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ECONOMY IN GOVERNMENT

MONDAY, MAY 8, 1967

Coxneress oF THE UNITED STATES,
SuscoMmITTEE ON ECONOMY IN (FOVERNMENT,
Joint Economic COMMITTEE,
Washington, D.C.

The subcommittee met at 10 a.m., pursuant to notice, in room S—407,

the C&l.pitol, Hon. William Proxmire (chairman of the subcommittee)
residing.

P Present: Senators Proxmire, Sparkman, Symington, Jordan, and

Percy; Representatives Patman, Curtis, and Rumsfeld.

Also present: John R. Stark, executive director, and Ray Ward,
economic consultant.

Chairman Prox»ire. The committee will be in order.

This is the first meeting of the Subcommittee on Economy in Gov-
ernment which was previously called the Subcommittee on Federal
Procurement and Regulation.

In general, this year, we are continuing and expanding somewhat
on the work of that subcommittee.

Specifically, we have asked our witnesses to testify upon the rec-
ommendations of our last report, dated May 1966.

We hope to complete this year’s hearings in four morning sessions
on May 8, 9, 10, and 16. If necessary, however, we will go over to after-
noon sessions so principal witnesses may have ample time. The mem-
bers of this subcommittee have long contended that our economic
dilemma of high debts, taxes, and budgets on the one hand, and vital
human needs on the other hand can be partly, if not wholly, solved by
greater economy in Government. We are dedicating our efforts to this
concept.

Our first witness this morning is the Honorable Elmer B. Staats,
Comptroller General of the United States, who is well known to all
of us from his long and notable service in the executive branch, par-
ticularly the Bureau of the Budget. Mr. Comptroller General, the
committee is indebted to you and your staff for the excellent studies
you have made in the past years. I have read your very fine prepared
statement which includes material relevant to many important sub-
jects we will wish to pursue so I will not impinge upon your time. I
understand you will read the general section of your statement.

For the benefit of the members of the Subcommittee on Economy in
Government, some of the reports which we requested of the GAO and
which we have here today have not been checked with Pentagon staff
merely because time has been too short.

1



2 ECONOMY IN GOVERNMENT

At this point, T would like to have inserted in the record my letters
to Comptroller General Staats, dated March 1, 1967, and April 27,
1967.

(The letters referred to follow:)

Marcy 1, 1967.
Hon. ELMER B. STAATS,
Comptroller General of the United States,
Washington, D.C. .

DEeAR ELMER: I was pleased to confer with you and your staff recently about
the 1967 program of the Subcommittee on Economy in Government of the Joint
Economic Committee.

Later you will be advised in detail of the plans of the Subcommittee for hear-
ings this spring, but there is a subject which deserves immediate attention.

This involves the identification and disposal to the highest economic use of
Federal Government real properties which are no longer needed by the holding
agencies and which do not serve the highest economic purpose nor contribute
to the tax base.

Previous hearings and reports of the predecessor subcommittee pointed to the
need for high level action to identify these properties and challenge the reten-
tion of all sites which may not now be required. We plan on pursuing this subject
at our upcoming hearing.

In this connection, I have read with interest your report B-156167, “Operation
of a Dairy Farm by the U.S. Naval Academy—>March, 1966” which is an excel-
lent case study along the lines of the subcommittee’s economic interests.

Since we will review the report and its implications, I would appreciate early
receipt of a copy for each member (10). I hope also that you will testify on the
report in connection with the real property program I have mentioned and also
Budget Circulars A-2 and A-76.

Copies of this letter are being furnished to Secretary McNamara, Budget
Director Schultze and GSA Administrator Knott.

Warmest regards.

Sincerely,
WiLriay PROXMIRE, United States Senator,
Chairman.

AprIL 27, 1967.
Hon. ELMER B. STAATS,
Comptroller General of the United States,
General Accounting Office,
Washington, D.C.

DeAR MRr. STAATS: The Subcommittee on Economy in Government of the
Joint Economic Committee has scheduled hearings for May 8, 9, 10, and 16,
with you and your staff testifying on Monday, May 8, 1967, 10:00 a.m., (hearing
room to be announced later).

In addition to the specific subjects which you were requested to cover in the
May 1966 report of the Subcommittee on Federal Procurement and Regulation,
it is understood that you will report on the use of receipts and other methods
of program financing as requested by Congressman Curtis. Your full views on
the operation of the dairy farm at Gambrills. Maryland, have previously been
requested. We would wish to relate this subject to a discussion of Budget
Circular A-T76.

Your testimony concerning programs for the improved administration of
common activities such as recruiting. engineering, mapping, timber sales. con-
struction, printing and binding, automatic data processing, ete., will be
appreciated.

Inasmuch as previous General Accounting Office studies and reports on the
management of short shelf-life items and contractor inventory indicate glaring
deficiencies in inventory management, your recommendations for a broad pro-
gram to better protect the billions of dollars worth of Government personal
property will be timely.

As a Subcommittee on Economy in Government, we wish information as to
savings made by your agency during the past year.

Please also give us your ideas on subjects or programs requiring priority at-
tention as revealed by General Accounting Office’s studies and reports during
the past year.




ECONOMY IN GOVERNMENT 3

If additional information is required, you may contact Mr. Ray Ward, Staff
Director of the Subcommittee, phone 173/8169.

