERAL ACCOUNTING OFFICE

WASHINGTON, D.C. 20548

PROCUREMENT AND SYSTEMS
ACQUISITION DIVISION

B-159896

Dear Mr. Secretary:

This is our report on our assessment of the Army's
should-cost studies. The significant contents of the re-
port are summarized in the digest.

Our review was made pursuant to the Budget and
Accounting Act, 1921 (31 U.S.C. 53), and the Accounting and
Auditing Act of 1950 (31 U.S.C 67).

Copies of this report are being sent to interested
congressional committees; the Director, Office of Manage-
ment and Budget; and the Secretary of the Army.

Sincerely yours,

Director

The Honorable
The Secretary of Defense
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GENERAL ACCOUNTING OFFICE
REPORT TO THE SECRETARY OF DEFENSE

ASSESSMENT OF ARMY
SHOULD-COST STUDIES
Department of the Army B-159896

D I G E S T

WRY THE REVIEW WAS MADE

The use of should-cost studies is
one of several actions taken to im-
prove Department of Defense (DOD)
procurement practices. A should-
cost study is a method of cost anal-
ysis made by a team of Government
specialists in engineering, pricing,
procurement, auditing, and manage-
ment. The should-cost approach dif-
fers from the traditional approach
in that it involves a more in-depth
analysis of the contractor's pro-
posal and a more extensive review of
the contractor's operations to iden-
tify potential cost reductions.

These studies have been discussed in
hearings before the House Committee
on Government Operations and the
Subcommittee on Priorities and Econ-
omy in Government, Joint Economic
Committee. In hearings before the
Subcommittee in December 1969, the
General Accounting Office (GAO)
stated that it would make follow-up
reviews of DOD should-cost studies.

This report concerns the first nine
studies used by the Army Materiel
Command in contract negotiations.
GAO's primary objectives were to ex-
amine the manner in which the
should-cost studies were conducted
and to identify areas in which im-
provements could be made to increase
the studies' usefulness and the
benefits derived from them. In
making its assessment, GAO did not
attempt to evaluate the overall con-
duct of contract negotiations.

FINDINGS AND CONCLUSIONS

GAO believes the should-cost teams
gave insufficient attention to iden-
tifying ways to improve the contrac-
tors' efficiency and economy of op-
erations. Therefore, some of the
benefits which GAO believes should
have been obtained from these stud-
ies were not obtained.

The teams made in-depth analyses of
the contractors' proposals and ar-
rived at cost estimates which were
much lower than those of the con-
tractors. In each case the Govern-
ment negotiated price reductions
greater than those realized on prior
procurements of the same or similar
equipment from the nine contractors.
Although the impact of the should-
cost studies on price negotiations
cannot be determined for a number of
reasons (see pp. 8 and 9), GAO
believes the studies strengthened
the Army's bargaining position.

For the most part, the should-cost
teams tested and evaluated the data
and the rationales used by the con-
tractors in developing their price
proposals. Although such work is
important, GAO believes the benefits
from the should-cost studies can be
increased substantially by placing
greater emphasis on analyzing the
contractors' manufacturing processes
and practices to identify specific
actions needed to improve efficiency
and economy.

For example, one team recommended a

OCT. 30, 1 972
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gross reduction in the contractor's
overhead costs but did not identify
the specific improvements which the
contractor could make to achieve the
desired reductions.

The contractors often disagreed with
the study findings during negotia-
tions, and this contributed to ex-
tensive delays in negotiations. GAO
believes that improving communica-
tion between the contractors and the
teams during the studies can in-
crease benefits from the studies.
This would encourage greater con-
tractor participation and better un-
derstanding of the findings and the
specific actions needed to improve
efficiency and to reduce costs. Fur-

-ther, it would provide the Govern-
ment with a better opportunity to
get its recommendations accepted.
(See p. 20.)

GAO found little evidence that the
teams had considered changing Gov-
ernment policies, procedures, or
practices to reduce the costs of
contractor ooerations. The Navy
study of the TF-30 engine and GAO's
reviews have identified areas in
which such changes could reduce
costs substantially. (See p. 21.)

In addition to agreeing to the con-
tract price reductions negotiated,
six of the nine contractors agreed
to apply their best efforts toward
attaining a number of improvement
goals in areas which the should-cost
teams felt had potential for im-
provement. (See p. 14.) For the
most part, however, the studies did
not identify specific actions which
the contractors should take to im-
prove the efficiency or economy of
their operations.

In some cases, when contractors
agreed to work toward improving
their operations, the local Govern-
ment representatives were not pro-

vided with coDies of the should-cost
reports or specific instructions on
the areas to be monitored until sev-
eral months after final negotia-
tions. GAO believes these repre-
sentatives should be fully aware of
the teams' findings to effectively
monitor the contractors' actions to
improve operations. The Army has
taken action to improve this matter.
(See p. 22.)

Local representatives experienced
difficulty in monitoring contrac-
tors' progress toward improvement
goals for certain indirect expenses.
These goals were expressed as per-
centages and, as such, were subject
to change as the base costs changed,
irrespective of actual improvements.
GAO believes that, to monitor con-
tractors' progress, the goals should
be expressed in terms which can be
readily traced during contract per-
formance. (See p. 24.)

RECOMMENDATIONS OR SUGGESTIONS

To increase the benefits from future
should-cost studies, the Secretary
of the Army should insure that
should-cost teams:

--Place increased emphasis on analyz-
ing the contractors' operations,
to identify specific actions
needed to improve efficiency and
to reduce costs. (See p. 19.)

--Make a greater effort to encourage
the contractors' increased cooD-
eration through earlier discus-
sions of the teams' findings.
(See p. 20.)

--Give sufficient attention to iden-
tifying opportunities for savings
through modifications in Govern-
ment policies, procedures, and
practices. (See p. 21.)

2
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--Define improvement goals, whenever
possible, in terms which will per-

mit meaningful evaluations of con-
tractors' progress toward the
goals. (See p. 24.)
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CHAPTER 1

INTRODUCTION

Department of Defense (DOD) procurement has captured
the attention and criticism of the Congress and the public
because of the increasing cost of defense hardware. Many
contracts are awarded on a negotiated, noncompetitive basis
without the benefit of competition to insure that the prices
are fair and reasonable. Therefore, the Government must
analyze the contractors' proposal prices to arrive at fair
and reasonable price objectives for negotiations.

TRADITIONAL APPROACH VERSUS
SHOULD-COST APPROACH

In a negotiated, noncompetitive situation, the tradi-
tional practice in arriving at a contract price is to obtain
audit and technical evaluations of the contractor's cost
history and estimating rationale relating to the current
proposal. The results of these evaluations are used to
develop a Government negotiating objective. Negotiations
are then held to arrive at agreement on the contract price.
However, by using the contractor's prior cost history and
estimating rationale as a basis for negotiations, the
Government implicitly accepts the contractor's mode of
operation, regardless of how efficient or inefficient it
might be. Often the resultant price represents what hard-
ware "will cost" instead of what it should cost to be pro-
duced, and the inefficiencies in the historical base may be
perpetuated.

The Army defines "should cost" as a method of cost
analysis made by the fully coordinated efforts of a team
of Government specialists in engineering, pricing, auditing,
procurement, and management. The analyses are used to
identify uneconomical or inefficient practices in the con-
tractor's operations and to formulate the Government's
negotiation positions on the basis of the should-cost teams'
estimates of what the contracts should cost to perform,
assuming reasonably achievable economies and efficiencies.
In addition to making the studies, the teams participate in
negotiating the contract prices.

S
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The should-cost approach differs from the traditional

approach to cost analysis principally in (1) the depth of

the analyses and (2) the extent to which the Government

challenges inefficiencies in contractors' operations. The

principal objectives of should-cost analyses are (1) to

facilitate the negotiation of realistic contract prices

and (2) to bring about both short-range and long-range

improvements in the efficiency and economy of contractors'

operations.

6
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SHOULD-COST STUDIES IN THE ARMY

In late 1967 DOD, concerned about the sharp cost in-
creases for the TF-30 jet engine, directed that the Navy
form a team to make an in-depth evaluation of the contrac-
tor's operations and to identify areas for cost reductions.
This evaluation became known as a should-cost study. The
significant results of the study demonstrated its usefulness
both for lowering costs on the current contract and for
identifying the potential for long-range improvements in the
contractor's operations.

In a July 1969 memorandum to the Secretaries of the
Army, Navy, and Air Force, the Deputy Secretary of Defense
expressed his concern over problems associated with weapon
system acquisitions. He suggested the use of should-cost
studies as one of several actions for improving current
practices. In late 1969 the Army began to develop plans
for conducing should-cost reviews. Having responsibility
for procurement of most of the Army's hardware, the Army
Materiel Command (AWE) was assigned primary responsibility
for implementing the should-cost approach.

The first Army study, conducted in March 1970, convinced
the Army of the value of the should-cost approach. Since
that time AMC has made a number of studies, and it plans to
continue to make them.

7
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CONGRESSIONAL INTEREST

The use of should-cost techniques by the General Ac-

counting Office (GAO) and DOD has been discussed in several

hearings before the Subcommittee on Priorities and Economy

in. Government, Joint Economic Committee. In hearings before

this Subcommittee in December 1969, we stated that we would

make follow-up reviews of the DOD should-cost studies.

In its report dated December 10, 1970, on policy

changes in weapon system procurement, the House Committee on

Government Operations made certain recommendations to DOD.

One recommendation was that DOD develop a special competence

in making should-cost studies. During later hearings before

the Subcommittee on April 29, 1971, the Chairman of the Sub-

committee on Priorities and Economy in Government expressed

concern regarding the application of the should-cost ap-

proach within DOD and recommended that GAO make follow-up

reviews of the DOD should-cost studies.

SCOPE OF OUR ASSESSMENT

This assessment covers the first nine should-cost

studies used by the Army in contract negotiations. We ex-

amined the reports prepared on the nine studies and AM

regulations and directives, and we discussed the studies

with AMC personnel. In addition, we selected three studies

for detailed examination.

For the three studies we reviewed the study reports,

analyzed the scope and methodology of the studies, reviewed

price negotiation memorandums and the negotiation minutes,

reviewed contractor and agency files, and interviewed con-

tractor and agency officials who were involved in the stud-

ies and in ensuing negotiations.

Our purpose was not to review and evaluate the overall

conduct and success of the price negotiation process. Al-

though the should-cost studies play an important part in

negotiations, other factors, such as those listed below,

can affect the success achieved during negotiations.

95-328 0 - 73 - pt. 6 -52
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1. The contractor's desire for the work.

2. Urgency of the Government's need for the item.

3. Potential for follow-on contracts.

4. Type of contract to be negotiated and related risk
to the contractor.

5. Willingness and capability of the contractor to take
the steps necessary to reduce costs.

6. Competitive influences.

7. Extent of hard data versus judgments to support cost
estimates.

8. Relative ability of the negotiating parties.

9
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CHAPTER 2

SHULD-COST RESULTS

IMPACT ON NEGOTIATIONS

The impact of the should-cost studies on contract nego-
tiations can be summarized as follows:

--The Government and the contractor price objectives
differed widely at the start of negotiations.

--Negotiations lasted much longer than usual, and a
significant portion of the differences in the initial
cost positions was settled on a lump-sum basis.

--The price reductions achieved were greater than had
been experienced in past negotiations with the same
contractors. However, the extent to which the should
cost studies contributed to this cannot be measured.

Although no two studies were the same in areas covered,
depth of review, findings, or recommendations, on the whole
we believe the studies strengthened the Army's bargaining
position in contract negotiations.

Potential price reductions identified

The nine Army should-cost studies evaluated contractors'
proposals totaling $299.2 million and, according to the
Army, identified potential reductions of $97.8 million.
(See table below.)

I, _,ntial Frito Reductions iclentltifed

Contra tor:;' Should-cost
Stud roosas est imte Difference

-- ------- (ci (lions)-

A 'l5.f $ 58.2 537.6
B 44.9 33.6 11.3
C 24 9 17.0 7.9
D) 24.( 19.4 4.7
E 20.1 13.2 6.9
F z9.7 21.5 8.2

G 13.5 9.1 4.4
II 7.5 5.2 2.3

I 307 24.2 14.5

-ou'l S294.z $
2
01.4 S97.8

I0
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The potential price reductions represent the differences
between the contractors' proposed prices and the estimates
developed by the teams. The teams' estimates were the
quantified results of eliminating from the proposed prices
the effects of inaccurate, noncurrent, or incomplete factual
data and of applying different judgments to contractors'
data; when the teams identified a need for improved effi-
ciency or economy, they estimated the probable effect of im-
provement on costs.

I
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Negotiated price reductions

The price reductions realized by the Army in negotia-
tions, based on information from the nine studies, totaled
$46.7 million as shown below.

Percent of
Potential reductions
price Reductions from contractor's

Study reductions achieved proposal

(millions)

A $37.6 $13.7 14.3
B 11.3 5.7 12.7
C 7.9 4.4 17.7
D 4.7 1.9 7.9
E 6.9 3.4 16.9
F 8.2 5.7 19.2
G 4.4 4.0 29.6
H 2.3 .9 12.0
I 14.5 7.0 18.1

Total $97.8 $46.7 15.6

The Army's analysis of the reductions showed that in
each case the price reduction was greater than that realized
on prior procurements of essentially the same hardware from
the same contractor. Our analysis of three selected studies
confirmed this. For example, on three previous procure-
ments of one of the items, the Army had negotiated an aver-
age price reduction of 7.1 percent, whereas a reduction of
12.7 percent was realized on the contract evaluated by the
team. Although the Army negotiated contract price reduc-
tions greater than those on prior procurements, actual sav-
ings will not be known until work is completed and final
costs on the contracts have been determined, since seven of
the nine contracts were fixed-price-incentive contracts.

The Army did not realize a greater portion of the po-
tential savings for a variety of reasons. In one case the
negotiator was unable to convince the contractor of the va-
lidity of the team's estimate of direct labor hours because
the Army's sample was insufficient to support the reduction.

12
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In another case the chief negotiator cited the following
reasons for not realizing a greater portion of the team's
potential price reductions.

1. Some of the team's findings were based on opinion
and experience. One contractor opposed the team's
opinion on how the contractor's move to a new plant
would affect its operation.

2. Some of the team's findings could not be implemented
overnight, even though they were firm and properly
supported.

3. Contract negotiations are a two-way street involving
compromise by both parties.

We could not determine the full extent of the cost re-
ductions for each cost element because the parties concluded
negotiations on a lump-sum basis. In one instance, after
44 negotiation sessions, an impasse was reached when the
parties could not resolve a $6 million difference in their
respective positions; the parties concluded negotiations on
a lump-sum basis with an additional reduction in costs of
$3 million.

13
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BENEFITS BEYOND NEGOTIATIONS

In addition to negotiating more realistic contract
prices, the teams' objective was to bring about short- and
long-range improvements in the efficiency and economy of
contractor operations. To this end the Army negotiated
management improvement programs with six of the nine con-
tractors. The programs included in the contracts concerned
accomplishing such tasks as preparing estimating manuals
or improving material control. Also, in some cases specific
values were established for such areas as labor efficiency,
labor hours, and indirect expenses.

Only one of the three studies reviewed in depth had
specific labor efficiency, labor hour, and indirect ex-
pense rate goals. The Army estimated that, if this con-
tractor achieved the established goals, the Government
would save about $4 million and the contractor would save
about $2 million during the life of the contract.

In this case the improvement program contained no pen-
alties or rewards related to the goals; it provided only
that the contractor make its best effort. The contractor
was to report the results of the program quarterly; however,
the program required no specific quantified actions that
could be measured in evaluating progress toward the estab-
lished goals.

Although development problems and fund restrictions
made it necessary to negotiate a stretchout in production
and a revision of the goals under this contract, the con-
tractor made some progress toward most of the goals. The
contractor's latest progress report indicates a favorable
outlook for attaining the goals of increased labor effi-
ciency and reduced indirect expense rates. The Army stated
that as of August 1972 the contractor anticipated that
final costs would not exceed the contract target costs.

In one case the team proposed several significant im-
provements, such as achieving a minimum of (1) 90-percent
compliance with work standards, (2) 80-percent labor effec-
tiveness, and (3) 80-percent machine efficiency. The Army
did not discuss an improvement program with the contractor
until final agreement was reached on a firm fixed price of

14
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$6.9 million for production of the principal hardware and on
an incentive target price of $2.6 million for development,
test, data, and test sets.

The contractor refused to accept a management improve-
ment program incorporating the above goals because (1) the
program was not a part of the request for proposal, (2) the
contractor was not fully aware of the program until price
negotiations were concluded, (3) the contractor believed
the program would limit management flexibility, and (4) the
program had no provision for recovering costs of implementa-
tion.

The contractor agreed to some procedural improvements
suggested by the team; it agreed to prepare accounting,
estimating, and pricing manuals in accordance with the
Armed Services Procurement Regulation. Although these im-
provements are not likely to lower costs of current con-
tracts, they can improve the preparation and review of
price proposals for subsequent contracts.

The Army did not negotiate a management improvement
program with specific goals on the third contract; however,
the contractor signed memorandums of agreement concerning
changes in labor-estimating practices, make-or-buy pricing
policies, material control and cost accounting procedures,
and allocation of tooling and engineering maintenance costs.
All the memorandums of agreement related to longstanding
problems which had not been resolved in past negotiations.
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CHAPTER 3

COSTS OF SHOULD-COST STUDIES

We inquired into the costs of making the three studies
we selected for in-depth review. The direct costs incurred
by the teams ranged from $55,500 for a 15-man Government
team to $230,228 for a 19-man Government team assisted by
consultants. Our estimates of the costs of the three stud-
ies follow.

Study
A B C

Salaries:
Team members
Support assistance

(professional and
clerical)

Overtime
Travel, per diem, and

miscellaneous

$ 91,863 $41,300 $ 98,743

19,155
15,778

37,275
10,390

35,162 14,200 51,464

Subtotal

Consultant fees

Total cost

Period of in-plant review
(weeks)

161,958 55,500 197,872

32, 064a (b) 32,356

$194,022 $55,500 $230,228

6 5 8

aIncludes a $16,535 fee for preparing documents
the lessons learned and a should-cost guide.

that assessed

bNot applicable.

The cost of each study includes the time and expenses
of personnel to

--plan the detailed study,

--perform the in-plant review,

If,
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--analyze data and prepare the negotiation objective,

--write the study report, and

--participate in contract negotiations.

We recognize that the costs shown above do not include
all expenses associated with this type of study. Additional
clerical and printing expenses are involved, although the
exact amounts of these expenses are not readily available.
Also, the contractors are expected to incur additional costs
in supporting the teams while in the plants.

An additional unquantifiable cost to the Government for
a should-cost study is the time lost from, and effect on, the
routine work of team members when they are absent from their
normal duties for extended periods.

We found that the Army had used consultants for its
earlier studies but had made limited use of consultants for
its later studies. The Army has established a cadre of
specialists, in lieu of consultants, at the Army Research
Center to assist its teams.

We found that $16,535 of the consultant fees of $32,064
paid by the Army for the initial should-cost study covered
writing the first draft of the Army's should-cost guide and
analyzing the lessons learned from the study. The remainder
of the consultant fees covered the time spent assisting the
team.