‘We would like 100 copies of your prepared statement at least one day before
your scheduled appearance on May 8, 1967, Please address your copies to Room
G-133, New Senate Office Building, Washington, D.C. 20510.

Sincerely,

WiILLIAM PROXMIRE, Chairman.
Mr. Staats, you may proceed, and will you please identify your
assistants for the record ?

STATEMENT OF HON. ELMER B. STAATS, COMPTROLLER GENERAL
OF THE UNITED STATES; ACCOMPANIED BY FRANK H. WEITZEL,
ASSISTANT COMPTROLLER GENERAL; ROBERT F. KELLER, GEN-
ERAL CQUNSEL; WILLIAM A. NEWMAN, JR., DIRECTOR, AND
JAMES H. HAMMOND AND DANIEL BORTH, ASSOCIATE DIREC-
TORE, DEFENSE ACCOUNTING AND AUDITING DIVISION; GREG-
ORY J. AHART, DEPUTY DIRECTOR, CIVIL ACCOUNTING AND
AUDITING DIVISION; OYE V. STOVALL, DIRECTOR, INTERNA-
TIONAL OPERATIONS DIVISION; FRED THOMPSON, LEGISLATIVE
LIAISON STAFF

Mr. Staars. Thank you very much, Mr. Chairman. We are pleased
to be here this morning.

To my immediate right is Mr. Frank Weitzel, Assistant Comptroller
General. To my left, Mr. William Newman, who is head of our Defense
Division. Mr. Gregory Ahart, to Mr. Weitzel’s right, is Deputy Direc-
tor of our Civil Division. Immediately behind me, Mr. Oye Stovall,
head of our International Division ; Mr. Bob Keller, General Counsel,
and Mr. Fred Thompson, of our legislative liaison staff.

We have other members here w%lom we may wish to call on for spe-
cific points.

Mr. Chairman, I have a prepared statement and with your permis-
sion I would like to read that statement at this point.

Chairman Proxmire. Very good.

Mr. Staars. I am pleased to be here today to discuss some of the
significant aspects of the work of the General Accounting Office during
the past year. I know of no more effective means available to us each
year to outline for the Congress and focus its attention on the broad
scope of our efforts in the far-reaching areas of Government activities,
particularly the management of its resources.

This type of hearing, in which the Comptroller General appears as
the agent of Congress in the same forum with prineipal policymakers
and resource managers of the executive branch of Government, has
become an annual event for this subcommittee. We believe such a re-
view makes a substantial contribution to good government.

The total impact of the Government’s vast operations on the Nation’s
economy is significant. In calendar year 1966, the Federal Govern-
ment procured $77 billion worth of goods and services. This amounts
to 10.4 percent of the gross national product, which was $739.5 billion
in calendar 1966. Federal procurement for defense purposes repre-
sented 8.1 percent, while nondefense purchases of goods and services
equaled 2.3 percent of the GNP.
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The role of the General Accounting Office does not involve policy
determinations as to the volume cor purposes of Government spending.
As you know, our function, briefly stated so far as is pertinent here,
is to evaluate the manner in which Government agencies carry out
their authorized programs and to report our findings and recom-
mendations to agencies and to Congress. Included in this duty is the
responsibility for determining that financial transactions ave carried
out within the laws enacted by the Congress. It is our function aiso
to preseribe proper principles and standards to be employed by execu-
tive agencies in accounting for the Government’s financial and physi-
cal assets.

Refunds, collections, and other measurable financial savings or addi-
tional revenues resulting from the recommendations of the General
Accounting Office in fiscal year 1965 amounted to $186,780,000 and in
fiscal year 1966, $130,637,000. Of the totals, actual refunds and collec-
tions made by or through our efforts during 1965 amounted to
$24,949,000 and in 1966, $17,192,000. Substantial amounts of the sav-
ings or additional revenues are recurring in nature and will continue
in future years. The principal area in which the greatest measurable
financial savings were realized occurred in supply management of
Government-owned materials.

The audit and review work we are discussing today was performed
by three of our operating divisions—the Civil Division, the Defense
Division, and the Internaticnal Division. The International Division is
our newest. Organized in 1963 it has the responsibility for audit of
State Department programs and the oversea program of all agencies
and departments. The Civil Division is responsible for the aundit of
domestic programs and operations of all other Agencies of Govern-
ment, except the Department of Defense; the Defense Division covers
that Department and the three military departments.

To save time we have included as attachments to my statement much
of the detail on some of the subjects we will cover today, as well as
other subjects not actually discussed in the text. We have furnished
copies of this material for each member in advance of the hearings
so they might identify areas of interest.

We have conducted several special surveys and reviews during the
past vear covering Department of Defense activities in which your
subcommittee has expressed particular interest. I will discuss the re-
sults of that work first.

RESPONSIVENESS OF THE MILITARY SurPLy SysTEMS IN MEETING
OPERATIONAL NEEDS

The U.S. military supply systems involve the greatest diversity of
items and the largest inventories to be found in any organization in
the world. Approximately 4 million different items are classified, iden-
tified, and catalcged within the Department of Defense. Inventories
on hand are valued at about $37 billion, excluding aircraft, ships, and
supplies and equipment in the hands of using units.

Last year, we advised you of our plans to undertake a broad long-
range defensewide survey of supply system’s responsiveness to military
needs. Our survey was conducted at various military installations and
activities in the continental United States as well as overseas. The
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survey was performed with close cooperation from the Office of the
Secretary of Defense. The Department’s active participation contrib-
uted materially toward the completion of the survey in a compressed
period of time, has served to expedite consideration of our observa-
tions, and at the same time has assured that our presence did not
hamper military operations. .

We have provided the Secretary of Defense with a summary of
our overall observations which, in our opinion, warrant high level and
long-range consideration and management attention. Our major. ob-
servations are as follows:

1. At the present time there is no one organization within the Army
with the overall responsibility for inventory management and design
of supply systems. As a result, there is a loss of control over material,
supply practices, and procedures are not standardized, maximum use
is not made of skilled personnel, and supply support is not as re-
sponsive to the demands of combat units as it should be. )

2. The standard DOD requisitioning system, as presently imple-
mented by the Army, is not permitting the processing of large volumes
of transactions in a timely manner during periods of rapid force
changes. We believe that a large part of the problem with the system
is attributable to an unnecessarily large number of Federal catalog
changes and the lack of adequate training on the part of supply per-
sonnel at the requisitioning level.

3. The stock fund method of financing the acquisition of supplies
by using units is not sufficiently responsive to the needs during periods
of rapidly increasing demands. Accordingly, we believe that certain
modifications to the stock fund system are necessary with respect to
their application to combat support units.

4. Practices involving the incremental funding of procurement re-
quirements need improvement in order to precﬁude delays and in-
creased costs in the purchasing of critically needed material.

5. There is a need to provide better service to requisitioning activi-
ties by improving transportation management and the reliability of
the communication system.

6. The utilization of the productive capacity of contractors in the
the aircraft industry requires, in our opinion, further study for the
purpose of determining methods for increasing that capacity available
to the military departments.

7. Information regarding increased force levels and flying hour
programs needs to be provided to responsible inventory management
officials more promptly in order to effect timely requirement determi-
nations and procurement actions.

8. Increased attention needs to be given to the distribution and
training of logistics personnel and the ratio of logistics units to tac-
tical and other units supported.

In addition to the above, we identified 82 further opportunities for
improving the supply systems at various operating levels. They in-
volve requirements computations, inventory controls, requisition proc-
essing, and supply manpower management, as well as others.

At the direction of the Secretary of Defense, a procedure was de-
veloped within the Department to review each of the above recommen-
dations and to report to the Secretary and the Comptroller General
on actions taken. .
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Progress reports received from the Department of Defense indicate
that corrective actions have been taken and are complete in 58 of the
areas, and are in process in the other 24. We plan to conduct a follow-
up review of the effectiveness of the improvement actions within the
next few months.

ApeEquacy oF InvenTory CONTROLS

There is approximately $10.4 billion in spare parts, components, and
supplies held in 43 major depots of the military departments in the
continental United States. Annual issues from these depots amount
to over $7 billion.

During the past year, we have performed considerable work within
the area of inventory controls at the U.S. depots of the military
services and the Defense Supply Agency. Our findings indicate that
increased emphasis and attention are needed at all management levels
to improve the usefulness of stock records for control of inventories.

We found in our review, for example, that significant differences
existed between stock record balances and the actual quantities of items
in depot inventories throughout the supply systems. This was evi-
denced by frequent and voluminous adjustments being made to the
stock records by the services. The depot supply activities in the De-
partment of Defense adjusted inventory records up or down, that is,
gross adjustment, an average of $2.4 billion annually in fiscal years
1965 and 1966. For instance, at one location with an average inventory
of $442 million, approximately 61 percent of the records for the 239,-
000 items physically inventoried during fiscal years 1965 and 1966
contained significant errors requiring gross inventory adjustments

‘totaling $83 million.

Factors which we feel contributed to the significant amount of in-
ventory -adjustments were (1) inaccurate stock locator cards; (2)
physical inventories frequently made without proper control of docu-
mentation for receipts and issues occurring during the period of the
inventory; (3) lack of proper reconciliations between the physical
inventory counts and the stock records at the completion of these in-
ventories and determinations as to the causes of the imbalances; and
(4) failure of supply personnel to follow inventory control procedures.

We are suggesting to the Secretary of Defense that he establish a
group, made up of representatives from the military departments
and Defense Supply Agency, whose sole function would be to study
inventory controls in depth. The objective of this study should be the
determination of broad basic causes for inadequate inventory control
with a view toward making recommendations for improvements. We
plan to continue our work, also, and in order to avoid duplication of
effort, we plan to coordinate our efforts with those of any such groups
designated by the Secretary of Defense.

CoxTtroL OVER GOVERNMENT-OWNED PROPERTY IN THE POSSESSION OF
DerFexsE CONTRACTORS

In the report of the Subcommittee on Federal Procurement and
Regulation released in May 1966, it was recommended that the Gen-
eral Accounting Office cooperate with the Department of Defense in
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the development of an adequate contractor inventory accounting sys-
tem and that a thorough review be made of any misuse or unauthor-
ized use of Government property in the hands of contractors.

We have devoted a considerable amount of time to these areas
during the past year, but there is more work to be done.