17
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CHAPTER 4

OPPORTUNITIES FOR IMPROVEMENT

GREATER EMPHASIS ON IDENTIFYING WAYS TO
IMPROVE CONTRACTOR EFFICIENCY AND ECONOMY

The three studies we reviewed had few suggestions for
specific changes in the contractors' operations to improve
efficiency or economy. The teams made in-depth evaluations
of the contractors' proposed prices by using primarily the
same techniques used in traditional preaward analyses by
audit and technical personnel. We estimated that one team
arrived at about 75 percent of the potential reductions by
using traditional cost analysis techniques. The traditional
approach places primary emphasis on reviewing contractors'
records and rationales, to evaluate the contractors' cost
estimates.

The most marked departure from normal cost analysis
techniques was in the teams' evaluations of the contractors'
proposed labor hours. One team prepared its estimate on
the basis of the contractor's labor standards, although the
contractor had estimated its labor hours by projecting its
prior experience. Another team compared the contractor's
labor standards and labor efficiency with industry norms and
took a limited sample of actual operations. Almost half of
the contractor's direct labor costs were questioned by the
should-cost team.

The teams used, to a limited extent, accepted industrial
management techniques, such as ratio delay and work sampling,
for evaluating the efficiency and economy of a contractor's
operations but did not use these techniques to quantify
should-cost positions. When the teams made samples of ac-
tual operations, the samples were limited and not sufficient
to support general reductions of costs in the sampled areas.
The teams relied principally on in-depth analyses of the
contractors' records and on the teams' judgments.

One team did not make a sample of actual operations be-
cause of time constraints and the contractor's involvement
in labor union negotiations.
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We believe that the best means to challenge the effi-
ciency of a contractor's operations is to identify the spe-
cific practices which need improvement. Our own experience
indicates that the greatest potential cost reductions were
identified, quantified, and agreed to by the contractors
as a result of evaluations of manufacturing operations in
such areas as plant layout, production control, preventive
maintenance, equipment modernization, and quality assurance.
For example, observations of one plant's problems in pro-
duction control resulted in an improvement program which,
for an investment of $580,000, would bring about an esti-
mated annual reduction in production costs of $3.1 million.
The contractor would achieve these savings by a reduction
of 139 indirect labor positions and a reduction of about
10 percent in the direct labor force.

Recommendation

We recommend that the Secretary of the Army insure that
future should-cost teams place increased emphasis on analyz-
ing the contractors' operations, to identify specific ac-
tions needed to improve efficiency and to reduce costs.
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EARLIER DISCUSSION OF FINDINGS

Our analyses of the negotiations for the three studies
showed that the teams chose not to discuss specific findings
with the contractors prior to negotiations for fear of jeop-
ardizing their negotiation positions. One team questioned
the contractor's standard labor hours after comparing a
sample of those standards with industry norms and making
limited observations of actual operations. During negotia-
tions the contractor contended, and the negotiator agreed,
that the contractor had used an accepted method of establish-
ing standards and that the team's sampling techniques might
be in error.

We believe that open and frank discussions throughout
the studies will help to develop strong bargaining positions
and will reduce the time required to reach agreement on con-
tract prices.

It is unrealistic to expect the contractors to agree
completely with the teams' findings. However, we believe
that contractor receptivity can be improved in future studies
by discussing the teams' findings and the rationales for
them with the contractors prior to the start of price nego-
tiations. This would enable the teams to isolate areas of
agreement and disagreement earlier; to undertake additional
work, when necessary, to deal with dissenting views of the
contractors; and to refine their positions when justified by
information provided by the contractors. Such discussions
would also allow greater contractor participation in deter-
mining actions needed to improve their efficiency and would
lead to quicker agreements on contract prices during
negotiations.

Recommendation

We recommend that the Secretary of the Army instruct
future should-cost teams to make greater efforts to encourage
the contractors' increased cooperation through earlier dis-
cussions of the teams' findings.
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IMPROVING GOVERNMENT POLICIES AND PROCEDURES

It appears that the teams gave little attention to im-
proving Government policies and procedures which affect the
cost of contractor operations.

The Navy study of the TF-30 engine, as well as our own
reviews, found that improving Government procurement policies
and practices imposed upon the contractors could substan- -
tially reduce costs. Following are examples of improvements
we found in Government procurement policies and practices
that substantially reduced costs.

1. Eliminating Government overseas packaging require-
ments for spare parts scheduled for use in the
continental United States.

2. Reducing the number of tests required by the Govern-
ment according to the quality of the products being
tested and the reliability reported by the field.

3. Consolidating Government procurements to allow
contractors the maximum benefits from economic
orders.

Recommendation

We recommend that the Secretary of the Army insure
that should-cost teams give sufficient attention to identi-
fying opportunities for savings through modifications in
Government policies, procedures, and practices.
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IMPROVED COORDINATION WITH LOCAL
GOVERNMENT REPRESENTATIVES

Realization of the should-cost potential requires con-
tinued attention to the contractors' progress toward im-
provements suggested by the teams. When improvement goals
were included in the contracts, the contractors agreed to
submit quarterly progress reports to the procuring agencies.
Our review of the three studies indicated that, although
local Government audit and technical representatives were
present to monitor the contractors' day-to-day operations,
they were not fully aware of the study findings at two
plants and had not been provided with specific instructions
on the areas to be monitored at all three plants until sev-
eral months after final negotiations.

The-procuring agencies, with limited participation by
responsible local Government representatives, formed and
directed the teams. The teams analyzed the data collected
during the in-plant reviews and formulated the final nego-
tiation positions. As a consequence, responsible local
representatives were not aware of the teams' findings or
the bases for suggested improvements until after award of
the contracts, when the procuring agencies gave them copies
of the study reports or extracts from them.

We found that, for two of the three contracts, the
local representatives had not been provided with copies of
the reports until several months after final negotiations.
For example, negotiations on one contract were completed
on May 13, 1971, but the cognizant administrative officer
did not receive a copy of the report until January 3, 1972.

In the one instance in which goals were established as
specific values, procuring agency personnel initially moni-
tored operations by visiting the contractor's plant, re-
viewing the contractor's reports, and preparing trend anal-
yses for indications of achieving or not achieving a goal.
About 10 months after the contract award, the procuring
agency requested the resident administrative and audit of-
fices to review and analyze the contractor's reports and
to submit the analyses to the procuring agency.
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The resident engineer submitted the first analysis of
the goals for labor hours and efficiency 6 months later,
but it contained only limited information. As a result,
the procuring agency issued specific directions for the
resident engineer to observe (1) scrap and rework, (2) fab-
rication and assembly operations, and (3) test and inspec-
tion activities. These specific instructions were not is-
sued until about 16 months after the contract was awarded.

We believe that responsible local representatives
should be fully informed of the teams' findings, the rec-
ommended improvements, and any agreements made with the
contractors to implement improvements. This information is
necessary to effectively monitor the day-to-day progress
toward the management improvement goals. We also believe
information in the should-cost reports could be used by
local representatives in reviewing proposals for other pro-
curements or contract changes.

As soon as possible after final negotiations, the re-
sponsible audit and administrative officials should be pro-
vided with copies of the should-cost reports and with spe-
cific instructions concerning the areas to be monitored.

Agency actions

AMC signed memorandums of agreement with the Defense
Contract Audit Agency in March 1971 and with the Defense
Supply Agency, Contract Administration Services, in February
1972 to clarify the roles of these agencies in future
should-cost studies. Under these agreements the local audit
and administrative representatives will participate more
fully in the studies. The responsible administrative con-
tracting officers will also serve on the should-cost teams
in an advisory capacity. The agreements recognize that ad-
ministrative personnel who participate in the studies will
be thoroughly familiar with areas needing improvement and
therefore can more effectively monitor the contractors'
actions.
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BETTER DEFINITION OF IMPROVEMENT-GOALS

The resident audit office at one location has had prob-
lems in measuring the contractor's progress toward the goals
established for certain categories of indirect expenses, be-
cause of the impact on the rates of cost accounting changes
or fluctuations in the base costs. The goals were expressed
as percentage reductions or percentage levels to be attained
at either the end of a particular year or by the end of the
contract. Representatives of the procuring agency have held
meetings with the resident audit staff and the contractor to
arrive at a method of monitoring changes in indirect ex-
penses. The resident auditor has suggested that the goals
be expressed in absolute dollars. Although this matter had
not been resolved at the end of our review, the contractor
had agreed to study the relationship of fixed and variable
expenses in an attempt to define goals in absolute dollars.

Recommendation

We recommend that the Secretary of the Army insure that
should-cost teams define improvement goals, whenever pos-
sible, in terms which will permit meaningful evaluations of
contractors' progress toward the goals.

24
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GENERAL PURPOSE AMPHIBIOUS ASSAULT SHIP (LHA)

AND

THE DD-963 ANTISUBMARINE WARFARE DESTROYER

SHIPBUILDING PROGRAMS

The General Accounting Office (GAO) has examined aspects of the Navy's

General Purpose Amphibious Assault Ship (LHA), and the DD-963 destroyer

shipbuilding programs. This work was undertaken as part of GAO's con-

tinuing review of Department of Defense major acquisition programs. It

also includes information developed to answer specific questions raised

in congressional requests while our review was underway.

These two shipbuilding programs are under contract with Ingalls Ship-

building Division of Litton Systems, Inc., for construction at their new

shipyard in Pascagoula, Mississippi. Much of the controversy which has

been associated with these programs started at the time of the award of

the contract for 30 DD-963 class destroyers. More recent controversy

centers on the LHA program's cost and schedule problems which have become

evident. There is concern that these problems will impact on the destroyer

program.

The purpose of our review was to examine into the status of these

programs. We also examined into the special circumstances of starting up

a new shipyard and into the difficulties experienced in organizing and staff-

ing for nanagement and production. In our review we made no attempt to de-

termine the need for these programs or to become involved in current nego-

tiations being carried on between the Navy and the contractor on the LHA con-

tract.
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SUNMARY

1. Our findings confirm the fact that there were numerous miscalculations

at the outset o. the part of both the contractor and the Navy in respect

to start-up problems, labor availability and on the assumption that the

design function could be carried on by a newly established design organiza-

tion in CalifornLa, two thousand miles from the construction site. How-

ever, there appears to be a growing optimism in respect to the completion

of bolth shipbuilding programs-(I) if there is a settlement of current

financial issues, and (2) if the various improvements begun since last

July proceed satisfactorily.

2. Weaknesses in the contractor's organization and management area have

undoubtedly contributed to the problems of cost growth and slippage. There

have been three Presidents, five Vice Presidents of Finance, five Vice

Presidents of Operations, six LHA program managers, two DD-963 program

managers, and fear directors of Quality Control since 1969.

The present management team which assumed direction on July 21, 1972,

of the merged East (old) and West (new) shipyards is a seasoned team the

mnjority of who were formerly responsible for the East Yard. If this team

can be held together and strengthened as needed, it will solve one of the

serious problem which have faced the new yard from the outset.

3. Unique contracting concepts used on these programs contributed

to problems belag encountered. Under these concepts the

Navy, for the first time, delegated almost complete responsibility to

the contractor for decisions in program execution. Design responsibility

-2-



2445

was placed entirely on the contractor. At the same time the concepts

required that the Navy disengage from close monitorship and control

of design and other contractor activities.

In this case, charges and countercharges have been filed related to

actions or inactions by both parties. The final appraisal of how these

concepts affected the programs will not be known until the current

negotiations are concluded and all contractor claims resolved.

4. The stage of development of suitable systems for production planning

and control has been a major contributor to delays, out-of-sequence work,

failure to meet costs and time targets, etc. The East Yard system has

now been extended to the West Yard and it is our opinion that it is

beginning to function on current programs. However, the current applica-

tion is on the first LHA.and the first two destroyers, which are being

built under less than full modular (nearly conventional) construction

methods. The remaining LHAs and destroyers will use modular construction

techniques. The system appears capable of functioning in the future but

until it has actually operated under the modular construction technique,

its success cannot be assured. In summary, the outlook is promising, but

as yet not fully proven.

5. Labor factors have been among the nost distressing of all the problems

faced. Departures from the West Yard have on occasion exceeded new hires,

and the rate of turnover has been far higher than in other shipyards.

-3-
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Absenteeism has been a major problem. The ability to attract and retain

critical skills such as welders has been a problem. Beginning with the

merger of the two yards last July, these problems began to come under

control. One labor force is now used instead of two competitive labor

forces. Further, it was the contractor's decision not to seek new work

for the East Yard, but to favor the accomplishment of the West Yard work-

load. The management now projects that the downtrend in labor will be

reached by the end of March and that thereafter the work force will be

stabilized.

Productivity in the West Yard was compared by the new management

with the productivity it had achieved on construction of ships in the

East Yard. Upon merger they appraised the West Yard to be 42 percent

as productive as the East Yard. In January 1973,. the management

estimated the West Yard was up to 77 percent of the East Yard target. A

goal of equal productivity (100 percent) between the two yards by

July 1973 has been set.

These favorable developments, accompanied by more vigorous per-

sonnel management programs and improved training programs offer promise,

but of course, must be monitored closely until they have succeeded.

6. The LHA construction program is now reported to be about two years

late for the first ship and 2-3/4 years late on the last ship. The

initial unit cost on the 9-ship program was projected at $154 million.

By June 30, 1972, the Navy's estimate for a 5-ship program had reached

$194 million, and of September 30, 1972, the estimate was $233 million.



2447

The LHA contract price is under negotiation between the parties involved

and the estimates of cost may be revised again. (See p. 7 for additional information

The major causes of past schedule slippage and cost growth cannot

be precisely determined. They include the overoptimism about starting

up the new yard, the cancellation of four ships, a strike, a hurricane,

the escalation problem, changes in the design during the first phase of

performance, major delays in merchant ship construction, and instability

of contractor top management and production force.

There bas been no change in cost or schedules in the DD-9
6
3 program

since June 1970, when the contract was awarded. However, we believe,

looking ahead, that some indeterminate cost growth and schedule slippage

can be expected.

These can be minimized if the managerial and other reforms discussed

above take effect. The outlook for meeting cost and schedule targets

can be beat presented by summarizing the uncertainties and unfavorable

factors as well as those which are working in favor of meeting the cost

and schedule targets.

The uncertainties and unfavorable factors--in addition to normal

escalation--are as follows:

a. There is as yet no experience with meaningful learning curve

and productivity on the DD-963 program, since the first keel

was not laid until November 1972.

b. Any major design changes or addition of requirements, if not

avoidedcould cause the cost and schedule thresholds to be

exceeded.

- 5-
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c. Further slippage in the LHA schedule must be avoided. While

it now looks possible for the two programs to proceed con-

currently, further slippage in the LHA program would pose

interference with workload scheduling in the various shops

which would undoubtedly impact on the DD-963 program.

d. The DD-963 production schedule, which eventually reaches one

ship delivery per month is very optimistic. Such a tight

schedule fails to allow for unanticipated problems in the

shakedown phase which could create a bottleneck.

The favorable factors are.

a. Current improvements in management, labor, and planning.

b. The opportunity for learning curve improvements that a-

run of 30 ships in one facility offers.

c. The fact that the DD-963 is not stretching technology.

d. The fact that the contractor has already developed, and

the Navy has concurred in, a plan for concurrent production

of the LHAs and the destroyers in the West Yard.

e. The merchant ships are scheduled to be completed within

calendar year 1973.

In summary, although the current outlook is generally good in view

of the management changes in process and the design stability which has

now been reached, the construction of the ship programs is at such an

early stage that a clear judgment on achievement of cost and schedule

goals is not possible.

The status of LHA negotiation is discussed on the following page.
- 6-
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LHA NEGOTIATIONS

The Navy and the contractor have been negotiating price changes

since March 31, 1972, to reset the LEA program prices, giving recogni-

tion to the cancellation of 4 ships, escalation estimate changes,

delays and changes in the contract. Negotiations on these items were

scheduled for completion by February 28, 1973.

The Navy and the contractor were not able to reach a negotiated

settlement and a contracting officer's decision was issued on February 28,

1973. This unilateral action by the Navy established a firm target

price, a delivery schedule, a progress payment system and escalation

provisions. The amount of funds now required by this action to com-

plete the program over the $970 million already approved is $169.2

million. No reserve for possible claims has been designated.

The Navy also informed the contractor that after March 1, 1973,

payments would be made on the basis of physical progress rather than

cost incurred. The Navy said that the contractor owes the Navy

approximately $55 million for payments in excess of physical progress

earned. The contract provides that the contractor must repay in full

the money owed within three months and that further payments will be

suspended until the repayment has been made.

On March 1, 1973, Litton Industries announced that its Ingalls

Shipbuilding division and the Navy were $108 million apart in the

negotiation of a final fixed price to produce five LHA ships. Litton said the

difference represents the cost of work and schedule delays caused by

actions of the Navy and not included in the original scope of the con-

tract. They indicated that the Navy's unilateral price is unreasonable
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and unrealistic and that they intend to seek an equitable settlement.

Litton also said that failure of the unilateral decision to recognize

the Navy's responsibility for costs and delays establishes the re-

payment to the Navy of $55 million. Litton said such a repayment is

not due and will oppose the Navy.

- 7a -
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GENERAL PURPOSE ARPIBIOUS ASSAUIiI SMP{WA)

AND
m DD-963 AMISUBMMRIME WARnM PMROM

SEfEPBJIOIN~G PRhXPAM1S

eIAPTER 1

be OweraL fent Ofg lee (MOG bas e i d aelected aapets of

the Davy's General Purpose Auzgibioas Assault SMp (TEL) and DD-963 des-

troyer shipbuilding programs. This work vas undertaken as part of GAO's

continuing review of Department of Defense major acquisition programs.

It also includes information developed to answer specific questions

raisedin congressional requests while our review was underway.

The IPA is a combatant general purpose amphibious assault ship designed

to be capable of transporting and landing troops and their essential com-

bat equipment and supplies in amphibious assault by means of helicopters,

amphibious craft and vehicles. A multi-year fixed-price-incentive develop-

ment and production contract for the construction of 9 ships was awarded

to Litton Systems, Inc., on May 1, 1969. In December 1970, the number of

LHAs to be procured was reduced to 5 ships.

DD-963 is the designation for a class of gas turbine-propelled destroyers

to be used for antisubmarine warfare with shore bombardment capability and

sufficient speed for escort of strike forces. A multi-year fixed-price-

incentive development and production contract for the construction of 30

ships was awarded to Litton Systems, Inc., on June 23, 1970.

- 8 -
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Prior G&0 reports on the IHA program were issued in 1970, 1971 and

1972. Reports on the DD-963 program were issued in 1971 and 1972. In

addition, a report B-170269, dated August 26, 1970, dealing with circumstances

surrounding the award of the DD-963 destroyer contract and plans to con-

struct all 30 ships in a new and untested shipyard was prepared in

response to a request of former Senator Margaret Chase Smith.

Extensive coverage of these two programs can also be found in the

published hearings on Military Posture before the Committee on Armed

Services, House of Representatives, H.R. 12604, held on April 17 and

24, 1972. In December 1972, these programs were also discussed in

hearings held by the Subcommittee on Priorities and Economy in Govern-

ment, Joint Economic Committee.

Much controversy has developed over the awards of these contracts,

particularly over the slippage of delivery and cost growth of the IRA.

Contract cost estimates for the LHA are now more than ceiling price and

delivery of the ships has been delayed two years or more. The contractor

and the Navy disagree on who is primarily responsible for the problems.