PROPERTY ACCOUNTING SYSTEMS

Records of the Department of Defense indicate Government-owned
facilities and material in the possession of contractors approximate
a value of $11 billion located at about 5,500 plants. This does not in-
clude the value of special tooling, special test equipment, and military
property as the Department does not require contractors to report the
value of such property in their possession.

The Armed Services Procurement Regulation (ASPR) places re-
sponsibility on the contractor for maintaining official records of Gov-
ernment property in its possession under a property accounting sys-
tem approved by the property administrator. The Property adminis-
trator is required periodically to test the contractor’s system to insure
that adequate control over Government-owned property exists.

We found the approval process to be of questionable value. For
example, at one location we found that the contractor’s system had been
approved in August 1962. Selective floor checks subsequently con-
ducted by the Government property administrator disclosed numerous
instances where commercial work was performed with industrial plant
equipment for which the contractor had not requested advance approval
as prescribed. Although corrective action was promised, the incidence
of discrepancies rose from 7.5 percent of items tested during late 1964
and early 1965, to 13.5 percent of items tested during the first 9 months
of 1966. The approved status of the contractor’s system had not
changed.

Many contractors did not maintain financial control accounts for
Government-owned material and special tooling. For example, at one
contractor’s plant the Government, about 12 years ago, acquired $55
million in special tooling. The value and quantity of such tooling now
on hand cannot be readily determined. The contractor indicated that,
to identify Government-owned special tooling, a physical inventory
would have to be taken and that such an inventory would take 20 men
1 full year to complete.

Many of the contractors we visited either were not taking periodic
physical inventories, or applied improper inventory procedures. For
example, at one location the same contractor personnel that had
custody of the material also took inventories, and in addition, main-
tained the stock records. We believe that appropriate segregation of
the duties of personnel taking physical inventories is essential to good
property control.

For the past 114 years, relatively few audits have been made of the
effectiveness of property administration at all of the contractors’
plants having Government-owned property.

We have made a number of recommendations for improvement in
controls over Government-owned property in possession of contractors
and many revisions to the ASPR are 1n process to effect improvements.

79-459—67—pt. 1 2
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However, the work requested by your subcommittee has not been fully
completed. We will continue to cooperate with the Department in ifs
efforts to implement the numerous changes to property regulations
which are now in process.

UTILIZATION OF GOVERNMENT-OWNED PROPERTY

We were unable to determine the usage of equipment at many con-
tractor plants we visited because most property accounting systems
did not include utilization records. However, at certain locations where
limited utilization records were maintained, we questioned retention
by contractors of 328 items of industrial plant equipment costing an
estimated $15.9 million. We questioned retention where no use had
been made of the equipment over an extended period of time, where
75 percent or more of the equipment use had been for commercial
work, or where usage of the equipment was low.

None of this equipment had been reported as idle and available for
relocation. Further, our examination of records at the Defense In-
dustrial Plant Equipment Center (DIPEC) revealed that 81 of the
items we questioned were in critical or short supply.

The Office of Emergency Planning in July 1957, established a re-
quirement for contractors to request advance approval to use Govern-
ment-owned machine tools on commercial work exceeding 25 percent of
the total usage. This procedure was established primarily to prevent
contractors from obtaining a favored competitive position. We found
that, generally, contractors were not requesting such advance ap-
proval. For example, in one case an 8,000-ton press, costing $1.4 million,
was installed in a contractor’s plant on the basis that less efficient
Government-owned 4,000 ton presses at the plant could not handle all
Government orders for jet engine blades. During a subsequent 3-year
period, 78 percent of the use of the large press was for commercial
work, without approval of the Office of Emergency Planning having
been obtained and the majority of Government blades were produced
on the small presses.

We found a lack of uniformity in the rates charged for rental of
Government-owned equipment. In some cases, this resulted in in-
equities between contractors. We also found cases where negotiated
rentals were below the prescribed rates. For example, at one contrac-
tor’s plant, rent applicable to a Navy standby facility is based upon
2 percent of the sales price of the products. We estimated that de-
termination of the rent based upon’ prescribed uniform rates would
have increased the annual rental from $83,000 to about $194,000.

A program for replacement of Government-owned machine tools
was initiated in 1965 for the purpose of maintaining such tools in a
modern condition. Expenditures amounted to about $50 million in
fiscal year 1966 for modernization and replacement purposes. The
trend of expenditures has shown a continuous increase over prior
years. While the Department of Defense policy is very restrictive as to
the conditions under which new Government facilities will be fur-
nished to contractors, the Department’s program for modernization
and replacement of machine tools appears to provide a means to
acquire new machines for older ones under different and less restric-
tive criteria.
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The program, as presently administered will, in our opinion, per-
petuate the large Government investment in general purpose machine
tools in possession of contractors, and thus defer indefinitely the time
when contractors would furnish all facilities, in accordance with the
Department’s basic policy, for performance of Government contracts.

Procrar FOR OBTAINING INCREASED COMPETITION IN PROCUREMENT OF
Parts aAND COMPONENTS

The Department of Defense and the military Departments have
initiated well-conceived programs placing increased emphasis on
achieving competition to the maximum practicable extent in the buying
of spare parts. .

However, many of the problems we identified in our previous work
in the area of aeronautical replacement spare parts still prevail. These
problems were reported to the Congress in 1961 and 1963, and were
discussed in hearings before interested congressional committees. Our
recent survey indicates that incomplete or inadequate technical data
still contribute significantly to the award of noncompetitive procure-
ments.