Questions are being asked as to the effect of LHA schedule and cost

problems on the DD-963. Questions have been raised also as to whether

the shipyard can physically handle both programs simultaneously.

Concerning the LIA, the Navy and the contractor have been negotiating

price changes since March 31, 1972,to reset the LHA program prices, giving

recognition to the cancellation of 4 ships, escalation estimate changes,

delays and changes in the contract. Negotiations on these items were

scheduled for completion by February 28, 1973.

- 9 -
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The Navy was not able to reach a negotiated settlement with the

contractor and a contracting officer's decision was issued on February

28. 1973. This unilateral action established a firm target price, a de-

livery schedulea progress payment system and escalation provisions.

The amount of funds now required by this action to complete the program

over the $970 million already approved is $169.2 million. These funds

are included in the fiscal year 1974 budget. No reserve for possible

claims has been designated by the Navy.

Concerning the destroyer program, the fiscal year 1974 budget contains

a request for complete funding and authorization for the 17th through the

23rd ships. Congress will likewise in that year need to decide whether or

not to provide complete long lead time funding for the last seven ships

(24th through 30th).

This report encompasses the cost and schedule estimates as they have

evolved for the LHA and Destroyer program, the special circumstances of

start-up in a new shipyard of modern design and difficulties experienced

in organizing and staffing for management and for production.

During our review we enlisted the aid of consultants to assist us

in assessing the technical aspects of shipyard operations. The views

e:'Že..ed in this report, however,are entirely those of GAO.

- 10 -
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CHAPTER 2

THE LITTON SHIPYARD FACILITIES

The Ingalls Shipbuilding Division of Litton Industries, Inc. at

Pascagoula, Mississippi, includes an old facility, the East Yard, and

the netw West Yard. Since July 1972, these two yards have been consol-

idated under one management. Labor, shops and equipment are now inter-

changeably used, and all is available in support of the two major

Navy programs. Efforts to bring new construction into the Last Yard

have been suspended. It is expected to continue submarine overhaul

and Naval ship overhaul, but its special shops, outfitting docks and

skilled craftsmen are being applied to the destroyer and Ll1A programs

as required.

The West Yard was built on a 60C acre peninsula at the mouth of

the Pascagoula River, Pascagoula, Mississippi. Construction of the

Yard began in January 1968 ard first ship construction operations

began In March 1970.

The shipyard was designed for series production of cne-design

ships and incorporates many advanced ideas. The shipyard is so designed

as to encourage a logical flow of material from cutting and shaping to

subasscubly, to large modules and then to final ship asseribly. Materials

subassemblies and parts can be moved by truck to the module and h:. vy-

lift C. lift a~S~ t.Ii uS Up to several Lundred teCs. Tia,:;-

latiOv cars oil Lrac,::- Xove modules into integration and, finally, i&.ole

ships onto the launch pontoon. Automation of high volume operations

has provided sLeel and alu-minunt fabrication shops with capacity mote

than adequate for the work under contract. The arrows on the schmatic

of the yard, picturedi on p. 13, show the flor of work.

_-1 1-



2455

Although particularly designed for quantity modular construction of

one-design ships, the yard is flexible, and physically should support the

competitive construction of ships of any design. Exceptions to this

might include outsized vessels which exceed the dimensional capacity of

the existing pontoon launch system and cranes, such as aircraft carriers.

This yard contains some features which are unique in this country.

The Pontoon Launch and Retrieval System is an excellent system for this

yard. It offers more flexibility than a large building drydock and

represents less capital expenditure. This device also permits. the

drydocking of ships during or after fitting out if this proves necessary.

The Iand-Based Test Facility for electronic equipment is a new kind

of shipyard capability. Ship sets of complex electronic and computer

systems are checked out with the associated software prior to ship in-

stallation. The use of metal pallets for the installation of electronic

systems in the DD-963 is a novel method of reducing some shipboard cabling,

and handling of systems during installation. This system is intended to

save time and money in the outfitting and check-out of ships. It is also

intended to permit the installation to be made at the latest possible

time, which may, in turn, reduce the hazards of damage and protect the

integrity of fragile operating equipment.
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A principal concern of both the contractor and the Navy is the

concurrent construction of the LHA and the DD-963 and the potential

adverse effect that a slippage in the construction schedule of one

program could have on the other program. The contractor's plans for

scheduling the erection of ship modules or sections and the movement

of these modules from the bays to the ship integration areas and to

the launch area have been reviewed and concurred in by the Navy. The con-

tractor has formulated various erection plans whereby the smaller and

more quickly constructeddestroyers may be moved around the IHA for launch.

The Navy has reviewed these plans and stated that "they provide suf-

ficient confidence in the adequacy of Ingalls facilities to perform

the DD-963 Class and LEA-1 Class shipbuilding activities." It sLOuld

be added, however, that the present management has elected to con-

struct the first LHA and first two destroyers by adding pieces and

subassemblies, smaller than the large ship modules as planned, to the

keels in the final erection area. This means longer occupancy of

these final positions prior to launch. Unless.full modular construc-

tion is undertaken thereafter, congestion can be expected which will

affect schedules. This critical pattern of construction should become

visible in the tncxt year.

- .4-
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CHAPTER 3

YARD MANAGEMERT

There is little question but that the Ingalls Shipbuilding Division,

Litton, in bidding and the Navy in accepting the proposal for the IRA

ships, substantially underestimated the problems involved in (1) startup

of a new facility, (2) obtaining an adequate work force, (3) the effects

of designing a ship two thousand miles from the construction site by a

completely new design organization (4) the effects of aerospace concepts

in production upon a labor force unfamiliar with the concepts and perhaps

unwilling to accept them for fear of undermining the "craft" approach

long prevalent in shipbuilding.

There was no real precedent from which the potential difficulty of

these series of actions could have been measured. Very rarely in peace-

time has a shipyard been designed and built frdm the beginning, workers

hired, and this force " tuned up" to competitive productivity. Dr. Svensen,

the designer and manager of the Arendal Yard in Sweden advised the Navy

recently that this process took him three years.

All of the above problems in the new yard are reflected in the schedule

delays and cost overruns. They are also reflected in the numerous changes

in the management cadre since the inception. We are advised, for example,

that since the award of the LHA contract, there have been three different

Presidents, five Vice Presidents for Finance, five Vice Presidents for

Engineering, five Vice Presidents for Operations, six LHA Program Managers,

two DD-963 Program Managers and four Directors of Quality Assurance.
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.During the last year Litton has undertaken very aggressive action

to bring in shipbuilding expertise and to stabilize the top management.

Within the next year, the Government should have clear indications as to

hether this stabilization has been achieved.

From the beginning of the West Yard operation until July 1972 the

mnagement arganization was entirely separate from the East Yard operations.

Both yards had complete management organizations and competed for scarce

manpower._ The West Yard organization consisted, basically, of aerospace

type managers as opposed to shipbuilding type personnel in the East Yard.

Also, each yard had its own management-concept, reports, and recording

systems.

The two yards were merged on July 21, 1972, 2nd the process of con-

solidating management organizations and eliminating duplicative functions

began.

The first step taken was to attempt to strengthen the yard manage-

ment by moving the key men from the old East Yard and putting them in

charge of the combined yards. This brought substantial shipbuilding

experience into top Yard management.

The next major effort undertaken was the development and installation

of a planning process that provides work planning data and the framework

with which to accumulate and compare work performance so that the status

of programs would become more than educated guesses.

- 16 -
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The planning process being installed, roughly speaking, consists of

breaking up the large ship's work drawings into segments which contain

the elements of a manageable work package.

These are segregated using predominantly one craft (pipefitters,

welders, etc.) adding.detailed notations and sketches for pieces which

guide the yard supervision and craftsmen. Theze are then scheduled in

a build-up of the pieces, subassemblies, modules and ship assembly

and outfitting which are-logically progressive in sequence and on which

labor is assigned in the most efficient way management can devise.

Estimates of manhours by crafz' and materials are applied to each package.

Actual work is then tracked as to cost, completion, materials,

labor, etc.

The new management is installing the computer-aided planning system

on these ship programs which they previously used in the East Yard.

It appears sophisticated, logical and derived from systems in use elsewhere.

We were advised that this system should be installed by July 1973.

In view of the complex work breakdown structure needed to build a ship

and the hundreds of thousands of elements of information to be inserted,

such a systcm bccces mature and nccuratcly driving and synchronizing

Yard work only by trial and adjustment.

The third critical management action being taken is to better

manapt' the work force.
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labor problems have been among the most distressing faced by the

management. Departures have on occasion exceeded new hires--and the

rate of turnover has been far higher than in other shipyards. Absenteeism

has been a major problem. Productivity in the West Yard at the time of

merger last year-was at a low rate compared to the East Yard (42 percent).

Beginning with the merger of the two yards last July, these problems

began to come under control, since one labor force is now used instead of the

yards competing for scarce labor. Further, a decision was made not to

seek new work for the East Yard, but to favor the accomplishment of the

West Yard workload. Management reports that the productivity has improved

from the 42 percent level to 77 percent in the West Yard, compared to the

East Yard. The projection is that the 100 percent comparative level will

be achieved by next July, and improvement beyond that is anticipated.

Combining the Yards in July 1972, and Litton's decision not to seek

new work in the East Yard which would impact current schedules, plus a

further extension of LHA delivery schedules, reduced the pressure on labor

resources. Personnel were transferred from the East to West Yard. and

some commercial work scheduled for the West Yard was transferred to the

East Yard. This seems to be an effort by the contractor to expedite and

sustain progress on the DD-963 shipbuilding program..

These favorable developments, accompanied by more vigorous personnel

management programs and improved training programs offer promise, but

of course, must be monitored closely until they have succeeded.
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There are factors which may affect planned versus actual work

force goals. They include the contractor's ability to (1) recruit

and keep people, (2) achieve manpower productivity levels, and (3)

maintain its plan to accept no new work in the East Yard which might

pull critical skilled labor off of the Navy programs.

Currently the direct labor work force is approximately 12,000

people. The projections predict a decline in needed force throughout

1973, and then a rise to slightly over 14,000 in late 1974, and then

a decline as the programs move toward completion. This work force

profile is based on existing contracts plus follow-on DD-963 procure-

ment up to 30 ships and a constant level of effort for submarine over-

haul work. It does not include any new major contracts.

Maintaining the work force levels with replacements is a formidable

task. The overall monthly attrition is about 4-1/2 percent to 5 percent.

Ingalls officials advised us that the following measures are being

implemented in an attempt to curb the unfavorable attrition rate:

-- all employees are exit-interviewed to determine reasons

for termination. The feedback is provided to managers to

transmit data for corrective action,

-- all new employees interviewed one week and one month after

employment to solve problems of adjustment to new job and

company.
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-all applicants are interviewed in yard by prospective

w ?ervisor to tighten screening and to show prospective

employees their work place,

-less long distance recruiting and more Southern Regional

recruiting,

-reference checks will be initiated for all applicants being'

considered for employment,

-establish a control on those who abandon their jobs without

proper notice in order to assist departments in maintaining

accurate head count, and

-Internal Placement Section assistance for any employee who

feels that he.wants to transfer from one department to

.another because he is qualified, would be happier, and can

make more money.

L* addition. to its recruiting efforts, Ingalls conducts two entry-

level training programs (one funded by Ingalls and one-funded by the

'Federal Government) for direct labor force personnel. The curric-

ulum is basically the same for both programs, however, the Government-

funded program is designed to assist the disadvantaged and underprivileged

r.n orl'LICS.
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The chart on page 23 shows the extent of slippage between the

original contract delivery date-and the currently estimated delivery

date for each ship constructed or planned for construction in Litton's

new West Yard. It illustrates the delays resulting from the start-up

problems encountered in getting the yard into operation in 1970 and 1971.

The chart also shows at (A) Litton's efforts to relieve West Yard

congestion by moving the construction of the four American President Line

(APL) merchant shipsand one Farrell'Line merchant ship to the East Yard.

This move was necessary due to the slippage on the Farrell ships and to

accommodate the Navy ships under contract. It shows- the effect of delays

in completing the Farrell ships on the IRA construction and the potential

impact of the LHA slippage on destroyer construction.

The chart also shows that by the Fall of 1973 all commercial work

under contract will be completed. However, whether the delivery sche-

duled for these two Navy programs can be 'achieved is not known.

The chart shows, for example, that the fifth LHA was originally scheduled

for delivery seven months before delivery of the first destroyer. Under

present schedules the first destroyer will be delivered about five

ronths befnre the first LIRA. The increased overlap in production of

the lIV..; and the destroyers way generate problems not previously antic-

ipated and, while these two programs have been completely integrated

for planning purposes, we believe some slippage in delivery of the

destroyi rs nust be anticipated.
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The management decision to accept no new work which would impact

current schedules in the East Yard should enhance chances of meeting

L[A and DD-963 delivery schedules. At some point in time, however, new

business must be forthcoming in order to provide sufficient lead time to

preclude lowering the Yard activity beyond a reasonable economic level.

Current schedules indicate that new business must be acquired by Ingalls

to begin in the first quarter of 1975 to maintain production capability.

If Ingalls wants to maintain its engineering capability, it will need

to find business to support it in early 1974.

In sumary, it should be observed that the contractor has responded

to 12 major construction milestones on the first LEA set by Navy in

August 1972 by completing them all on time or early. Since installed in

July 1972, the present management took the initiative of moving up the

DD-963 construction schedule, working around missing drawings, and keeping

substantially to this schedule thus far.

These actions, plus announced changes in policy with respect to hiring

and managing the labor force, are indicators that a much more forceful

attempt is underway to demonstrate Litton's ability to build these ships.

Whether this increased effort will emerge as a sustained trend, only time

will show. Certainly in one year, the stability of this management and

sustained accomplishment will be visible. Based on these actions, and

their recent production audits, the Navy appears to be more optimistic

regarding the completion of both shipbuilding-programs.
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C1iApflD 4

SCOE ILICATIONS OF THE CONTRACTING CONCEPTS

It would be a serious oversight not to recognize the unique nature

of the procurement for these two ship programs. For the first time, the

Navy has delegated almost complete responsibility to the contractor for

decisions in the program execution. Design responsibility has been placed

entirely on the contractor. This includes conceptual work, parametric

-studies, preliminary drawings, etc. System responsibility likewise is

given Litton. Consequently, less GFE is supplied. Integration of all

ship systems, including design of the command and control system and

associated computer support, is this contractor's responsibility.

Litton also has the responsibility for the integrated logistic support

system, including maintenance and supply support. They identify skills and

numbers of crew to man the shipsas well as training programs and manuals

supporting maintenance and operations. The chart on page,25 shows a com-

parison of the responsibilities delegated to the contractor for the LHA

and DD-963 ships compared to usual Navy practice.
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Requiring the contractor to establish unit costs for production and

delivery schedules on complex products at an early time, and to guarantee

performance, before design and test has been accomplished, poses a serious

responsibility on the contractor in this form of procurement. Actual

cost schedules and performance often do not match these early contractual

commitments, and the differences are the root of much of the criticism

of apparent cost growth. However, serial production after the design is

stabilized should have some advantages: improves component standardiza-

tion where it is not otherwise obtained (ships),restrains the Government

in requesting changes in design, permits the contractor to stabilize his

work force and work plan with mutual benefit from the efficiencies achieved,

and stimulates improvements in shipyard plant and methods. It does inhibit

the participation of the Government agencies who must monitor the acquisi-

tion process to insure that, within the terms of the contract, the program

is progressing in a manner consistent with the funding authorization and

that the ships being produced are compatible with the fleet and its sup-

port systems.
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-CHAPTER 5

PROGRAM COST ESTIMATES

The IHL Program

Both the Navy and the contractor project a cost increase on the LIA

cmtract, but the amount cannot be determined at this time. The Navy's

estimate set out in the September 30, 1972, Selected Acquisition Report

(SAR) is $1,164.8 million. The following table shows a comparison of

this and earlier program estimates. (Navy and contractor estimates as of

March 1, 1973 are discussed on page 28.) Estimate (in millions)
-4/15/69 6/30/72 9/30/72

Quantity under Procurement 9 ships 5 ships 5 ships.

Cost Category

Basic Ship Costs
Contract target price
Contract ceiling price

increment
Cancellation costs
Changes

Escalation
Govermment-Furnished Equipment
Other Costs

Total Production
Outfitting and Post Delivery

Procurement Cost

Development Cost

Total Program Cost

Procurement Unit Cost

Program Unit Cost

$ 1053.4 $ 562.5 $ 562.5

103.9
109.7 109.7
27.1 27.1

73.5 85.4 176.4
179.3 134.7 134.6
18.o 9.5 9.5

1,324.2 928.9 1,123 .7
33.8 18.8 18 .8

1,358.0 947.7 . 1,142.5

22.3 22.3 22.3

$1,380.3 $ 970.0 $1,164.8

150.9 189.5 228.5

$ 153.4 $ 194.0 $ 233.0

Serious problems have been encountered in getting the LHA program

underway. The contractor and the Navy disagree on who is primarily

responsible for the problems and the resulting cost growth and delivery

delays.
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LHA Negotiations

The Navy and the contractor have been negotiating price changes

since March 31, 1972, to reset the LHL program prices, giving recogni-

tion to the cancellation of 4 ships, escalation estimate changes,

delays and changes in the contract. Negotiations on these items were

scheduled for completion by February 28, 1973.

The Navy and the contractor were not able to reach a negotiated

settlement. and a contracting officer's decision was issued on February 28,

1973. This unilateral action by the Navy established a firm target

price, a delivery schedule, a progress payment system and escalation

provisions. The amount of funds now required by this action to com-

plete the program over the $970 million already approved is $169.2

million. These funds are included in the FY 74 budget and are for the

increase for original target to ceiling ($103.8 million) and for addi-

tional escalation ($65.4) million. The Navy's estimate of escalation

now totals $150.8 million.

On March 1, 1973, Litton Industries announced that its Ingalls

Shipbuilding division and the Navy were $108 million apart in the

negotiation of a final fixed price to produce five LHA ships. Litton

said the difference represents the cost of work and schedule delays caused

by actions of the Navy and not included in the original scope of the con-

tract. They indicated that the Navy's unilateral price is unreasonable

and unrealistic and that it intends to seek an equitable settlement.

No reserve for possible claims has been designated by the Navy.
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Reimbursement Under The LHA Contract

In most fixed-price constructi6n.contracts, progress payments are

made on the basis of percentage of physical progress made in performance

of the contract. The fixed-price incentive with successive targets RlA

contract, however, provided for payments on the basis of physical progress

starting 40 months after award. Payments for the first 40 months were to

be reimbursements on a "cost incurred". basis to cover anticipated high

start-up and preliminary design effort. Litton's price proposal on the

LHA was conditioned upon including these provisions in the contract.

The cost reimbursement method of payment was to have ceased on

September 1, 1972, by which time a determination was to have been made of

the status of physical progress as well as an accounting of the status of

payments so far made. Because of a variety of reasons, the Navy extended

the date for program payment conversion to February 28, 1973. The original

plans called for establishment of an "Earned Value" system early in the

program which could have served to measure progress.

On September 29, 1972, Litton submitted a plan for measuring physical

progress measurement which is being evaluated by the Navy. The progress

measurement issuewould either be negotiated by February 28, 1973, or

determined unilaterally by the Navy in case of disagreement.
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The Navy and the contractor were not able to reach a negotiated

settlement and as part of a contracting officer's decision issued on

!ebruary 28, 1973, the Navy established the progress payment system.

The Navy informed the contractor that after March 1, 1973, payments

iould be made on the basis of this piysical progress payment system

rather than cost incurred. The Navy said that the contractor owes the

havy approximately $55 million for payments in excess of physical progress

earned. Under the terms of the contract, the contractor must repay in

full the money owed within three months... It also provides that further

payments will be suspended until the repayment has been made.

On March 1, 1973, Litton Industries announced that its Ingalls

Shipbuilding division and the Navy were $108 million apartin the

negotiation of a final fixed price to produce five LHA ships. In

regard to the amount owed to the Government, Litton said that failure of

the unilateral decision to recognize the Navy's responsibility for costs

and delays, establishes the need to repay $55 million to the' Navy. Litton

said such a repayment is not due and will oppose the Navy's claim.
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DD-963 Program

There has been no significant change in the reported estimates of

cost of this program (30 ships) since the contract was signed in June

1970. On the other hand, the first kpel was laid in late November 1972

and it is much too early to say that the program will not expqrience

cost growth. Indeed, some cost growth in this program probably can be

expected for reasons discussed later in this section. The percentage

completion is on schedule for the most part, but is so small that most

of the Yard work remains.to be done.

The DD-963 program estimates are constructed as follows:

Total Program Cost $2.8 billion

Litton Target Price $1.8 billion
Subcontracts $1.1 billion
Ship Construction 0.45
Engineering 0.10
Management 0.15

Government-furnished equipment $0.32 billion
Escalation o.104
Changes 0.10
Program Support 0.18

Some reservations regarding the future stability of these estimates

are probably in order. There are no major technical disagreements between

Litton and the Navy, but very little experience has developed in con.tructf:

so that the actual productivity and the shipbuilding learning curve have

yet to be demonstrated. Furthermore, Congressional reservations were shown
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last year when it declined to authorize the next block of seven ships

(beyond the 16 authorized), providing only long lead time funding. The

stress in Litton generated by this situation tends to freeze the announced

cost estimates for the 30-ship program and the delivery schedule. If

variances arise they are likely not to be disclosed by Litton until after

authorization or sometime in the future when the full program seems com-

mitted.

The first three fiscal year increments of 3,6, and 7 ships were

funded by Congress as programmed. The FY 1973 budget request for the

next increment of 7 ships was cut, however, from $610 million to $247

million as provided in the Department of Defense Appropriation Act of

FY 1973 dated 28 October 1972. While the $247 million permits advance

pxocurement of CFE/GFE, construction funding has been deferred to FY -

1974. The balance of the required construction funding has been requested

in the FY 1974 Navy budget submission along with advance procurement fund-

ing for the last increment of 7 DD-963 destroyers. Construction funding

for the last 7 ships will be requested in the FY 1975 budget. The con-

tractor has concurred in this funding plan.

The construction of 30 one-design Naval ships in one yard is a

rarity. From other experiences, continued learning and reduction of

unit cost may take place throughout production. However, the advantage

of serial production in this yard is yet to be demonstrated.

For the present program cost to remain stabilized, Navy will have

to defer substantial changes in the weapon systems until after individual

ship delivery.
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Recognizing that uncontrolled changes have, in past programs, resulted

in significant cost growth, in schedule slippages, and in performance

diegralation, the Navy has taken extraordinary steps to control such changes

as follows:

(a) All recommendations for changes must be analyzed and evaluated

by several board reviews and by the Project Manager. Changes

can be made only as specifically approved and directed by the

Project Manager after complete analysis of cost, schedule and

effectiveness. Changes which have adverse impact on character-

istics or which increase cost or delay production schedule must

be approved by the Chief of Naval Operations.

(b) The ship to be constructed is described in the contract. Should

it be desired to make major ship system changes, it only can be

done after the proposed new system has been thoroughly analyzed

and justified to the Chief of Naval Operations, the Secretary of

the Navy, the Secretary of Defense--through the Defense Systems

Acquisition Review Council process--and then only after funds

are obtained through congressional review and appropriation.

Thus, major system changes in the ship must be fully funded

before they are implemented.

Notwithstanding these efforts, the Navy's past experience over the

years gives little encouragement that these destroyers really will be

built to a single configuration. If, however, controls now planned by

the Navy are strictly enforced, the changes in configuration should be

kept to a minimum.
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CHAPTER 6

PROGRAM SCHEDULE

The LEA Program

The first reported slippage on the LHA program was reported by the

contractor in December 1970. At that time,it was estimated that LHA-1

would be delivered about 10 months late. The following schedule shows

estimated slippage at other points in the program .

Contractually Established
Delivery Dates Estimates of Slippalge Al

5/1 69 6/30/7 37 11,

b
L/30/72
._ _ _ 2___

UHA-1
IHA-2
UHA-3
LHA-4
IHA-5

3/30/73
6/29/73

10/1/73
12/31/73
4/1/74

------- "I --1 UID

.12 292
13 21 26f
14 22 29
14 24 31
14 26 322

7/Slippage shown at 6/30/71 is the same as that reflected in the memorandum

of agreement dated April 23, 1971.

bSSlippage shown at 6/30/72 is the same as that reflected in the contractor's

March 31, 1972 reproposal.

The reasons for the slippages shown are entangled in the charges and

countercharges between contractor and Navy. More important is the prospect

of schedule keeping in the future. There are no major technical issues.

Changes are being held down to a very low level. The key issues remain:

whether present management can do what it did in the East Yard--increase

the labor force productivity to the planned level, provide the skilled

craftsmen whqn needed, synchronize the production plan and. sustain pressure

on these factors for the necessary years ahead. Short of major changes

in design which no one foresees, or natural catastrophies or work stoppages,

Government confidence seems slowly to be growing that it will be done.

Another year, with stable management, should tell.
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The DD-963 Program

The original 30-ship delivery schedule is still current. Phasing

the yard operations is highly complex, with ship deliveries becoming as
frequent as one per month. The schedule appears to be a "success-oriented"

schedule allowing little for the many kinds of in-process delays which

normally occur but it is too early in this program to know whether the
very tight schedule can be maintained.

There are a few factors which might cause serious delays should they
arise. The shakedown and debugging of a large number of completed ships
in rapid succession may become a bottleneck. The staffing of the requisite

number of contractor ship test crews can be difficult to accomplish. Any
requirements to add additional electronics and ordnance could introduce
major changes in cost and schedules if implemented before delivery.
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November 30, 1972

Th Huzorabl-e Joh We Vlarne
Secretary
Depaxtaset of the Naiy
waahinuto D. C. 20350

Dewg r. SOrtarYI

you wil re"al uy Jon. 22. 1372. lettar .aprosoing or emear
clr the NM's probles wit lega1 * ShIpbellixg Division of Litton

Indostria. The large ansuat of a badvass at that shpyard. the

nearly $450 wlls.s Is outstandtag ehipbsiding clalse, the delays la
the Liu. al laiete sarIew. fsel" difficultie. Litten's c=-
tiami effort5 to shift ts finondl Problm to the Navy forther
swpow v0 IMY conearn that Littgm nigtfbe the" Nay' Loobbeed. ?he

-e f SU- w evident.

A. Litton sougt at hO love" of Covramut a opeea
$40 milion payment print to the of their f ical Year
to comr a *aab ahort"10 and to lew the appeareec of
Ito amnual report.

b. Litton bas Submitted cluim totalit $73.6 milie to
VP*q*e - M __ft La n SW contracstn ihe *ew?

has detarmined that of thS, Moet tbe pasWY Is entitled
to only about $7 i11-om.

c. Oa the LZA itmst, Litton apparently hs ad to obtain
Wav ageent to postpone the ceutract dat for mwertinl
pregre payments fron 100 perent of to I Interred basis,
to paysat based an paroantqp of completion, to mitigate
a csh shsreg. By dferring tbe changeove date, the
awy ha*, in affect, bad to maim Litton Cowmatut istereet-

free tful.

d. 1 recently lZarued that Litton bas ala. bee, overpaid for
& atter of several an the awbuatina coatracts, Md

tha the overpsyment my bum been as umh am $30 millIon
or onr daring this perio.
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Tbos. actimn indicate to to that Littao say be in desperate
financil straits.. Of cour.s, as in the Locheed and Pem Central
cases, te full enteat of the problem caot be diacoverod fron reading
the companyta financial repote to the atockbolders. Im view of the
extenasiv problen at Litton, I would 1ik to know:

a. Us the Navy conducted a detailed review of Littn's
overall financal situatias to determine that Litto cm
complite exietlas Coatracts wItbeot Special flnea.
assistane Iron the Nepy?

b. Does the Nevybave stesse to LiXtt.'. financial books
and remords and a regula syst La le1av of developmnmts
that could advesely affect the zupm*s ft e W _
dition amd _easqueetly its ability to cmet, the mt
Contracts?

c. am maeb ra Litton ovrpai and for whet Perid of
time was Litton orerpai pxerm payments oa the submarig.
centct? Vrt the adar overpaymts an the other
Rm entrafto? Uat action baa been taken to rwooftbhe
overpayment. and Intierest?

d. Uhat would ha the caheffect on Litton If prrese
paysent* oa the hA contract wer made an percente
pletism ao orignally required by the eoatract Loateed of
based an incurred costs as they ax- now being paid?

X would appreciate the enamors to the above questions as
as possible, asd In any event by Decebe 14, 1972

Siuecly,

vmm Promire, Cbairm
Subeemittes ont Pritim
azd Economy in ¢evermt
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December 14, 1972

!ionornbIC !Villian Proxmire
Chairman, Subcommittee on Priorities

and Economy in Government-
Joint Economic Committee
Unitnd States Senate
Was.hington, D. C. 20510

Dear Mr. Chairman: - -

I have your letter of November' 3nth in which you reiterated
your belief that Litton Industries is having serious financial -

difficulties and requested further information concerning Navy
shipbuilding contracts with Litton.

You asked several questions about Litton's financial situation.
Regarding your first two questions, which involve the Navy's assess-
=-nt of Litton's -financial capability-to comnilete its Navy contracts,
the Navy has reviewed Litton's financial nosition and routinely monitors
financial developments. Mrowever, as mentioned in our letter to
you of July 12, 1972, financial data is company-confidential,
and it is considered inappropriate for the Navy to comment on
Litton's financial condition, which is a matter that should he
.addressed by Litton's corporate officers.

You also asked for information concerning possible overpaid
progress payments on the Navy's submarine contract with Ingalla
Shipbuilding Division. In early Scptember, 1972, a Nlaty review deter-
mi;ed that the Contractor was overpaid progress payments during -

the period Junej 1968, through September 4, 1972. The cumulative.
overpayment at its maximum amounted to $7,590,000 but had decreased
to, $1,678,010.54 by Septemtber 1972. Repayment was immediately
requested, and the contractor fully refuided the outstanding
$1,678,010.54 in repayment made on 6 and 13 September 1972. With
respect to interest charges on the.Ovarpaid funds, the company
made repayment within 30 days of demand. Therefore, under the
tears of the contract no interest charge was applicable. Our reviews
have not revealed any other overpaid progress payments on Litton's
Navy contracts.

Your letter also addressed the six-ronth' c::tcnsion of the
cost-incurred method of payrients to Litton on the qeneral-qurnose
amnphibious-assault-shin (Lt:) construction contract. The extension
was based on the contractor's claim for chan es and-excusable delay.
'c! are now reviewing the matter to determine wihat amount of excusable
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delay can be substantiated. If it is dcetarmined that the Deriod
o,, excusable delay is less than six m-.onths, the contractor will
be required to repay the difference bctsyeen cost incurred aid
actual physical nro,,ress payments, plus- interest, for that ttie
deterr'Ined not excusable. Thus, deferring the canjgeover diate
of. the - ethod of psiyrcnt *does not provide the contractor with -
interest-Cree .Cund:.. At its tl riu, thore ni no I n>;te l!ou I-I)i~l
to r(, 1 Q : i: C IA it LIl unh:tni ) t !nittm ll ;,Ilt 'w, ,:; Hj: , i.-iT
ho (eXtore Irnfl y oeveral Fhctor:: inclndilul Lh e.¶ount of c::cn-.0
delay nlloiedi.

I trust that the foregoing will suffice for your purposes.

Sincerely yours,;

- , /,'' '"'

Prank Sanders
Under Secretary of the Navy

. - -, ...... .
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,'or RELEASE

SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

SECURITIES ACT OF 1933
rfclcase No.

SECURITIES EXCHANGE ACT OF 1934
Release No.

PROPOSED GUIDELINES FOR DISCLOSURES
BY COMPANIES ENGAGED IN DEFENSE CONTRACTING

On , 1971, the Securities and Ex'chanre Coemission released

the report of its staff in the matter of Disclosures By Registrants Engaged in

Defense Contracting. Upon review of the report the Cosanission has concluded

that its rules and forms promiulgated under the Acts are adequate. However, it

appears that in several instances the application of these requirements by

defenve contractors has resulted in less than satisfactory disclosures. The

Commission has determined to provide guidelines for disclosures by

companies havirn material defense business includirg disclosure in registration

statrn-.ents and reports filed with the Coter.ission pursuant to the Securities Act

of 1933 or the Securities Exchange Act of 1934.

The Cormission.also takes this opportunity to point out that the responsi-

bility for prompt and adequate disclosure rests with the registrants, their pro-

fessinnal advisors including. independent accountants and -not with the Cormission

or its staff. Sac the Commission' s statement "Timely Disclosure of Material

Corporate Developments," dated October 15, 1970 (Release 33-5092).

Where a material portion of the business of a comepany is represented by

defense or other contracts, or sub-contracts, which are subject to renegotiation

of profits or termination at the election of the govornment, disclosure of

certain risks characteristic of rucl operations should be furni:irhd. Such business
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will be deemed material where it contributed to the operations of the company in

either of the last two fiscal years:

a. 10 percent or more of the total sales and revenues; or

b. 10 percent or more of income before income taxes and extra-'

ordinary items computed without deduction of loss resulting
from operations of any line of buAsincss; or

c. 'a loss which equalled or exceeded 10 percent of the.amoun't of
income specified in b. above.

The following disclosures should be furnished in connection with annual or

other required financial statements included in.registration statements and

reports under the Securities Act of 1933 and the Securities Exchange Act of, 1934

and annual reports to shareholders but excluding quarterly reports to the Comn-

maisrion on Form I0-Q. Stuch material may be included in notes to financial'

statements or in material accompanying such financial statements as in reports

to shareholders.

1. The dollar amount of unfilled orders under such contracts together -

vith appropriate disclosure with regard to future periods during which

performance under such orders is expected to take place. Indicate whether

contracts are funded and if not the significance of this circumstance.

2. Major progracs, and major contracts included thereunder, should be

described including indicating whether products or research and development

are involved.

3. The type of contract or contracts under which the company operates,

(for example fixed price, cost-plus, etc.), should be disclosed with an

explanation of how each type affects profitability and future claims for

allowable costs.
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4. The difficulty in estimating costs to complete especially in the early

otages of the contract. For example, the contract, or contracts, may call for

complex weapons systems involving significant tcdhriological advances; may be

perforied over extended periods of time; or may. be subject to numerous chalges

in specifications and changes in delivery schedules; or that costs may be incurred

which %Acre not anticipated at the time a bid was submitted for thie contract.

Additionally, the contractor may incur substantial costs before reaching agreement!

with the govCrnment on the price for such contract changes. (Thus, at any given

tiue in the performance of such a contract an estimate of its profitability is

subject not only to additional costs to be incurred but also to the outcome of-

future negotiations or possible claims relating to costs already incurred.)

5. The fact that the contracts are subject to _aaegutiation of profit and to

tornination for the convenience of the governrsent together with the possible

financial impact of renegotiation or termination upon the company.

6. The possibility that the extended periods of time may be required to

settle claims, and that during such periods the possibility exists, due to the

maSnitudc of the contract, that working capital of the company may be seriously

impaired.

7. The raethod used to account for government contracts for financial

reporting purponcs should be stated, i.e., percentage of completion, or

vcrir.tion thereof, and a brief description of such method.

S. Material expenditures or commitments made in anticipation of securing

conuracts and matcrial c..pe!lditurc5 or commitments for which reimbursement is not

specifically provided by exivting contracts or agreements.



2486

- 9. KInown problems in meeting specifications or delivery schedule

which could result in additional expense to the company.

10. At any tire a material cost overrun has been incurred, the

aggregate gross amounts of such overruns should be disclosed.

, Cost overruns are the costs incurred to date plus the estimated

costs to completion which exceed the price set in the contract

- * ? plus negotiated amounts allowed or allowable by the govermnent in

excess of the original price.

11. The amounts, and the status, of. any claims on government contracts

other than those arising from renegotiation of profits whether by the government

against the company or the company against the government.

Appropriate mention of the risks of such governmint contract business shoutld

be included in, an introductory statcment in a regiscration statement under the

Securities Act of 1933 as provided in paragraph 6 of Release No. 33-4936, "Guide-r.

For Preparation and Filing of Registration Statements." The information called

for by paragraph 31, Disclosure of Recent Dcvelopments Backlog, should bc

..urnished.

These guidelines are not intended to supplant provisions of existing-

directives for specific disclosures nor to'specify accounting treatment to be

reflected in financial statements. In this connection attention is invited to

Accounting Rcscarch Fulletin No. 43 published by the American Institute of

Certified Public Accountants. Chapter 11 of the bulletin, entitled "Government

contracts." sets forth certain accounting and disclosure standards with respect

to defense supply contracts. Sec Acrounting .:esearch Bulletin No. 43 iss:ed by

thE Atmrican Institute of Certified Public Accot:ntants.
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The proposed guidelines should not be applied inflexibly where other

disclosure would result in a more meaningful presentation of information.

Although the staff generally intends to follow the proposed guidelines

set forth above, comments on those proposed guidelines from interested persons

are invited and should be directed to Alan B. Levenson, Director, Division 
of

Corporation Fiuance, Securities and Exchange Commission, Washington, D. C. 
20549.
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For Release June 22, 1972

SECURITIES AND EXCHANGE COMMISSION
Washington, D. C. 20549

Securities Act of 1933
Release No. 5263
Securities Exchange Act of 1934
Release No. 9650

NOTICE TO REGISTRANTS ENGAGED IN DEFENSE AND
OTHER LONG TERM CONTRACTS AND PROGRAMS OF THE NEED FOR PROMPT

AND ACCURATE DISCLOSURE OF MATERIAL INFORMATION
CONCERNING SUCH ACTIVITIES

The Securities and Exchange Commission today emphasized
the need for publicly held companies to make prompt and
accurate disclosure to securities holders and the investing
public of material information, both favorable and unfavorable,
with respect-to progress and problems encountered in the
course of performing under long-term contracts and programs
involving significant technical or engineering problems and
significant dollar amounts, including certain defense procurement
contracts.

There are a number of factors arising from defense
and other forms of long-term contracting on which clear and
meaningful disclosure is necessary if the public is to be
adequately apprised of the investment merits and risks of
the securities of companies significantly involved in this
type of business. Many defense contracts, for example, are
extremely complex in their terms, calling for multi-faceted
weapons systems involving significant technological advances;
such contracts may be performed over extended periods of time
and may be subject to numerous changes in specifications or
in delivery schedules. In addition, significant additional
costs may be incurred which were not anticipated at the time
a bid was submitted for the contract. A contractor also may
incur substantial costs before reaching agreement with the
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Government on the price for any contract changes. Thus, at

any given time in the performance of such a contract an

estimate of its profitability is often subject not only to

additional costs to be incurred but also to the outcome of

future negotiations or possible claims relating to costs

already incurred. While long-term defense contracts have

presented significant examples of these factors, there can

be comparable risks and disclosure problems in other long-

term contracts or programs, particularly those involving

advanced technology.