Our survey showed that of about $2 billion worth of aeronautical
spare pt;‘mrts bought in fiscal year 1966 by four major purchasing cen-
ters, about $425 million or 21.5 percent was reported to have been
purchased competitively. Of this amount $114 million, or less than
6 percent of the total was accomplished by use of advertising while
$311 million or 16 percent was procured by competitive negotiation
wherein the number of firms requested to bid was somewhat limited.

A large percentage of the actions which were classified and reported
to higher management levels within the Department of Defense as
competitive procurements, in our opinion, were in fact made without
competition.

The primary cause for misclassifying procurements as having been
awarded on the basis of price competition appears to stem from the
criteria in the Armed Services Procurement Regulation. The regula-
tion permits a contract award to be classified as competitively priced,
even when only one response is received, as long as two or more pro-
posals were solicited and the accepted proposal meets certain other
evaluation tests.

In addition, the Armed Services Procurement Regulation permits
purchases of $2,500 and under to be reported as competitive even
though many are not. The four locations we visited reported in the
fiscal year 1966 a total of about $80 million in procurement actions
of $2,500 and under as being awarded on the basis of price competi-
tion. Of the total amount, however, an estimated $55 million, or
69 percent, represented noncompetitive procurements.

‘We are proposing changes in the Armed Services Procurement Regu-
Jation to provide additional guidance to contracting officers for classi-
fying and reporting of negotiated contracts.

Our survey tests of $174 million in procurements classified as non-
competitive showed that about $103 million or 59 percent was pro-
cured noncompetitively because of determinations that technical data
were either not adequate or not available. Let me illustrate the inac-
curacy of some of these determinations:
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“On March 9, 1966, the Army awarded a contract valued at almost
$150,000 to a prime contractor for 879 filters for use on a helicopter.
This noncompetitive award was made on the basis that it was impossi-
ble to draft adequate specifications for the part in time for the procure-
ment.

“However, we found that adequate technical data to support a com-
petitive procurement was on hand. When we advised the contracting
officer of this fact, he canceled the contract and solicited bids from
three companies of which two responded. In August 1966 a new con-
tract was awarded at a price of about $81,000 or at a savings of about
$69,000 when compared with the initial sole-source price obtained from
the prime contractor in March 1966 for the same number of filters.”

Other principal reasons given by the centers for awarding contracts
without competition, although not nearly as predominant as inade-
quate technical data, included critical manufacturing techniques, ur-
gency of the requirement, and administrative expediency relative to
awards of $2,500 and under.

Mr. Chairman, we turn next to a discussion of certain work we have
performed in the civilian agencies, in which we believe the committee
has a strong interest. The first subject concerns the progress being
made in the development of a national supply system. This was the
first recommendation in the subcommittee’s report last year.

NarionAL SuppLy SySTEM

An important step toward the development of a national supply
system was taken with the transfer of about $65 million worth of
handtool and paint stocks from the Department of Defense to the
General Services Administration. The transfer was substantially com-
pleted in 1966. :

The management responsibility for 52 other Federal Supply Classi-
fications is scheduled for transfer in July 1967.

We reviewed handtool and paint inventories at the Defense Depart-
ment depots after management responsibility had been assumed by
GSA and found that there were significant quantities of GSA-owned
stocks on hand which were not recorded on the GSA inventory rec-
ords. As a result, these stocks were “lost” to the supply system.

After we brought this situation to the attention of Defense and
GSA officials, complete physical inventories were taken at the Defense
depots and about $4 million worth of stocks were found which had
not been—but which should have been—recorded on the GSA inven-
tory records. During the period when the stocks were unrecorded,
GSA purchased about $1.1 million worth of stocks that were identical
to the unrecorded stocks.

In our opinion, the transfer difficulties would have been largely
avoided if:

1. Defense inventory records had been accurate when the stocks were
transferred.

2. Effective controls had been maintained over GSA-owned stocks in
Defense depots after the transfers.

8. GSA and Defense had cooperated more closely in solving their
mutual problems.
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In January 1967, we proposed to the Secretary of Defense and the
Administrator of General Services that certain steps be taken in
future stock transfers to eliminate these difficulties. We proposed that
detailed physical inventories be taken of all stocks to be transferred,
the inventory records be reconciled to the physical counts, and the
warehouse stock locator records be updated. We proposed also that,
prior to the transfer of management responsibility, a joint committee
be made responsible for providing operating procedures to carry out
the transfers, acting as liaison and coordinators, and settling promptly
any problems relating to inventory shortages during the transfers.
Defense and GSA have agreed with our proposals.

CoOMPETITION IN PROCUREMENT

Further on competition in procurement, and this on the civilian side,
as in the case of the aeronautical spare parts procured by the Defense
Department, we have noted several instances where competition—in
this case, formal advertising—could have been used to an advantage
in the procurement of common use items and services by the General
Services Administration.

For example, about $17 million worth of automobile tires and tubes
are purchased annually under negotiated Federal supply schedule
contracts. We suggested to GSA that the formal advertising method
of contracting could be used for procuring the bulk of the Govern-
ment’s requirements since the essential elements for advertised con-
tracts are present, that is, Federal specifications have been established,
items meeting such specifications are widely sold on the commercial
market, and there are a sufficient number of potential suppliers to
permit  effective competition for the bulk of the Government’s
requirements.

The GSA has now advised us that formal advertising will be used
for high volume tire and tube items and that consideration would be
given to advertising for other tires and tubes. We estimate that sav-
ngs in this case will amount to a million dollars a year.

In another case, we found that the prices paid for repair and main-
tenance of office machines under national contracts negotiated by
GSA with machine manufacturers were higher than the prices
charged for the same type of services under regional contracts
awarded on an advertised basis.

The administration agreed to expand the use of regional contracts
and to encourage their use by Government agencies. We estimate that
savings of up to $1.2 million annually will result from the actions
being taken here.

Also, we found that the Government incurs costs of about $1.9
million for short-term rental of cars under informal arrangements
made by Government agencies with commercial rental firms. Similar
cars are rented by GSA under contracts awarded generally through
formal advertising. We estimated that savings as much as $350,000
annually could be realized if cars being rented under informal arrange-
ments were rented at GSA contract rates.

The Administration is studying the matter with a view to increasing
the relative share of such rentals made under GSA formally advertised
contracts. We intend to continue to follow this work.
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Crvir, AcgExcy CONSTRUGCTION

In the civilian agency construction area, we have intensified our
audit efforts, and have reported on a wide range of subjects relating to
construction directly managed by Federal agencies. Our reviews have
led to recommendations that:

The Department of the Interior make a study to determine the full
extent of the differences in transmission line construction practices of
the Bureau of Reclamation and Bonneville Power Administration te
determine the degree of construction coordination necessary and prac-
ticable, and adopt more uniform construction practices where possible.

The Post Office Department use standards comparable to those estab-
lished by the General Services Administration for determining the
office space needs of other Federal agencies in planning of office space
in new postal facilities.

The Federal Aviation Agency amend its orders and issue appropriate
instructions to clarify its policy relating to the selection of designs for
use in the construction of airport traflic control towers.

The General Services Administration develop soils and foundation
engineering capability within the Public Buidings Service to assist
in avoiding or minimizing construction difficulties and related costs
associated with foundation design problems and unanticipated soils
conditions.

The General Services Administration (1) strengthen controls over
on-site inspection of building construction to help assure compliance
with contract specifications related to delivery and placement of con-
crete and (2) revise its policies and procedures so that laboratories
engaged to test concrete for compliance with specifications would be
responsible directly to the Government rather than to the contractor.

The Bureau of Indian Affairs revise their school construction stand-
ards to avoid excess seating capacity in school dining facilities.

The Corps of Engineers formally amend its existing regulations to
require that field requests for permission to enter into fixed-price con-
tracts for major relocations be supported by detailed cost analyses or
other justifications to enable the headquarters office to properly evalu-
ate the circumstances requiring a deviation from the prescribed
procedures.

I cite these, Mr. Chairman, to emphasize that we feel that this is
an important area for the GAO and as illustrations of our
recommendations.

In general, we have found agency management receptive to our
suggestions. Actions have been taken or planned in response to most
of our recommendations which, if effectively implemented, should
result in significant improvements and economies in construction
activities.

In a closely related area, we recently reported on our review of the
interpretation by Federal agencies of statutory limitations on fees
paid for architect-engineer services and related matters. I have in-
cluded a summary of the results of our review in Appendix No. 11.
(See p. 27.) In brief, we concluded that the present limitations are
impracticable and unsonnd and we recommend that they be repealed
by the Congress. We believe that the requirements for competitive
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negotiation and the submission and certification of cost or pricing
data under Public Law 87-653, that is the “Truth in Negotiations”
law, should, if properly applied, provide adequate assurance of rea-
sonable fees. However, because the agencies concerned and the pro-
fessional architectural and engineering societies do not agree with us
that the competitive negotiation provisions of the statute are for ap-
plication in the procurement of such services, we have suggested that
the Congress clarify itsintent in this regard.

AUTTOMATIC DATA PROCESSING

As indicated in the hearings last year, we are conducting Govern-
mentwide studies of present and planned uses of ADP systems in the
Federal Government with particular emphasis on compatibility and
standardization of such systems and equipment, including related
communication facilities. These studies include further inquiry into
the trend and development, use, and cost of ADP systems in relation
to flow of data and information within Government systems and
between Government and industry systems.

For example, we are looking into various possibilities for sharing
through use of service centers or other arrangements which would
provide for increased utilization of computer resources already ac-
quired. Our studies are also directed at such questions as how to
achieve greater interchange of data automatically between ADP sys-
tems and how to reduce duplication of effort in the development and use
of ADP systems.

We intend to continue our efforts to review the need, application,
and utilization of ADP equipment by Federal departments and agen-
cies as well as the effects of Defense Procurement Circular No. 52,
issued only on March 24, 1967, on the purchase of such equipment
by Defense contractors. This subject is discussed more fully in Attach-
ment No. 12, (See p. 404.) We will certainly keep the subcommittee
adyvised of our studies in this area because we know of your interest
n 1t.

INTERAGENCY COORDINATION TO IMPROVE ADM:INISTRATION OoF
CoMMON A CTIVITIES

Mr. Chairman, in your letter of April 27, 1967, you referred to
“programs for the improved administration of common activities.”
You referred to timber sales under this category and this is indeed
a good example of a common activity which can be improved by
closer coordination between the Agencies involved.