Government contracts are subject to renegotiation of

profit and to termination for the convenience of the Govern-

ment,which in some cases may have a material financial

impact upon the company. Extended periods of time may be

required to settle claims and during such periods the possi-

bility exists, particularly in major contracts, that the working

capital of the company may be materially affected.

Contracts also vary as to type, such as, for example,

cost-plus-fixed fee, fixed price, fixed price incentive, and

so on. The ability to estimate progress at any given time

may vary from contract to contract depending in part on the

type of contract and its terms.

Because of the above factors, costs to be incurred in

the performance of such contracts and ultimate profit to be

realized often cannot be known in the early stages of the con-

tract. Accordingly, such matters are necessarily the subject

of estimates which are difficult to make with any certainty.

Nothwithstanding such difficulties, registrants have an

obligation to make every effort to assure that progress on

material contracts -- , such as earnings, losses, anticipated

losses or material cost overruns -- is properly reflected in

the registrant's financial statements and, where necessary to

a full understanding, discussed in appropriate textual

disclosure.

The Commission in emphasizing its concern about adequate

disclosure in these areas has taken into account the report

of the staff, released today, on disclosure practices of com-

95-328 0 - 73 -pt. 6 -56
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panies engaged in defense contractingl/ and the problems en-
countered by certain defense contractors as illustrated by the
brief case studies contained in that report.

The defense contracting investigation was instituted
following the public release of an investigative staff report
on the Lockheed Aircraft Corporation.2/ The severe problems
encountered by Lockheed in connection with its C5A contract,
viewed in the light of the investigative record in that
matter, raised questions as to whether the various disclosures
made by Lockheed concerning its problems had in retrospect
been adequate. With respect to certain aspects of the C5A
contract the staff in its Lockheed report concluded:

"While there was a very general disclosure . . .
touching upon some of these points . . . the state-
ments made did not fully and adequately disclose
all pertinent factors and it requires much reading
between the lines, with knowledge of the underlying
circumstances, to catch the issues and the real
risks facing this Company."3/

In view of the situation disclosed in the Lockheed
report the Commission was concerned as to whether the Lockheed
C5A contract involved problems typical of the defense industry.
The Commission directed the staff to conduct an inquiry for
the primary purpose of gathering information concerning dis-
closure of defense contracting and determining whether the
Commission's rules and forms were adequate or whether they
could or should be revised to provide a basis for improved
disclosures in the future by such companies.

1/ See, "In the Matter of Disclosures by Registrants Engaged
in Defense Contracting," Administrative Proceeding File
No. 3-2485 (June 22, 1972).

2/ See, "Report of Investigation in Re Lockheed Aircraft
Corporation, HO-423 (May 25, 1970).

3/ Ibid. page 58.



2491

The defense contracting report has concluded that the
Commission's present rules and disclosure forms are generally
adequate and no amendments appear necessary. The staff noted,
however, that the application of the present requirements by
some defense contractors could be improved. Among other things,
it was noted that disclosures vary in quantity and quality
from company to company and to some extent according to the
nature of the document in which they are contained -- for
example between the Form 10-K and Annual Report to Stock-
holders. In view of the fact that of these two documents,
only the Annual Report to Stockholders receives wide public
dissemination, the Commission urges issuers to make every
effort to assure that disclosures contained therein are as
complete and accurate as those contained in documents filed
with the Commission. In this connection, the Commission has
published for comment and is presently considering adoption
of an amendment to Form 10-K which would require specification
by all reporting companies of items of information supplied in
Form 10-K but omitted from the Annual Report to Stockholders.4/

The Commission has considered the issuance of a release
containing specific guidelines for disclosure by registrants
engaged in defense contracting or other long-term, material
dollar amount operations involving similar risks. The
Commission recognizes, however, that the nature of such
undertakings, particularly in the area of long-term contracts
involving procurement of sophisticated weapons systems, in-
volves such varied-and complex considerations -- including
severe definitional problems -- as to make the imposition of

inflexible guidelines impracticable. Rather, the Commission
regards it as incumbent on issuers to assess the special
problems in each material contract or program with a view

to making adequate and understandable public disclosure.
Further, in considering whether to issue formal guidelines,
the Commission noted that the staff's report covers a period
of time when procurement was often conducted under the con-
cept of "Total Package Procurement", the method which played
such a major part in the difficulties surrounding the

4/ Securities Exchange Act of 1934, Release No. 9576
(April 20, 1972).
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Lockheed C5A contract. The Department of Defense has
since recognized that development of major weapons
systems by its nature is dealing with the unknown, and
does not contemplate continued use of the Total Package
Procurement method, providing instead that contracts and
subcontracts calling for the development of a weapons
system, wherever appropriate, will be on a cost contracting
basis rather than a fixed price method.

Corporate managers are urged to review their policies
with respect to corporate disclosure on defense and other
long-term contracting and ensure that adequate disclosure
policies are followed with respect to reports filed with the
Commission or distributed to investors. The Commission
further emphasizes that the responsibility for prompt and
adequate disclosure rests with registrants and their pro-
fessional advisors. The Commission also wishes to reiterate
the statements made in our 1970 release regarding "Timely
Disclosure of Material Corporate Developments."5/

By the Commission.

Ronald F. Hunt, Secretary

5/ Securities Act of 1933, Release No. 5092 (October 15, 1970).
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COMPTROLLER GENERAL OF THE UNITED STATES
w ~ WASHINGTON. D.C. ad4

B-140389

Dear Mr. Chairman:

This is our report in reply to your request of April 29, 1971,
that we examine into statements by representatives of the National
Tool, Die and Precision Machining Association that large defense
contractors using Government-owned equipment have an advantage
over smaller contractors in competing for commercial and defense
work.

As agreed with your office, we have not followed our usual
practice of obtaining written comments from the agency and the
contractors involved. We will not distribute this report further
unless copies are requested and we obtain your agreement or un-
less you publicly announce its contents.

Sincerely yours,

Comptroller General
of the United States

The Honorable William Proxmire
Chairman, Subcommittee on Priorities

and Economy in Government
Joint Economic Committee
Congress of the United States
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COMPTROLLER GENERAL'S USE OF GOVERNMENT-OWNED EQUIPMENT
REPORT TO THE SUBCOMMITTEE BY CERTAIN LARGE CONTRACTORS
ON PRIORITIES AND ECONOMY ON COMMERCIAL AND DEFENSE WORK
IN GOVERNMENT Department of Defense B-140389
JOINT ECONOMIC COMMITTEE
CONGRESS OF THE UNITED STATES

D I G E S T

WHY THE REVIEW WAS MADE

On April 28, 1971, representatives of the National Tool, Die and Precision
Machining Association testified before the Joint Economic Committee's Sub-
committee on Priorities and Economy in Government. They cited 14 examples
in which contracts had been awarded to large defense contractors that used
Government-owned industrial plant equipment to perform tooling and produc-
tion work which the representatives said could have been done more economi-
cally by small tool contractors if truly competitive conditions had prevailed.

The representatives said that use of such equipment gave large contractors a
competitive advantage because the rent they paid the Government was less
than the cost of private ownership incurred by the small tool contractors.
The representatives said also that large contractors had virtually a blanket
authorization to use the equipment for any commercial or Government program.
The Chairman of the Subcommittee requested that the General Accounting Of-
fice (GAO) investigate the matter.

Department of Defense policy and practice

The Department of Defense policy is to remove Government-owned equipment
from contractors' plants when the equipment no longer is needed. The
question of retention of Government-owned equipment at contractors' plants
is being covered in depth in another review, and the results will be in-
cluded in a forthcoming report. (See p. 5.)

When retention is allowed contractors usually are permitted to use the
equipment for commercial work if they obtain advance written authorization.
Generally the equipment is used rent-free on Government work, but rent is
charged for commercial use by the following method.

The cost of the equipment is multiplied by percentage rates prescribed in
the Armed Services Procurement Regulation (ASPR) for the age of equipment to
determine the gross rent. The percentage of contractor effort on Government
work (based on direct labor hours, sales, machine hours, or other equitable
measures) is applied against the gross rent to arrive at the rent charged
for commercial use. (See p. 4.)

Charging rent for commercial use is intended to equalize competition for
commercial work. To evaluate competing bids for Government work, the bids
of contractors having rent-free use of Government-owned equipment are in-
creased by the rental value assigned to the equipment. (See p. 4.)

I
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FINDINGS AND CONCLUSIONS

The association's 14 examples included 12 in which the contractors had
performed commercial tooling work and two in which Government work had been
involved. The amounts and periods of performance of some differed from
the data given in the testimony. Also one award mentioned in the testimony
had not been made. One similar in many respects to those cited by the as-
sociation was added in its place. (See p. 6.)

Conmrercia2l work

In all 12 examples the contractors used Government-owned equipment in the
performance of their commercial work. In eight of the examples, it appeared
that the equipment was used without proper authorization, and, in two of
the examples, the method used to compute the rent credit was disadvantageous
to the Government. (See p. 6.)

GAO could not determine whether the use of Government-owned equipment gave
the contractors a competitive advantage because ASPR did not require, nor
did the contractors maintain, machine-use records. Such records would have
identified the specific Government machines and the number of machine hours
used to fabricate commercial tooling. Without these records GAO could not
determine the costs of renting the equipment from the Government and thus
could not compare the costs of renting with the costs of private ownership.
(See p. 6.)

In seven examples contractors were awarded the tooling orders because they
had the capacity to absorb the large numbers of machining hours required
and had the skills needed to design and test the tools. It was not feasible
to determine the extent to which the availability of large amounts of
Government-owned equipment contributed to the contractors' capacity and
skills.

GAO believes, however, that a contractor with large amounts of Government-
owned equipment often benefits in that it can solicit defense and commercial
work without the need for additional capital investment. (See p. 7.)

Government work

In the two examples involving Government work, the contractors had autho-
rization to use Government-owned property on a rent-free basis. Such usage,
however, was not the determining factor in their winning the awards. (See
P. 19.)

RECOMMENDATIONS OR SUGGESTIONS

A forthcoming report to the Congress will include recommendations to the
Secretary of Defense for establishing a uniform and equitable method of com-
puting rent and for improving controls of Government-owned plant equipment
in the custody of contractors. (See p. 5.)

2
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CHAPTER 1

INTRODUCTION

During testimony on April 29, 1971, the Chairman of

the Subcommittee on Priorities and Economy in Government
of the Joint Economic Committee asked the General Accounting

Office to examine into statements made during testimony on

the previous day by representatives of the National Tool,

Die and Precision Machining Association. The association

claimed that the Government allowed large defense contrac-

tors to enjoy a competitive advantage over small contractors
by permitting the large contractors to use billions of

dollars worth of Government-owned industrial plant equipment

(IPE) on commercial and Government work.

A competitive advantage exists, according to the

association, because the rent paid by contractors for the

use of Government-owned IPE is far less than the cost of

ownership or commercial lease. Most IPE consists of stan-
dard general-purpose machine tools--the same type purchased

privately by association firms. The association also said

that these large contractors have virtually a blanket
authorization to use the equipment for any commercial or

Government program. These conditions, the association
claimed, have caused small contractors to lose a large
segment of their traditional markets to large defense
contractors.

The association cited 12 examples in which large
contractors allegedly had used Government-owned IPE

and other types of property for machining and tooling work

on commercial aerospace programs, which small contractors
could have performed more economically if truly competitive
conditions had prevailed. Also mentioned were two examples
of small contractors competing unsuccessfully for defense
work against large contractors having Government-owned

equipment. Excerpts from the association's testimony
concerning the 14 examples appear in appendix I.

3
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REVIEW OBJECTIVES

We conducted our review at each of the contractor
locations mentioned in the testimony to determine whether
the contractors

--had used Government-owned equipment on the orders,

--had enjoyed a competitive advantage because of any
such use, and

--had received authorization and had paid rent for
any such usage in accordance with the applicable
regulations.

DEPARTMENT OF DEFENSE POLICY

The policies concerning a contractor's use of Government-
owned property are set forth in ASPR section 13 and in the
appropriate contract clauses in section 7. ASPR appendix B,
603.1, states that contractors must report to the Government
contracting officers all items of IPE for which retention
is not justified. When retention is allowed contractors
are permitted generally to use the equipment for their
commercial work if they obtain advance written authorization.
Also special permission is required in advance if IPE is to
be used commercially over 25 percent of the time it is
available for use.

Generally the equipment is used rent-free on Govern-
ment work, but contractors are charged rent for commercial
use by the following method. The acquisition cost of the
equipment is multiplied by rental rates prescribed in
ASPR 7-702.12 for the age of equipment to determine the
gross rent. The percentage of contractor effort on
Government work (based on direct labor hours, sales, machine
hours, or other equitable measures) is applied against the
gross rent to arrive at the rent charged for commercial use.

Charging rent for commercial use is intended to equal-
ize competition for commercial work. For Government work
ASPR 13-501 requires that, to evaluate competing bids, the
bids of contractors having rent-free use of Government
equipment be increased by the rental value assigned to the
equipment.

4
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RELATED GAO REVIEWS

In November 1967 GAO reported to the Congress (B-140389)
that there was a need for improvements in controls over
Government-owned property in contractors' plants. Our
findings indicated that:

--Equipment was being used without proper authorization.

--Contractors' records did not reflect adequately the
extent and manner of use.

--Equipment with little or no use was being retained,
although some was needed for defense work at other
locations.

--A lack of uniformity in the methods used to compute
rent was resulting, in some cases, in inequitable
rental payments.

Currently we are making a follow-up review of these
matters. Our preliminary findings indicate that there is
a need for further improvements in all of these areas.
The forthcoming report to the Congress will contain specific
recommendations to the Secretary of Defense on these matters.

S
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CHAPTER 2

USE OF GOVERNMENT PROPERTY ON COMMERCIAL WORK

The association's 12 examples of large defense contrac-
tors using Government-owned property on commercial tooling
orders included:

--Five examples in which North American Rockwell Cor-
poration had received tooling orders from other large
contractors.

--Three examples in which large contractors had re-
ceived tooling orders from McDonnell-Douglas Corpora-
tion.

--Four examples concerning Lockheed Aircraft Corpora-
tion; two involved work performed in-house, and two
involved tooling orders awarded to other large con-
tractors.

We found that the aircraft programs involved and the
values and periods of performance differed from the data
given in the association's statements. We deleted one of
the McDonnell-Douglas awards from our examination because it
had not been made. We substantiated, however, that the ma-
jor aerospace contractors in the 11 remaining examples cited
had used Government-owned equipment in the performance of
their commercial work.

Government-owned equipment also was used in commercial
work awarded by Lockheed to North American; this award was
not cited by the association but was added to our review be-
cause it was similar in many respects to the above examples.
In two examples we found that the method used to compute
rent was disadvantageous to the Government, and in eight ex-
amples it appeared that Government-owned equipment was used
without proper authorization.

We could not determine if the use of Government-owned
equipment gave the contractors a competitive advantage be-
cause they did not maintain use records which would identify
the specific Government machines or the number of machine
hours used to fabricate commercial tooling.

6
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In most cases rent was computed on the basis of direct

labor hours. This method, which is permitted by ASPR
7-702.12, provides for estimating the direct-labor-hour ra-

tio of Government work to the total direct labor hours for

all the contractor work. This percentage is used to compute

the rent credit to reduce the gross rent. Use records for

each machine are not required to estimate direct labor
hours. Without adequate use records we could not determine

which items of equipment were used for the tooling awards

cited, and consequently we could not make a comparison of
rental costs with ownership costs.

In seven examples large contractors were selected be-

cause they had the capacity to absorb the large numbers of
machining hours which were required in a short time and had

the skills needed to design and test the tools. It was not

feasible to determine the extent to which the availability
of large amounts of Government-owned equipment contributed
to the contractors' possession of the requisite capacity and
skills.

The five other examples included:

--One example in which the receiving contractor had
been the only acceptable bidder.

--Two examples in which the awarding contractors re-
fused to discuss why they chose a large contractor.

--Two examples in which the work had been performed

in-house.

We believe, however, that a contractor with large

amounts of Government-owned equipment often benefits in that

it can solicit defense and commercial work without the need

for additional capital investment.

A schedule of the contractors included in the review,

the values of the orders received, the rents paid, and the

acquisition costs of Government-owned property in their cus-

tody as of June 30, 1971, is shown as appendix II.

7
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AWARDS TO NORTH AMERICAN ROCKWELL CORPORATION

According to association testimony North American Rock-
well Corporation received commercial tooling orders worth
about $19.5 million from five large defense contractors dur-
ing 1970 and 1971. As we indicate below, however, the orders
took place in an earlier period and the value of the awards
totaled $60.4 million. We identified an additional award of
$1.9 million received by North American from Lockheed-
California Company for commercial tooling and included it in
our review. The amounts and time periods of the orders are
as follows:

Contractor

Aeronca, Inc.,
Aerocal Division

Goodyear Aerospace
Corp., Arizona Division

Boeing Company

kc Donnell-Douglas
Corporation

Northrop Corporation,
Norair Division

Total

Value of award
Time Deriod Progra (000 omitted)

1969-70 Lockheed L-1011

1966-69 Boeing 747
1965-69 Boeing 727, 737.

and 747

1964-68 DC-8 and 9

1967-68 Boeing 747

S 215

6,500

25,565

15,202

12.929

60,411

Lockheed-California
Company

Total

1968-70 L-1011 1.918

Generally the orders involved planning, designing,fab-
ricating, and testing the tools. Goodyear, Northrop, and
Lockheed selected North American because:

-- Large amounts of machining hours were required in
short periods of time.

8



2505

-- The orders required tool-planning and tool-designing
expertise, special facilities to handle big tools,
and computer processing systems.

-- Administrative problems would occur if numerous small
firms were used.

Aeronca officials stated that they had chosen North American
because it was the only acceptable bidder. Boeing refused
to discuss the selection because the contracts had been for
commercial programs. McDonnell-Douglas refused to discuss
awards made so long ago.

North American had authorization to use Government-
owned IPE on commercial programs during the period 1965-69.
During 1971 the contractor had about $19 million worth of
Government-owned machinery and equipment, including about
$1 million worth in the tooling department. The tooling
department also had about $2.6 million worth of contractor-
owned equipment.

We could not determine how much Government-owned IPE
was used on the orders because North American did not keep
machine-use records adequate for this purpose.. From other
records it appeared that the majority of the machining work
was performed on Government-owned IPE and that some of the
equipment was used commercially over 25 percent of the time
it was available for use. Although they had permission to
use the equipment for commercial work, they did not comply
with the requirement in ASPR 13-405 that advance approval
be obtained from the Secretary of the department concerned,
or, in some cases, from the Office of Emergency Prepared-
ness, for commercial use in excess of 25 percent until fis-
cal year 1970.

Rent paid from March 1966 to September 1970 for use of
Government-owned IPE in all departments totaled $3.9 mil-
lion. North American officials stated that rent on these
orders totaled about $959,000. We could not verify this
amount because equipment-utilization records showed total
hours used but not the amount of use of Government-owned
IPE on commercial programs. Generally North American com-
puted its rents in accordance with the provisions of ASPR.

9
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MCDONNELL-DOUGLAS CORPORATION AWARDS
TO LARGE DEFENSE CONTRACTORS

Association testimony indicated that the following
four contractors had received tooling orders from McDonnell-
Douglas Corporation during 1970 and 1971.

Value of
Aircraft award

Contractor program (000.000 omitted)

Aeronca, Inc. DC-10 Over $3
Convair Aerospace Division,

General Dynamics Corporation DC-10 $5
North American Rockwell

Corporation (note a) DC-8 ^ $4
Rohr Corporation DC-10 (b)

aDiscussed on pp. 8 and 9.

bValue not stated.

The information we developed indicated that:

--Aeronca bid on a $3 million DC-10 tooling order but,
according to corporation officials, was not awarded
the contract.

--The award to Convair involved a contract for more
than $500 million for the production of DC-10 fuse-
lages, and it included the design and fabrication of
the necessary tooling valued at $45 million. Convair
started the tooling work late in 1968.

--Rohr's contract on the DC-10 was for the production
of the engine pods and included the design and fabri-
cation of the tooling needed in production. Rohr
started using Government-owned IPE on the tooling in
March 1969.

The association stated that Rohr had sent some of its
DC-10 tooling work from its main plant at Chula Vista,
California, to its leased facilities in Riverside, Califor-
nia. Rohr officials justified the transfer by stating that

10
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it was their policy to manufacture tooling in-house whenever
possible. We found that the Riverside plant was not leased
but was owned by Rohr, as evidenced by their property tax
bill.

The DC-10 orders cited by the association had not been
awarded to small contractors, according to McDonnell-
Douglas officials, because:

-- The orders were package procurements--the supplier
had to design and fabricate the tooling and manufac-
ture the part.

-- Douglas was not able to coordinate and manage a sub-
contracting effort using many small suppliers.

-- The large DC-10 contractors were not reimbursed until
they delivered the parts to McDonnell and small busi-
ness would not have been able to accept this arrange-
ment.

McDonnell-Douglas officials said, however, that small
contractors had received 2,896 of the 3,750 tooling orders
awarded on the DC-10 during the period from January 1969 to
July 1971. The orders included production of machine tools
and tool and die fixtures for portions of the aircraft fabri-
cated at various McDonnell-Douglas plants.

Convair officials stated that through June 1971 they
had used 13,000 machine hours on Government-owned IPE for
producing both tooling and aircraft parts. Their records
do not identify the machines used or the number of machine
hours expended on the production of tooling alone. The rec-
ords at Rohr also are of limited value for identifying ma-
chine utilization. A company official estimated that Rohr
had used Government-owned IPE for 12,000 machine hours on
DC-10 tooling and estimated that Rohr had paid $18,000 in
rent for these hours.

In both situations the companies had authorization to
use the Government-owned IPE on commercial work. They com-
puted rent on the basis of machine hours. It was not pos-
sible, however, to relate the rent paid to the DC-10 tooling
work. We did test their rental computations, however, and
confirmed that they were developed in accordance with the
ASPR provisions.

11
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LOCKHEED AIRCRAFT CORPORATION AWARDS TO
LARGE CONTRACTORS AND IN-HOUSE ORGANIZATIONS

Association testimony

The association representatives testified that Lockheed
Aircraft Corporation had used Government-owned IPE on tool-
ing work for its commercial L-1011 aircraft in Government-
owned, contractor-operated facilities at Van Nuys, Califor-
nia, and Marietta, Georgia. According to the representa-
tives:

--Lockheed awarded L-1011 tooling orders, which were
performed with Government facilities, to the Martin-
Marietta Corporation and the LTV Aerospace Corpora-
tion.

--LTV's orders, worth $3 million to $5 million, were
negotiated to include a composite rate of $0.31 per
hour for the use of Government-owned IPE, whereas a
firm using its own would normally charge about
$4 per hour.

Lockheed-California

The L-1011 is produced by Lockheed-California Company,
a division of Lockheed Aircraft Corporation, at facilities
in Burbank and Palmdale, California. Tooling fabrication
began in June 1968 and is being performed in four buildings
at Burbank, two of which are Government-owned, and in a
Lockheed-owned plant at Palmdale. Lockheed-California of-
ficials advised us that Government-owned plant equipment
at the Van Nuys facilities (owned by the city of Los Angeles,
California) was used exclusively for a military helicopter
program. Navy plant representatives confirmed Lockheed's
statement.

As of August 1968 Government facilities costing about
$40 million were at Lockheed-California. On April 21, 1970,
the General Services Administration agreed to sell nearly all
of these facilities to Lockheed for about $30 million. The
price was based on an independent property appraisal per-
formed on November 30, 1968. Passage of title is awaiting
clearance by the Department of Justice.

12
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We could not determine the extent to which Government-
owned IPE was used on L-lOll tooling because machine-use
records were not retained. From June 1, 1968, to April 21,
1970, Lockheed-California paid the Government about $2 mil-
lion for commercial use of Government facilities. Accord-
ing to Lockheed officials, about $1.9 million of the rent
was for the L-lOll program. This included about $285,000
for tooling.

From our limited review it appears that the rent compu-
tations--which were based on direct labor hours--were in
accordance with ASPR through April 21, 1970. Since then,
under an agreement with the General Services Administration,
Lockheed-California has been incurring a fixed daily posses-
sion fee of about $5,000, payable over and above the selling
price when title to the property is conveyed. The accrued
fee was about $3.3 million at the end of January 1972. If
the sale is not made, rent for this period will be recom-
puted using the ASPR rates.

Lockheed-California used Government facilities on the
L-l0ll for over a year without advance written authoriza-
tion as required by the ASPR clause in its facilities con-
tracts. Contractor and Department of Defense officials
agreed that the requirement for written authorization was
overlooked but pointed out that there was full knowledge
of the rental payments, indicating apparent Government per-
mission for the usage.

Lockheed-Georgia

Lockheed-Georgia Company began work on the L-l0ll pro-
gram in April 1968. Lockheed-Georgia designs, fabricates,
and assembles the tail section in a Government-owned,
contractor-operated plant at Marietta and in privately
leased plants at Charleston, South Carolina; Chattanooga,
Tennessee; and Meridian, Mississippi. Meridian was the
only plant not having Government equipment during L-l0ll
production.

The work cited by the association consisted of 7,596
tooling orders for the L-l0ll's fuselage, which required
about 232,000 direct labor hours and represented about
$3 million in sales. The work, which originally was to be

13
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performed at Lockheed-California, was transferred to
Lockheed-Georgia's Marietta plant during the period October
1969 through May 1971 because Marietta's tooling departments
had excess capacity and California's were overloaded. The
transfer prevented a layoff at Marietta. Small tool and die
firms could have completed the orders, according to Lockheed-
Georgia officials, because Lockheed-California had performed
most of the tool design and had enclosed, with each order, a
blueprint of the tool and the part it produced.

Three tooling departments performed 95 percent of the
orders. On August 31, 1971, these three departments had
239 pieces of IPE, costing about $4 million, of which 161
pieces, costing $3.4 million, were Government owned. Be-
cause Lockheed-Georgia does not maintain usage records on
each piece of equipment, there is no way to determine the
extent to which Government machines were used on the tooling
orders of the L-1011 program. A Lockheed-Georgia official
stated it was his company's policy to use its own equipment,
if available, on commercial work.

From January 1968 to July 1971, Lockheed-Georgia paid
about $981,000 in rent for commercial use of Government
facilities at five of its plants. About $587,000, including
about $39,000 for the tooling orders, was attributable to
the L-1011 program. According to Department of Defense
records, Government facilities costing about $145 million
were at Marietta as of June 30, 1971. Lockheed-Georgia
computed rent using the rental formula in ASPR. On the
basis of our test, however, the rental payments appeared to
be unreasonably low because the methods used to estimate
Government and commercial usage--direct labor hours and
square footage--were not refined sufficiently or were in-
equitable.

For March 1971 we recomputed the rent due for personal
property by allocating direct labor hours, between Govern-
ment and commercial work, at a lower organization level
(burden center) than did Lockheed. We recomputed also the
rent due on real property on the basis of a direct-labor-
hour allocation. The contractor classified the space associ-
ated with the real property as Government, commercial, or
joint use. The gross rent for the month was allocated to
the Government and Lockheed by a "sharing ration" which is
the ratio of Government to commercial square footage. Joint
space was allocated in the same sharing ration.

14
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On the basis of our review of the contractor's opera-
tions, however, it appeared that joint space was being used
more extensively for commercial purposes than was indicated
by the sharing ration. We feel that it would be more equi-
table to compute rent for real property on the basis of a
direct-labor-hour allocation. A comparison of our rent
computations and the amounts actually paid by Lockheed for
commercial use in March follows:

Personal property Real property Total

GAO computations $17,099 $12,608 $29,707
Paid by Lockheed 10.681 1.892 12.573

Difference $ 6,418 $0 0716 $1l7134

Lockheed-Georgia used Government-owned IPE on the
L-1011 program for over half of the production period with-
out obtaining the renewed written authorization required by
ASPR 13-405. The contractor periodically informed the Gov-
ernment contracting officers, in a statement accompanying
the rental payments, that Government facilities were being
used on the L-1011. The contracting officers stated that
the requirement for written authorization was overlooked.

We plan to issue a report to the Secretary of the Air
Force, the service primarily involved, informing him of
these and other deficiencies in the contract administration
at Lockheed-Georgia.

Tooling orders on the L1011

Lockheed-California awarded $21.7 million in tooling
orders, as follows:

Value of orders
Source (millions)

Large business--4 firms $ 7.7
Small business--56 firms 14.0

Total $21.7
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The orders for $7.7 million in tooling work were
awarded to LTV Aerospace, Martin-Marietta, North American
Rockwell,l and the Boeing Company's Wichita Division which
we excluded from the review because its award was for less
than a half million dollars. Lockheed selected these firms
because:

--Mast of the work was needed in a short period of
time.

--The orders were for entire segments of the aircraft.

--The contractors generally were required to plan,
design, and test the tools.

--Using many small firms would have created administra-
tive, scheduling, and engineering problems.

-- Small firms would have had to sublet part of the
work.

LTV Aerospace Corporation

The L-1011 orders to LTV required about 72,000 tool
fabrication hours and, according to LTV officials, repre-
sented about $1 million in sales. The orders were performed
at the Michigan Army Plant--a Government-owned, contractor-
operated facility--from June to October 1969.

LTV used, with authorization, about $2 million worth
of the nearly $18 million in Government-owned IPE at the
plant as of June 30, 1971. Company officials could not re-
call if they had used any of their own equipment. For the
use of Government facilities, LTV paid about $31,000 in
rent, most of which was for 9,200 machine hours on IPE.
The effective rental rate on IPE was about $2.35 a machine
hour, according to our estimate. The rental rate for each
labor hour (31,000 ; 72,000 hours) was $0.43. Lockheed
reimbursed LTV for the actual amount of rent paid.

A representative of the association testified that a
composite rate of $0.31 an hour was negotiated for the use
of Government-owned equipment on LTV's tooling orders,

1Awards to North American are discussed on pages 8 and 9.
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whereas the corresponding rate for a firm using its own
equipment would be about $4 an hour. We interviewed the
representative concerning the basis for the $4 rate, and
he advised us that he did not have any documentation to sup-
port it. He advised us also that the rate for his company
at full capacity was about $0.35 an hour, although at cur-

rent capacity the rate was $0.72 an hour.

We believe that the formula used by LTV to compute the

rent payment was disadvantageous to the Government. Under
LTV's formula the gross rental was computed by using the

ASPR rates. LTV's share of the gross rent, however, was -

based on the number of machine hours used on commercial work

in relation to the total machine hours available each month--

176 hours. In our opinion the only method which can be

relied upon consistently to produce an equitable allocation

of the rental charge is one in which the total actual machine

hours used are the basis for prorating commercial and Gov-

ernment work as provided for in ASRP. In this way the Gov-

ernment and the contractor share in the cost of ownership
of the equipment in the ratio that it is used for each pur-

pose.

We were advised by local officials of the Defense Con-

tract Administration Services office that LTV's rental for-

mula complied with the "use and charges" clause of
ASPR 7-702.12. The clause states that the measurement unit

for determining the amount of use of the facilities by the

contractor can be any unit which will result in an equitable

apportionment of the rental charge as may be mutually agreed

to.

The officials indicated that Defense Contract Audit

Agency personnel had been involved in the decision to use

this method. The officials indicated also that ASPR, in

suggesting the use of actual hours rather than hours avail-

able for use, may be directed more toward contractor-owned
facilities using Government equipment than toward Government-

owned plants. They pointed out that in a Government-owned,
contractor-operated plant the facilities were there at all

times to accomplish the mission for which the plant was in-

tended.

LTV keeps records indicating the number of machine

hours of commercial use but not of Government use; therefore
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we could not determine the total hours the machines were
used and, as a result, could not compute what the rent
should be.

Martin-Marietta Corporation

The Baltimore Division of Martin-Marietta Corporation,
Middle River, Maryland, used Government equipment in per-
forming L-1011 tooling and parts fabrication orders awarded
by Lockheed during 1969 and 1970. It was not possible to
determine the extent to which the equipment was used because
Martin did not maintain usage records. There was an average
of $8.7 million worth of Government equipment at Martin
during 1969 and 1970 that was available for L-1011 work.
The contractor had authorization to use the equipment, and
the contractor's rent computations, based on direct labor
hours, were in accordance with ASPR. A table summarizing
the value of the orders, the labor hours, and rent paid
follows.

Rent paid
Direct la- for use of
bor hours Government Rent per

Amount expended facilities labor hour

(000 omitted)t

Sales to:
Lockheed-California:

Tool fabrication, de-
sign, and liaison
services $3,930 220 $63

Parts fabrication 693 43 14

Total 4.623 263 77 $0.29

lockheed-Georgia:
Tool fabrication 674 43 12
Parts fabrication 247 16 5

Total 921 59 17 $0.28

Total $5 .544 322 $94
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CHAPTER 3

USE OF GOVERNMENT PROPERTY ON DEFENSE WORK

The two examples cited by the association concerning
competitive advantage on defense work involved awards made
to the Avionic Controls Department of General Electric Com-
pany (GE), Johnson City, New York, and Marquardt Company,
Van Nuys. We found that both contractors had authorization
for using, and had used, Government property on a rent-free
basis. We concluded, however, that such usage was not the
determining factor in their winning the awards. A synopsis
of the association's testimony and our findings and conclu-
sions follow.

AWARD TO GENERAL E3ECTRIC COMPANY
FOR MISSILE PARTS

Association testimony

A GE plant in New York recently underbid a small firm,
Fibreform Electronics, Inc., Los Angeles, on a subcontract
awarded by Hughes Aircraft Company for the Army's TOW (tube-
launched, optically-tracked, wire-command link) missile sys-
tem. GE bid low because it either anticipated using Govern-
ment equipment at a fraction of its true rental value or
wanted to "buy in" on the program. GE has leased an Air

Force plant in Johnson City and is allowed unlimited commer-
cial use of the plant and equipment.

GAO findings

Three of the major units of the missile system, de-
signed primarily as an antitank weapon, are produced by the

Hughes Aircraft Company, Culver City, California. During
the latter part of 1970, Hughes received quotes from five
firms--including GE's Avionic Controls Department and Fibre-
form, the former supplier--for 363 assemblies required for
one of the units.

GE's unit price of $179, which was the lowest bid, was
based on the rent-free use of Government facilities. GE
received authorization for rent-free use of the facilities
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tor the assemblies. Fibreform's bid of $314 was the next
lowest bid. These quotes did not include the costs of re-
quired forgings. GE advised Hughes that, without the rent-
free use of Government facilities, its total price for the
assemblies would be increased by $1,070, or by about $3 a
unit. We found that the $1,070 was computed in accordance
with ASPR and that it appeared to be a reasonable estimate
of the value of the proposed use.

To eliminate the risk of awarding the entire assemblies
requirement (subsequently reduced to 353) to GE as a new
supplier, Hughes awarded 233 to GE and 120 to Fibreform
during February and March 1971. A comparison of the quotes
for 353 assemblies and for the actual quantities awarded
follows. (These unit prices included amounts for required
forgings.)

Bidding on
total requirement Actual award

(Dollar amounts rounded)

Unit Unit
Quan- price Quan- price
tity (note a) Total tity (note a) Total

GE 353 $240 $ 84,608 233 $261 $ 60,828
Fibre-

form 353 346 122,092 120 346 41.50

353 $102,332

aFibreform's price includes $32 for forgings to be supplied
by Hughes. GE supplied its own and adjusted its price ac-
cordingly.

After deducting the shipping charges from GE's New York
facilities to California, Hughes estimated that potential
savings, from not awarding the entire amount to Fibreform,
would be about $17,000.

A comparison of GE's negotiated labor estimates with
its revised estimates, prepared prior to production, revealed
that its labor costs were underestimated. GE officials
stated that the underestimate was due to their failure to
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adequately consider the manufacturing effort required.
Based on the new labor estimates, GE's price would have

been about $405, according to our calculations, and there-

fore would have been higher than Fibreform's bid.

GE's Avionic Controls Department had about $9.6 million

worth of Government-owned land, buildings, and equipment
and $11.3 million worth of its own equipment at the end of

1970. The leased Air Force plant referred to by the asso-
ciation accounted for about $6 million of the $9.6 million.

The lease on the plant contains the standard Air Force fa-

cilities contract clauses which require the contractor to

obtain permission to use equipment and to pay rent for non-

Government use. The Avionic Controls Department paid a

total of $30,000 in rent in 1970 for use of Government-owned
equipment on commercial work, and rental computations ap-

peared to be in accordance with ASPR. About 97 percent of

the Controls Departr.mnt's annual sales represented Govern-
ment (rent-free) work.

Conclusions

We believe the rent-free use of Government facilities

by GE was not the determining factor in its receiving the
award. The estimated value of such usage, which seemed

reasonable, would have increased CE's unit price by only

about $3--not enough to have had any effect on the outcome

of the award. We were unable to determine whether GE delib-

erately had underestimated its labor costs to buy in on the
program.

AWARD TO THE MARQUARDT COMPANY
FOR ROCKET WARHEADS

Association testimony

A small firm was underbid recently on an Army contract
for rocket warheads by the Marquardt Company, a previous
supplier. Marquardt, which received between $500,000 and

$1,000,000 of Government equipment for use on the original
buy, claimed that it now was going to use some of its own

equipment, acquired as a standby line, and was going to
leave most of the Government-owned equipment idle. The
small firm offered to lower its bid if it could use the
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idle equipment but was told by the Army that the equipment
was not available.

Who funded Marquardt's standby line? How will the
Government-owned equipment be used? Why is this equipment
kept in a plant where it is not needed? The answers to
these questions might illustrate serious allocation and sur-
veillance problems in the management of Government-owned
equipment.

GAO findings

In 1969 Marquardt initially was awarded a noncompetitive
contract for the rocket warheads (designed for a lightweight
antitank weapon system) because technical data was not ade-
quate for competitive procurement. To start production and
to establish an accelerated base for mobilization, the Army
authorized Marquardt to purchase or construct seven items
of IPE at a cost of $529,000. Only four of the items were
used on the 1969 contract; Marquardt had technical problems
with the other three.