In a review we made, we found significant differences in the ap-
praisal practices followed by the Forest Service, Department of Agri-
culture, and the Bureaus of Indian Affairs and Land Management,
Department of the Interior, to arrive at minimum selling prices for
standing timber. Differences had continued to exist despite a state-
ment of congressional intent in 1965 and a Bureau of the Budget re-
quest in 1959 for consistency in such practices.

While the timber management agencies had taken action to eliminate
some of the differences in their appraisal practices, maximum uni-
formity in the best interests of the Government had not been achieved.
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We recommended that the Director of the Bureau of the Budget take
action to insure that the agencies jointly develop and apply the most
desirable set of appraisal procedures. We have been informed that
the departments have agreed to develop uniform appraisal methods.

Closer coordination between agencies can be of benefit in other ways.
We have found opportunities for savings in situations where the pro-
gram of one agency could be modified so that it would also serve the
needs of another.

Two such situations were discussed by us in reports issued during the
past year. One report involves research projects by the Federal Avia-
tion Administration and the Public Health Service on the effects of
aging on pilots; the other concerns activities of Federal agencies in
the establishment of geodetic control points. I have included more
detailed discussion of these reports in attachment No. 13. (See p. 30.)

Avprr Wors OVERSEAS

T would like to turn briefly to our work overseas, besides the subject
of military supply systems which we discussed earlier, our efforts in
oversea areas have been concentrated for the most part on the military
construction and economic assistance programs in South America
and certain other countries; and operation FRELOC—the relocation
of United States and NATO forces from France.

In view of the increased U.S. Government activity in Vietnam and
the surrounding area, we have during the past year increased the ap-
plication of our audit manpower in Southeast Asia. We have estab-
lished offices in Saigon and in Manila under the direction of our Far
East Branch in Honolulu. We are also in the process of establishing an
office in New Delhi under the direction of the European branch in
Frankfurt.

Our audit work in Vietnam has included a survey of the $1.2 billion
U.S. construction program, on which we expect to submit a report
to the Congress before the end of May ; a survey of the commercial im-
port program administered by the Agency for International Develop-
ment, on which we plan to send a report to the Congress within the next
month ; and reviews of the adequacy of the internal audits and man-
agement inspections of these and other major U.S. programs in Viet-
nam. The results of our initial survey on these audits and manage-
ment inspections were reported to the Congress last July. A few days
ago we submitted a further report on the progress made and areas of
continuing need. This followup report showed that there had been
significant increases in the number and scope of internal reviews, but
that there remained a need to maintain and increase management sur-
veillance over U.S. activities in Vietnam.

We have continued to review the administration of U.S. foreign
assistance programs in other parts of the world, including South
America. In addition to audits of selected segments of the economic
assistance, military assistance. and food-for-peace proorams in vari-
ous countries, we are endeavoring to broaden our audit coverage by
reviewing on a more comprehensive basis all of the major U.S. pro-
erams in a given country. Some of the countries where we have
either segmented or more broadly based reviews in process or planned
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are Chile, Peru, the Dominican Republic, Tunisia, Nigeria, Turkey,
Korea, and India.

With regard to operation FRELOC, we plan toex amine into whether
the best, interests of the Government are being protected in connection
with the disposal of about $550 million worth of U. S. real property
in France, including surplus commodity housing.

Also, a recent survey indicates that over $100 million worth of
new construction is planned, mostly in Germany. We plan to review
the requirements for the construction of these new facilities and the
adequacy of procedures following in contracting for the construction.

In connection with supply operations under the FRELOC program,
most of the physical inventories at military installations in France
have been transferred to other sites in Europe. In the past, when mass
movements of inventories have occurred, inventory controls have
tended to weaken or break down. We plan to look into whether ade-
quate stock control procedures were in effect for the FRELOC opera-
tion and whether any great loss of assets occurred. We will also re-
view selected disposal actions.

In conclusion, Mr. Chairman, and with reference to your request
for our ideas on programs requiring priority attention in the fu-
ture, we believe that all of the areas we have discussed need further
attention by the administrative agencies. As we have pointed out, the
agencies have responded favorably to most of our findings and recom-
mendations but increased effort must be applied continuously if per-
manent and far-reaching improvements are to be expected. The extent
of our own work, in those areas, will depend on the rate of progress
we observe in improvement of the administration of the programs.

One other area on which we are placing more emphasis is the reve-
nue collecting activities of the Internal Revenue Service. On the basis
of limited work there, we have successfully recommended some im-
provements both in the law and procedures.

The control of short shelf-life items also continues to need atten-
tion. While progress has been made in this area, there is more to be
done. Other areas no doubt exist and some perhaps will develop during
our discussions here today. Also, we will be glad to work closely with
your staff in identifying subjects for consideration by the subcommit-
tee for further inquiry.

This concludes my prepared statement. We will be glad to answer
any questions you may have.

T would like to call your attention to the list of attachments. We
found this necessary because our statement otherwise would have been
prohibitively long. But we would be happy to answer questions or go
1nto any details.

(List of attachments referred to above follows 1)

LIST OF ATTACHMENTS

1. Identification and Disposal to the Highest Economic Use of Federal Govern-
ment Real Properties No Longer Needed by the Holding Agencies. (P. 16.)