The competitive contract referred to in the testimony
was worth about $835,000 and was for 193,400 units awarded
in two equal parts--one as a labor surplus set-aside--during
March 1971. Marquardt was awarded the non-set-aside portion
at $4.32 a unit. Atlas Fabricators, Inc., Long Beach, Cali-
fornia, which was the small firm referred to in the testi-
mony, submitted the next lowest bid at $5.04 a unit.

In accordance with ASPR 13-501, Marquardt's bid in-
cluded an adjustment (upwards) of about $0.03 a unit for
authorized rent-free use of three (of the seven) items of
IPE costing $53,000. About 87 percent of the machine hours
for the contract were to be performed by Marquardt's equip-
ment, according to its estimate. Marquardt was constructing
a separate production line with its own funds, which would
perform the same operation, at a slower rate, as that of the
Government-owned IPE. The use of all seven pieces of
Government-owned IPE was not contemplated by Marquardt be-
cause it thought that such use would have made its bid less
competitive.
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We found that, had Marquardt intended to use the seven
items of IPE, the adjustment factor would have increased its
unit price by $0.33 a unit to $4.65--still lower than Atlas.
Atlas and Marquardt also were low bidders on the set-aside
portion. Atlas was offered it at an adjusted unit price of
$4.36. Atlas protested the award of the set-aside claiming
that all bidders should have had the opportunity to bid on
the basis of using Government-owned IPE which was available
to Marquardt. The Army denied the protest for the follow-
ing reasons:

--ASPR 13-301 requires that competitive solicitations
not include an offer by the Government to provide
new facilities or to move existing facilities into
contractors'plants unless adequate price competition
cannot be obtained otherwise.

--The equipment in question was being used on the cur-
rent contract (awarded in 1969) which was scheduled
for completion in August 1971.

--The Marquardt Company is a base producer of the war-
head under the Industrial Readiness Program, and
therefore all Government equipment in its possession
is required to support the mobilization requirements
of the program.

In March 1971 Atlas declined the set-aside which then was
awarded to Marquardt.

Conclusions

The availability and use of Government-owned equipment
at Marquardt was not the determining factor in its being low
bidder, since even if it had anticipated using all seven
pieces of IPE its proposed unit price would have been lower
than Atlas. The standby line referred to in the testimony
was actually active equipment constructed with Marquardt's
own funds, which could be used more economically than the
equipment provided by the Government. The Government-owned
equipment is being retained at Marquardt, however, to per-
mit accelerated production in the event there is a mobiliza-
tion requirement.
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APPENDIX I

EXCERPTS FROM TESTIMONY BY REPRESENTATIVES OF THE

NATIONAL TOOL, DIE AND PRECISION MACHINING ASSOCIATION

BEFORE THE SUBCOMMITTEE ON

PRIORITIES AND ECONOMY IN GOVERNMENT

OF THE JOINT ECONOMIC COMMITTEE

APRIL 28, 1971

STATEMENT OF WILLIAM E. HARDMXA, EXECUTIVE VICE PREI-
DENT, NATIONAL TOOL, DIE & PRECISION MACEINIG ASSOCIA-
TION, WASHINGTON, D.C.

Mr. HARMhAN. Thank you, Mr. Chairman. We all have very briefstatements this morning. I do not think they can be summarized to
make them any briefer than they are.

My name is William E. Hardman, and I am executive vice presi-
dent of the National Tool, Die & Precision Machining Association, atrade organization headquartered in Washington, D.C., representing
approximately 8,000 small businesses across the country. These com-
panies are engaged in work essential to all mass production and metal-working: the production of dies, tools, molds, gage, special machines
and other similar items, and the service of precision machining. Like
any critical industry-and those particularly related to mealwork-
ig-we have had a deep and continuous involvement in defense-related work.

Accordingly, our association has maintained a protracted interestin procurement policies of the Federal Government: specifically, those
areas in which we have felt that such policies have been disadvan-
tageous for small businesses

Mr. Chairman, we all listened with interest and full agreement withAdmiral Rickover's comments with regard to the dispanty that exists
in our Procurement agency's treatment of large and small contracts.
We could easily expend ourselves relating the discriminatory treat-
ment of small business, starting with the award of the contract on a
truly competitive basis, all the way through renegotiations, with thesophisticated use of exemption and federally accepted accounting
methods for noting overhead and GA oasts on Government work, cer-tainly giving the large contractors a tremendous advantage.

One of the big profits of the big crime, which has just now come to
the surface, is the use of Government-owned equipment and that iswhy we are here.

MISUSE OF GOVERNMENT-OWNW EQUJIPMEN'r IN HANDS OF CONTRACTORS
In the course of our participation over the past several years in anumber of hearings before subcommittees of the House Small Busi-

ness Committee, we have commented on a number of problems in theprocurement area. But the problems we have found most distressing
and most fundamental have been the abuses growing out of the Gov-
ernment's huge investment in machine tools and other production
equipment which have been leased to large prime contractors for both
Government and commercial usage.
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I realize that your subcommittee has also taken a deep interest in

this subject. The Government's huge investment in production equip-

ment has represented a tremendous expenditure of taxpayer's dollars,

while also maintaining a very high prioritv in the total defense budget.

We believe this program began as a well-intentioned, essential pro-

gram in World War II (and later in Korea) to meet objectives that

could not otherwise be obtained. However, following Korea, the pro-

gram went totally out of control, and has since resulted in a huge and

unnecessary involvement by the Government in the private economy.

Specifically, the Government has created billions of dollars in

equipment capacity in the plants of private contractors, much of

which bears little or no relationship whatever to the original Govern-

ment programs for which it was leased. Now-after many investiga-

tions, studies, hearings in Congress. and other proceedings-there has

seemed to develop a general consensus that the Government should

do something to change this situation. But all parties involved have

terriblv underestimated the deep entrenchment of these leasing pro-

grams in our total economy and, in particular, in the defense-related

economy. We are hopeful that these hearings, and the information

that is developed in them, will help to speed the day when some mean-

ingful phaseout program gets underway.
Our interest in this subject is very simple, and we do not hesitate

to call it a selfish interest. Over the past 20 years, Uncle Sam has sup-

plied billions of dollars worth of IPE (Industrial Production Equip-

ment) to the large defense prime contractors that constitute a major

customer market for our industry. Most of this equipment has con-

sisted of standard, general purpose machine tools-the same type of

machinery which our companies have purchased themselves with their

own funds, bearing the full risk of ownership: Most important, usage

by a nrime contractor of Government-owneld IPE has not been lim-

ited solely to Government contract work. Rather, it has been used to

expand into supplier markets such as ours, with the prime. contractor

performing both Government and commercial work. This means that

small businesses with privately purchased IPE find it difficult to

compete with such primes and, accordingly, have lost a large segment

of their traditional markets.
The economics are basic and very simple: the system at its best

gives a contractor a huge competitive advantage, because Government

IPE is not costing as much as private equipment (assuming full

usage) and involves no risk of under-utilization. If you do not use

it, you do not pay for it.
that is at its best. But, it has not really worked that way. The

system has, in fact, permitted virtually unrestricted use of IPE for

any purpose a prime contractor wishes to make of it. And in many

cases, including some recent ones we will discuss later, little if any

thought it given to any reasonable charge for use.

hat should be done about this? We should unwind the Govern-

ment machinery-leasing program as best we can. Here are the prior-

ities as we view them:
RSCOMXENDA'nOWS

1. Abolish commercial use completely. This is the prime area of

abuse and inequity.
2. Lease no further IPE except in truly essential situations.

3. Pull IPE out of Government-owned, contractor-operated and

private contractor facilities unless it is truly essential and continues

to be so.
4. Develop some workable means to sell or otherwise dispose of

surplus IPE removed from contractor plants, with emphasis on

competitive sale.
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With that general comment, let me turn to our other witnesseswho will offer some recent circumstances of an abusive nature in theIPE leasing program that underscore some of the inequities that Ihave suggested. I might add that while there are only two companyrepresentatives here this morning, the information we will providecomes from quite a number of companies in the industry. I am com-pelled to say also that, while we are satisfied as to the reliability of allinformation we are presenting to the subcommittee, we could not, inmost cases, give complete documentary proof of these situations, norwould we wish to disclose publicly the names of individuals in thevarious involved companies who have gathered information. Of course,all of the situations we will comment on before the subcommittee thismorning could easily be investigated by the Government, and thetruth of our assertions documented. Indeed, we are very hopeful thatour participation in these hearings will help to bring about just suchan investigation. We feel sure that, when all of the facts are on thetable, there will be total agreement in Congress and in the executivebranch that action to cure these unfortunate circumstances can nolonger be delayed.
Mr. Chairman, I will turn now to our two representatives from theindustry. First, I will introduce Mr. William Gentz, president ofGentz Industries in Detroit, Mich. Following Mr. Gentz, we will hearfrom Mr. Robert H. McCullough, president of Fibreform Electronics,Inc., in Los Angeles, Calif.
Completing our testimony this morning will be our association legalcounsel, Mr. William C. Brashares, a member of the Washington lawfirm of Peabody, Rivlin, Cladouhos and Lambert. Following his re-marks we will all be happy to respond to any questions the subcom-mittee members may have.
Thank you.
Chairman PNoxxnes. Thank you very much, Mr. Hardman.
Mr. Gentz, please proceed.

STATEM T OF WILIAM GETZ, PRESIDENT, GENTZ INDUSTRIFE,
INC., DETROIT, MICH.

Mr. GEN=rz. Mr. Chairman, my name is William Gentz and I ampresident of Gentz Industries, Inc., in Detroit, a small company thatbuilds basic jet engine parts for a wide variety of different customers.Our company has traditionally done a large share of its work indefense and aerospace industries, principally as a subcontractor tosome of our country's largest defense firms.
I find it very difficult to come here and testify on. problems thattend to place your industry and my own major customers in an un-favorable light. However, these problems affect the interest of everyprivate business and every taxpayer, and unless those of us who haveknowledge of the problems come forth, we can hardly expect eithersympathy or improvement. Accordingly, I agreed to appear at yourrequest to advise the subcommittee of some specific cases of abuse inthe IPE leasing program that have come to my attention either throughmy own experience or from other firms in our industry.

GOVERNME"NTr EQUIPMENT FOR COMMERCIAL WORK

Those of us who have competed for years for subcontracts for tool-ing in aircraft and aerospace programs have grown accustomed tothe gigantic presence of DOD's IPE in prime contractor plants. Itgives a prime an ability and an incentive to do Government work hewould otherwise subcontract to us. We have also seen this IPE appearin program after program of a strictlv commercial nature, totally un-related to the reasons for giving the IPE to the primes.
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Just taking the more recent commercial aircraft programs built in
the United States, some of which are still under construction, a tre-
mendons amount of tooling and machining work that small businesses
could have handled-and could have performed at lower cost under
true competitive conditions-has been subcontracted from one major
prime to another major prime and performed on Government IPE.
Here are some of the more notable occurrences in 1970 and 1971 that
we have heard about:

Aeronca subcontracted $500.000 in tooling to North American on
the Boeing 747, the work to be performed substantially, if not entirely,
on Government equipment.

McDonnell-Douglas gave Aeronca over $3 million in orders on the
DC-10.

( Goodyear sent North American $5 million in orders on the 747.
-Boeing sent North American $7 million in orders on the 727, 737,
and 747.

McDonnell-Douglas sent $5 million in orders to Convair on the
DC-10.

McDonnell-Douglas sent $4 million in orders to North American on
the DC-S.

Northrop sent $3 million in orders to the North American on the
747.

Chairman PRoxRmz. Was all that work done on Government
equipment?

Mr. GENTz. To the best of our knowledge, all or most of it.
Chairman PaoxMnRE. Thank you.
Mr. GENTz. The Lockheed -loll Airbus has been a subject of much

of this practice. Lockheed has used Government leased IP in Govern-
ment-owned, contractor-operated ("GOCO") facilities in Van Nuys,
Calif., and Marietta, Ga., for L-1011 work. In the case of Marietta, we
learned that 5,000 orders were involved. I understand that the Penta-
aon was asked to investigate this and that they specifically confirmed
this information. They refused to do anything to stop it, however.
According to our information, L-1011 tooling orders also went to the
DOD leased facilities of LTV in Detroit and Martin in Baltimore.

Rohr Corp., Chula Vista, Calif., sent some of the tooling on its
DC-10 subcontracts to its leased facilities in Riverside, Calif.

These situations represent many millions of dollars worth of purely
commemcial work that would have gone to small businesses on a cost
competitive basis but for the fact that Uncle Sam put duplicate capac-
ity in the majors' plants and to a very large extent gave them a blank
check as to its use. Hundreds of small businesses m my part of the
country and even more in California would not have had to close their
doors in 1970 if the Government had not made this IPE available for
commercial work.

We think the mere fact that the Government has created this un-
justified capacity is a shocking wrong. But apparently it's only the
little firm that mortgages its soul to buy its own equipment that
feels so strongly about the situation. Others, including most people
in Government, shrug it off with some vague comment about the
mobilization base and the rental formulas that are supposed to keep
everything in perspective. That's the trouble, I suppose, in many of the
areas your subcommittee investigates. The IPE monster grew so easily
because when a procuring facility or a prime contractor saw a need
for some piece of equipment, all higher authority accepted the need on
faith.
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RENTAL RATES LEASED EQUIPMENT INADEQUATE

But what about this matter of rental rates on leased IPE? There
is a so-called uniform formula which charges a certain percentage per
month of the acquisition cost of the tool, and the percentage declines
as the tool gets older. The formula is hopelessly inadequate in many
ways. Basically, it just bears no relation to the cost of ownership or
even a commercial lease. Nor does the decline in rates as a function
of age bear any relation to actual value of the equipment.

Even if the formula made any sense, it seems to be ignored in some
very significant casese Instead, contractors and Government contract
personnel negotiate rentals on an individual basis. Two examples of
the results of such negotiations may shed some light. The Lockheed
L-1011 work that went to LTV in Detroit to be done in a Government-
owned, contractor-operated facility, was performed under a negoti-
ated arrangement that featured a "composite" rental rate (meaning
for all IPE employed) of $0.31 per hour. A true industrial rate-one
that a firm paying for its own equipment would have to charge-
would be on the order of $4 per hour.

This LTV work represented $3 to $5 million in orders, or roughly
350,000 hours, and it required LTV to scramble all over the country
to find additional toolmakers. It even advertised in southern Cali-
fornia where many small firms that lost out on this work were laying
offtheir skilled people, and LTV picked them up.

An arrangement similar to the LTV situation was entered between
Lockheed and Boeing, Wichita for L-1011 tooling. In this case a 76
cents-per-hour composite rate was worked out. We have no idea why
they used a different rate. While 250,000 hours were initially targeted
for Boeing, we understand that for some reason the parties did not
go through with the arrangement.

We do not know what rate was negotiated for Martin's L-1011 work
in Baltimore. It is likely that this arrangement involved the most
work of all the situations we have noted.

These arrangements are onlv a few of many such negotiated deals
involving commercial use of IPE. And the matter of ridiculously low
rental rates is only one aspect of the Droblem. Consider what other
possibilities exist for utilizing DOD's leased facilities to best advan-
tage where Government and commercial programs are going on in
the same GOCO plant. Consider how easy it would be to use IPE
rent free on commercial work when the rent-free arrangement was
figured only into the Government contract being performed. Even
though Government personnel may periodically check the contrac-
tor's records of Government and commercial IPE use, the supervision
process does not go beyond the papers themselves. There is no way,
or at least DOD has not found any way, to monitor actual usage of
its machine tools. The entire system is really based on nothing stronger
than an assumption that contractors will accurately record and pay
for actual machine use.

We believe that commercial use must be stopped completely. It has
always been abused and will always be abused as long as it is per-
mitted. Virtually every agency in Government or study group that
ever considered the pros and cons of commercial use has recommended
discontinuance of it. Yet today, a full 20 years after serious criticism
of the practice began, we are still no closer to action or a solution. In
fact, we find that the total lack of supervision and restriction found
by the General Accounting Office in its 1966 report is still the case.
The law says no commercial use of IPE over 25 percent of capacity,
yet DOD hasn't informed many contractors of this, and from the
hundreds of continuing cases of above 25 percent usage, DOD may
receive only a dozen applications a year for Dermission to do so.
Through our taxes, we are subsidizing our competition and/or.our
customers.
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Mr. Chairman, what hope do we possibly have to cure some of the
truly complicated difficulties in our procurement system when we can't
eliminate such a simple and wholly unnecessary favoritism as this?
We hope this subcommittee can increase the pressure for change and
improvements.

Thank you.
Chairman PRoxmrma. Thank you very much, Mr. Gentz.
Mr. McCullough, please proceed.

STATEMT OF ROnERT H. McCULLOUGH, PRESDENT, FIBREPORM
ELECTRONICS, INC., LOS ARGELEB, CALIF.

Mr. MCCuLOuGH. My name is Robert McCullough. I am president
of Fibreform Electronics, Inc., in Los Angeles, Calif. I am appearing
this morning at the request of this subcommittee to provide informa-
tion on the effects on small business of the use of Government-leased
production equipment by the major prime contractors.

My business consists of about 25 highly skilled employees, a build-
ing and roughly $250,000 worth of machine tools. We specialize in
precision machining work in the areospace field. Typically, a prime
contractor will send us a blueprint or a rough casting of a part, and
we will proceed to machine the solid metal stock or casting to a fin-
ished part meeting tolerances as close as a few millionths of an inch.
For the 25 years of our existence, we have been almost completely
committed to defense or aerospace related work.

Our company, like hundreds of others in southern California, has
been going through a painful transition in the past year. Our tradi-
tional area of work has declined and we are fighting for new types of
work in many areas we never looked at before.

UNFAI COMPETrriON STUMING FROM MISUSE OF IFS

It is perhaps because of the tremendous drop in our traditional
work in the past several years that we have become particularly aware
of the effects on our markets of the IPE provided by the Government
to many of the prime contractors we sell to. We always knew this
equipment existed and was involved in a great deal of the same work
we were doing, but demand for Government work was greater and
there was stillran overflow of that work plus other commercial pro-
grams. The decline in Government work has led to the primes turning
this great capacity loose on commercial and Government subcontract
markets they did not seek before. And, costwise, a company buying
its own equipment can't compete with this capacity.

Our own company had a rough experience with Government-leased
IPE just recently. We had participated for several years in making
parts for Hughes Aircraft in the TOW missile program. The program
has been segmented into what we refer to as annual "buys,' and in
each of the first 2 years we were awarded a substantial amount of the
machining work on a particular part. For the third-year buy, we were
bidding on the greatest number yet of these units To our great sur-
prise, we discovered that a General Electric facility in New York
had bid on the same ,work and was quoting a price substantially below
ours. As a result, GE won most of tie work that would otherwise have
gone to us and other small firms in California.

GE operates with an overhead far higher than a small company
such as ours. There are only two possible explanations for GE's sub-
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stantially lower bid. One is that GE was going to use Government
equipment, at a fraction of its true rental value. An additional pos-
sibility is that GE wished to "buv in" on the program, gain some
experience on it, and then bid against Hughes for the prime contract
on tho fourth-year buy. In any case, we know that GE is the largest
holder in the country of Government-owned IPE. We also know that
GE recently obtained a nondefense lease of an entire Air Force plant,
including equipment, in Johnson City, N.Y., which permits unlimited
commercial work.

We do not know all the details, but we believe that an investigation
would show that GE gained this work partly or entirely because of
a cost advantage based on having Government-owned equipment. If
GE is successful in using this advantage to take the entire program
over, hundreds of small businesses in California, such as ours, will
lose work that is vitally important to their survival.

An interesting situation also developed recently on a prime contract
for rocket warheads in which a small firm in Long Beach, Calif., lost
out by a wide margin to the Marquardt Co., a large prime that had
held the same prime contract previously. Apparently, the Government
put somewhere between $500,000 and $1 million in special equipment
IU Marquardt's plant in earlier years for production of this warhead.
Yet in bidding this round, Marquardt reflected the cost of only a
small fraction of this equipment and came up with an incredibly low
figure. Marquardt claims that it's going to use some of its own equip-
ment that it acquired with its own funds as a "standby" line, and will
leave the Government eqjuipment idle. But, when the small firm
offered to lower its bid if it could get the idle Government equipment,
the Army claimed it was not available.

This case, if it were investigated, might illustrate the serious alloca-
tion and surveillance problems noted earlier. Who paid for the "stand-
by" line? What actual use of the (Government equipment is to occur?
Why is the Army insisting on keeping this equipment in a plant where
it isn't necessary, at least for pricing purposes?2

These situations are the farthest thing from a free enterprise, com-
petitive economy we are so proud to claim in this country. The tragedy
is that once the Government gives equipment to a contractor, D )
and the contractor act in every way thereafter as if he owns it and has
every right to use it however he can.

IOCKHEID L-1011

The recent reaction of the Pentagon to our association's complaint
about the commercial Lockheed L-1011 work in Georgia takes the
cake on this score. Assistant Secretary Shillito said interference with
Lockheed's subcontracting decisions would be contrary to the free
enterprise system. The Government spends taxpayer money to put
equipment into a plant for some purportedly essential defense pur-pose, permits its use at a ridiculously low price for totally non-
Government work, and then can't halt the abuse because it would be
interference with natural market forces.

We hope the Pentagon and our friends in the large prime plants
will respond to the leadership of Congress in ending this wasteful
and unfair IPE leasing situation.

Thank you.
Chairman PRoXmi. Thank you. It is a very interesting case you

cited to us in the Hiuges Aircraft TOW misile program. In fact, I
think I will ask the GAO to investigate that. It seems like an extraor-
dinary situation and I would like to have it called to their attention.

Mr. Brashares, please proceed.
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STATEMENT OF WILLIAM C. BRABSARES, ATIORREY, PEABODY,
RIlLIN, CLADOUHOS & LAKEERT, WASIMITOI, D.C.

Mr. BRAsHAREs. In the wake of the Admiral's comment on Washing-
ton attorneys, I would like to make it perfectly clear I have never
worked for the Government.

Chairman PROXmiE. That is reassuring; thank you.
Mr. BRASHARES. I am pleased to respond to your request to appear

this morning as counsel for the National Tool, Die & Precision Machin-
ing Association. These hearings could provide effective pressure for
change in procurement policies that have long been criticized by this
association as well as many other groups.

The matter of phasing out the IPE leasing progran and abolishing
commercial use may seem a simple matter as we have discussed it.
When the discussion turns to mobilization bases, defense capability,
and the like-which you will hear about from the DOD witnesses
later-however, the zest for reform turns to blank stares. It's an aw-
fully easy matter to bury in paper lans and endless statistics. That
may be why so many billions of dollars worth of general purpose
machine tools are in contractor plants today and also why they can
be explained generally, but rarely specifically.

It may be significant, then, that whenever the hard facts and figures
have been looked at, the IPE leasing, and particularly commercial
use, have been criticized.

In a 1966 report the General Accounting Office noted case after
case of abusive commercial use and recommended that consideration be
given to eliminating it entirely.

GAO's recent report on contractor profits recommended that con-
tractors using Government equipment should have this lower risk
reflected in lower negotiated profit levels under the weighted guidelines.

The Rand Corp.'s 1969 report on Government furnished equipment-
prepared for the Air Force and based on Air Force equipment-noted
that leased IPE was almost entirely general purpose (thus duplicat-
ing private capacity), that it was too easy to use equipment for com-
mercial work, that by favoring certain contractors with leased equip-
ment, the Government was losing the benefits of increased competition,
and, concluding: the Vietnam buildup of the Air Force IPE inventory
"should be halted and alternatives sought before the problem becomes
mountainous."

Another private study group, the Logistics Mansgement Institute,
which the Admiral mentioned this morning, rendered a report in 1967
for the Assistant Secretary of DOD (I. & L.) called "Weighted Guide-
line Changes and Other Proposals for Incentives for Contractor
Aquisition of Facilities." Among other things, the report urged an
increase in rental rates for commercial use. Rates were increased sub-
sequently, but not as high in most cases as LMI thought would be
"equal to commercial rates or what it would cost a contractor if he
owned the equipment."

LMI observed in its report: "DOD's policy, as expressed many times
since 1956, has been for the Government to withdraw from the facili-
ties-furnished field. It has executed this policy vigorously." Thus
the words of LMI. whose head back in 1967 was Barry .1. Shillito,
the man who now administers this entire program as DOD's Assistant
Secretary for Installations and Logistics.

DOD PURCHASE OF MACHINE TOOLs8 Hs INCrASED

To illustrate the phaseout, LMI noted that 1955 to 1965 machine
tool purchases by DOD averaged about $50 million per year but that
purchases went up to $140 million in 1966. (That was about 5 percent
of total U.S. machine tool sales in 1966, incidentally.)

32



2528

APPENDIX I

In late 1969, DOD Deputy Assistant Secretary John Mallov con-
firmed in a House Small Business Subcommittee hearing that DODwas spending about $100 million per year for new machine tools in the
previous several years. This being, in Mr. Shillito's words, a vigor-
ous phaseout policy, we are thankful DOD did not maintain the
status quo.

In reviewing these past reactions to the IPE leasing program, I
don't mean to ignore the involvement of Congress, particularly thissubcommittee and Mr. Corman's House Small Business Subcommittee
on Government Procurement. Your subcommittee's 1967 report noted
the failure of contractors to seek approval for commercial use in excess
of 25 percent and cited examples of abusive commercial use.

We are also aware of the legislation recently introduced by your
chairman, S. 1469, to abolish commercial use and place tight but rea-
sonable limits on future IPE leasing. Mr. Corman's subcommittee is-sued a report in 1970 condemning these abuses in the IPE leasing pro-
gram and recommending reform. Incidentally, Mr. Malloy testifiedin the House hearings that DOD itself was taking steps to "eliminate
the leasing of Government equipment for other than Government
work." Perhaps if all parties were communicating we would find a
surprising level of agreement.

We are concerned as to whether all of this study, restudy, and crit-icism of the IPE situation is having any effect at the Pentagon. Wehave seen policy statements and orders relating to phaseout of IPE
leasing come forth from the Pentagon in the past several years. Weheard former I)eputy Assistant Secretary, General Stanwix-Hay,
openly condemn the in uities of the program and assure a prompt
phaseout before another House Small Business Committee in 1969.

Just last December we learned that DOD was undertaking an inten-sive mobilization study before going ahead with any phaseout plans.
In February, Deputy Secretary Packard issued a memorandum reit-erating generally the phaseout policy, but creating exemptions from
phaseout for some awfully broad and vague situations, one of whichwould defer action on individual cases where removal of Government-
owned IPE would "work an economic hardship." Perhaps there shouldbe some comparison of economic hardships based upon the kinds ofsituations you have heard about earlier today.

Mr. Chairman, if your subcommittee can somehow untangle thefacts, figures, and personalities that have delayed reform in this mat-
ter for 20 years, you will have made a magnificent contribution to thetaxpayers, the principle of competition and the small business com-
munity. I hope our information and views have been of some help.

Thank you.
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ASSISTANT SECRETARY OF DEFENSE
WASHINGTON, D.C. 20301

The Honorable William Proxmire, Chairman
Joint Economic Committee
Congress of the United States

Dear Mr. Cheirmntu

I am transmitting a copy of our "Report on the Audit of SelectedAspect. Of the Progress Payment System," issued by my office onNovember 3, 1971,(Tab A) as requested by Mr. Richard F. Kaufman ofyour staff.

The audit was performed during the period November 1970 throughMarch 1971. The purpose of the audit was to review and evaluate cer-tain aspects of the Progress Payment System administered in accordancewith the Armed Services Procurement Regulation (ASPR) and DoD policy.

The audit was requested by the Director for Information Operationsof my staff, and the Chairman of the Contract Finance Comrittee. As aresult of the audit, a number of management actions were taken, and arecontinuing, to improve the conditions disclosed. Th, first majorpolicy change directed by the Contract Finance Committee was implementedby Defense Procurement Circular No. 94, dated November 22, 1971 (Tab B).Sone of the changes in this Circular included:

1. Introduction of new procedures requiring payment by the con-tractor for direct material and subcontract costs prior to requestingprogress payments based on these charges. This change requires thatdirect material and subcontract costs be handled on a cash-disbursedbasis rather than on an accrued cost basis as previously permitted.

2. A limitation to prevent contractors from receiving progresspayments more frequently than biweekly.

3. A requirement that certain conditions be met before the alter-nate method of progress payment liquidations can be used. The rationalefor this change is to assure that the contractor is actually earning aprofit before paying him that profit.
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4. Deletion of the option to use the contract price of items
delivered instead of actual or derived costs when computing "costa

applicable to delivered items."

The Berviees and DSA also have stressed in various letters and
memorandums to subordinate offices the need to strengthen controls over

contract financing. The discrepancies cited in the report have been
called to the attention of contracting officers. Continuing followup
is planned to assure that corrective action has been taken and the per-
tinent ASPR regulations relating to progress payments are thoroughly
understood and complied with to assure the protection of the Government
interest. Statements of actions taken by the Services, DCAM and DBA

ar included as Tabs C through 0.

The Department of Defense is continuing its efforts to improve the

contract financing system in order to provide the financing considered
necessary in support of Defense procurement bat with sufficient constraints
t_ avoid monetary loss to the Government.

In summary, this audit, reqaested by DoD management, disclosed

weaknesses in the administration of the Progress Payment System that have

been addressed by the Contract Finance Comittee and operating elements
of DoD. The free and open relationship between internal audit and DoD

managers permits these types of management evaluations. We believe audits

of major management program and mission areas are essential and extremely

valuable for eotinaed Improvement in managing all phases of Defense
operations.

Sincerely,

-R Rocer C. Fcot
Assistant Secrat.ry of COfense

Enclosures (Tabs A to a)
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REPORT ON THE AJDIT OF
SELECTED ASPECTS OF THE PRJGRESS PAYMENT SYSTEM

Summar;

The purpose of the review was to determine if the Progress Payment
System was being administered in accordance with the Armed Services
Procurement Regulation (ASPR) and DoD pclicy.

Although some Procurement Contracting Officers (PCO) and Adminis-
trative Contracting Officers (ACO) followed the ASPR provisions to-
authorize, pay and liquidate progress payments, most activities included
in the audit did not always comply with prescribed policies. In most
instances they were not completely familiar with the ASPR provisions or
the underlying rationale involved. Certain progress payments were not
authorized or liquidated in proper amounts when items were delivered. As
a result, substantial amounts of excess progress payments and underliqui-
dations were made. We also determined that several ASPR provisions needed
modification or clarification to assure more efficient administration of
the progress payment system.

Incorrect percentages inserted in the limitation section of the
progress payment clause made ASPR controls against unauthorized payments
ineffective. In addition, PCOs included liquidation rates that did not
conform to the ASPR guidelines in the contract clause for full recovery
of all ptogress payments made. Underliquidations of $14.2 million
resulted from these conditions. (See page 7)

Several contracts contained unusual progress payment rates which had
not been approved by the DoD Contract Finance Committee. Consequently,
contractors received unauthorized progress payments amounting to approxi-
mately $27.8 million. (See page 8)

The Contractor Requests for Progress Payment (DD Form f195) were not
properly prepared. The contractor (1) did not show appropriate percent-
ages to ensure against unauthorized payments, [2) incorrectly allocated
costs between delivered and undelivered items, and (3) included wrong
figures in his request. Since these were not corrected by the ACOs,
unauthorized progress payments of about $61.4 million were made. (See
pages 14, 15 & 18)

Unauthorized payments, to contractors of about $38 million resulted
from underliquidations of progress payments upon deliveries when the con-
tracts were in an overrun condition. Since these contractors earned less
profit than anticipated when the contracts were negotiated, the ACOs
should have increased the liquidation rates to assure proper liquidation
of all related progress payments. (See page 20)
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ACOs did not adequately evaluate the contractor progress to assure
progress payments were fairly supported by the value of work actually
accomplished on the undelivered portion of the contract. As a result,

substantial progress payments were made although not supported by
actual progress. (See page 22)

Increasing numbers of contracts with progress payment clauses were

terminated for bankruptcy, default or convenience of the Government.
At the time of our review, we noted 49 cf these contracts with unliquidated

progress payments totaling $67 million. Although some of these termina-

tions may have resulted from inappropriate re.-iew of the contractor capabil-
ities prior to contract award, our audit indicated that:in many instances

proper supervision as required by ASPR could have permitted corrective action

before termination. (See page 26)

Certain ASPR policies governing progress payments needed clarifi-

cation or modification concerning Basic Ordering Agreements (BOA), use
of the progress payment clause by reference, cost data on delivered
items and authority of ACOs to adjust liquidation rates. (See page 30)

The audit disclosed that Progress Payment Status Reports submitted

to the Office of the Secretary of Defense (OSD) had a high incidence of
inaccuracies; however, management use or need for this data could not be

determined. For example, approximately one-third of the Defense Supply
Agency (Defense Contract Administration Services) reports received by OSD
should not have been submitted since they had "zero" unliquidated progress

payment balances. This overstated the total contract value of contracts
by $5.5 billion, or 10 percent, on the DoD Consolidated Report as of
September 30, 1970. Greater efficiency was also possible through consoli-

dation of progress payment reporting responsibilities currently operated
by the military departments and Defense Supply Agency 'DSA). (See page 38)

During the audit of each activity and command, the related findings
were discussed with appropriate representatives. A copy of the draft
report was provided to the DoD Contract Finance Committee and appropriate
Comptroller and I&L representatives in the Army, Navy, Air Force and DSA.
These offices generally concurred in the findings. Corrective action has
been taken and further action is planned to (1) correct the deficiencies

noted in the report, (2) correct similar deficiencies relating to contracts

not reviewed, and (3) preclude the possible repetition of conditions

reported. OASD(I&L) stated:

an IAC Subcommittee on Defense Contract Financing
has also reviewed several aspects covered in your.draft
report. The Contract Finance Committee is presently
involved in evaluating several recommendations made by
this IAC subcommittee. We would propose to include
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your report recommendations and the service and DSA
comments along with this current review of the IAC
subcommittee recommendations.

Specific findings and recommendations to correct the conditions
noted during the audit are presented in the body of the report.
Appropriate command comments have been incorporated after the recom-
mendations in each section of the report.

Deputy t Secretary of Defense
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E. Physical Progress on Contracts

ACOs were not adequately evaluating the physical progress on

contracts to assure that progress-payments authorized were commensurate

with work accomplished. As a result, contractors were granted sub-

stantial progress payments although-thase were not justified on the

basis of progress made. - -

ASPR-E-521 states that progress payment clauses cannot be self-

executing and require careful administration to insure against overpay-

ments and losses. In all cases, the physical progress of the work should

be evaluated periodically to assure that progress payments are fairly

supported by the value of work actually accomplished on the undelivered

portion of the contract to conform with contract requirements. In

addition, the standard clause used in the contract outlines the guides

for the ACO to follow in protecting the interest of the Government when-

ever progress payments are allowed. ASPR-E-510.1, paragraph c) states:

The Contracting Officer may reduce or suspend
progress payments . . . whenever he finds upon

-substantial evidence that the Contractor (i) has

failed to comply with any-material requirement of

this contract, (ii) has so failed to make progress, -

or is in such unsatisfactory-financial condition,
as to endanger performance of this contract,.

Verifications of contractor progress by ACOs were not always

made to assure that progress payments were fairly supported by the

value of work actually accomplished on the undelivered portion of the

contract. In several cases, the ACO approved progress payments as

requested by the contractor even though he had evidence that sufficient

progress was not made. -

At several DCASRs, a total of 126 contracts with unliquidated

progress payments equaling 51 to 100 percent of the maximum allowable

were reviewed to determine if progress payments could be reasonably

correlated with actual production. Of those 126 contracts, we noted

76 cases where actual work accomplished was not commensurate with the

progress payment disbursed.. For example:

1. On Contract F41608-69-C-6899, progress payments equaling

82 percent of the maximum authorized were made through August 19, 1970.

The Progress Payment Administration Record (DSA Form 325), used by the ACO

as a basis for approving, suspending or reducing each request, indicated

that the Industrial Specialist concurred with the amounts paid. However,

in November 1,970, when payments totaled 90 percent of the maximum authorized,

the Industrial Specialist reported that no units had been assembled under

the contract. Further, in January 1971, the Industrial Specialist deter-

mined that the contract was only 40 percent complete.



2536

2. Another contractor was paid 419 progress payments totaling
$82.6 million on eight different contracts, without an ACO request for a
single independent technical evaluation as to progress of actual work
accomplished. At the time of the review in March 1971, six of these
eight contracts were in a delinquent delivery status and some progress
payment requests were approved while the contracts were delinquent.

3. The progress payment limitation of $4,191,455 on Contract
NoW66-00727 was reached in December 1968. At that time only 1.5 percent
of the contract value was delivered, whereas the delivery schedule
required 100 percent of all items by December 31, 1968. The only technical
evaluation obtained by the ACO in September 1968 estimated physical progress
to be 45-50 percent of completion. As of January 31, 1971, deliveries were
not completed and the contract was in a delinquent status for 14 months.

The ACO primary source of technical evaluation is the desig-
nited Industrial Specialist who is assigned to each contract with a progress
payment clause. It was noted that at one of the DCASRs, seven contracts
were not assigned an Industrial Specialist for surveillance. On one of the
contracts, the contractor was paid 80 percent of the maximum progress pay-
ments authorized with no deliveries to the date of review.

The examples discussed above illustrate the need for improve-
ment in the ACO surveillance of contractor progress in relation to progress
payments allowed.;

F. Utilization of Defense Contract Audit Agency (DCAA) Services

Many of the Administrative Contracting Officers (ACOs) were not
making maximum use of the services of the DCAA.

ASPR E-506 requires that the contractor accounting system and con-
trols must be adequate for the proper administration of progress payments
as determined by the DCAA. ASPR - Appendix E, encourages use of the DCAA
services to the greatest extent practicable for protection of Government
interests. In addition, services of qualified cost analysis and engineer-
ing personnel are available to the ACOs administering progress payments.

Within the Navy, some ACOs requested DCAA reviews of requests for
progress payments, but not on any systematic basis. The other military
departments did not request reviews since they generally assumed that the
contractor accounting system and costs were under constant surveillance
and periodic audit because of DCAA residencies established at contractor
plants. In accordance with the Defense Contract Audit Manual, paragraph
9-301.3, progress payment audits are usually performed only upon request
by the contracting officer.

Local Navy management in some cases, agreed that they should uti-
lize the services of DCAA to a greater extent. The Air Force management
also concurred-that greater use could be made of DCAA postaudit of progress
payment billings.

DSA Manual Number 8105.1 includes special procedures for processing
first progress payment requests. It provides that:

0