2. Defense Logistics Services Center Facilities for Promoting Greater Inter-
service Utilization of Excess Stocks. (P. 17.)

3. Maintenance of Idle Production Equipment Reserves by General Services
Administration, Department of Defense, and National Aeronautics and
Space Agency. (P. 19.)
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4. Requisitioning of Small Quantities of Low-Value Material from the Defense
Supply Agency. (P. 20.)

. Activities of the Defense Contract Administration Services, Defense Supply
Agency. (P. 21.)

6. Use of General Services Administration as Sources of Supply by Government
Contractors. (P. 23.)

7. Defense Supply Agency Management of Supply Items Having Little or No

8

9.

[l

Demand. (P. 24,
. Potential Savings by Consolidation of Field Organizations and Facilities for
Recruiting Military Personnel. (P. 25.)
. Opportunities for Savings in Contracting for the Printing of Technical
Manuals and in Other Aspects of the Management of Technical Manuals
in the Department of Defense. (P. 25.)
10. Military Facilities and Construction. (P. 26.)
11. Government-Wide Review of the Administration of Certain Statutory and
Regulatory Requirements Relating to Architect-Engineer TFees. (P. 27.)
12. Automatic Data Precessing. (P. 29.)
13. Mecdification of Agency Activities to Meat Needs of Other Agencies. (P. 30.)

IDENTIFICATION AND DISPOSAL TO THE HIcHEST EcoxoMIc USE OF FEDERAL Gov-
ERNMENT REAL PROPERTIES N0 LONGER NEEDED BY THE HOLDING AGENCIES

We share the Committee’s interest in the identification and disposal of Federal
Government real properties which are no longer needed by the holding agencies
and which do not serve the highest economic use nor contribute to the tax base.

It is to be recognized, however, that there is no specific requirement of law
that Federal property be used to take advantage of its highest potential value.
Policy guidelines, however, are set forth in Bureau of the Budget Circular A-2,
dated April 5, 1967. It is stated in the Circular, so far as pertinent to situations
where high-value property is used, that real properties or portions thereof gen-
erally should be declared excess when :

“b. Substantial net savings to the Government would result if properties used
for essential purposes could be sold at their current market value and other
suitable properties of substantially lower current values substituted for
them * * *»

Within the past few years we have reported to the Congress on two instances
where we believe land could be disposed of by the Department of Defense and
result in either (1) a substantial return to the Government through sale of the
land involved, or (2) a reduction in Government expenditures for maintenance
and operation of the properties. These reports dealt with the questionable reten-
tion of high-value land for use as a golf course at Fort Gordon, Georgia, and the
use of high-value land for recreation, reserve forces training, and military hous-
ing purposes at Fort DeRussy, Waikiki Beach, Hawaii.

In each of these cases the Department of Defense disagreed with us, generally
on the basis that the properties involved were needed to provide recreational fa-
cilities for military personnel and their dependents. We do not question the need
for recreational facilities for military personnel. We believe, though, that ade-
quate alternate military or private facilities were available in the loeations in-
volved.

Your Subcommittee has expressed particular interest in our report on the
operation of a dairy farm by the United States Naval Academy (B-156167, March
23, 1966). On the basis of the results of operations during 1964, we estimated
annual savings of about $84.000 would be realized by the Government if the
Academy dairy farm was sold and the Academy’s milk products obtained from
commercial sources. We brought out in our report. however, that the estimated
savings were based on the assumption that the proceeds from sale of the farm
would accrue to the United States Government. We made it clear that any other
disposition of the proceeds would alter the comparative costs and thus, the
savings to the Government.

At the request of the Department of the Navy, we are currently reviewing a
conclusion of the Department that funds from a disposal of the Academy farm
should, under the provisions of section 485(c), Title 40, U.8.C., be credited to the
midshipmen’s store fund, a nonappropriated fund activity, rather than to the
Treasury. If the Navy is correct in its position, there will have to be a reexamina-
tion of the estimated interest savings in order to determine whether or not there
would be an overall savings to the Government in the event the farm is sold.
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Also, since our report was issued, staff members of the House Committee on
Government Operations have spent considerable time in investigating the matter.
As a result, we have recently agreed to conduct a review of current cost data
on the dairy farm operation being developed by the Navy to see whether it is still
in the best interest of the Government to close the dairy. Our review will include
the interest savings factor mentioned above.

A. special Subcommittee of the Committee on Armed Services also inquired
into the proposed disposal of the Naval Academy dairy farm and issued a report
on October 6, 1968. The Subcommittee recommended that no disposal actions be
instituted by the Secretary of the Navy.

On April 5, 1967, the Bureau of the Budget issued a revised and expanded
version of Circular A-2 on the utilization, retention and acquisition of Federal
real property. A significant improvement in the Cireular is a requirement for
an annual review of real property holdings by the agencies. We also believe that
the revised Circular provides more specific guidance to the agencies as to the
need for the retention of real property. The extent of progress made, however,
will be subsequently determined on the basis of the effectiveness of the agencies
in implementing the policies and objectives outlined in the Circular.

We have been associated with matters concerning the substance of Bureau of
the Budget Circular A-76 for a number of years. It is a complicated matter. It
concerns problems not only of cost analyses but also other important factors, such
as decigions to make or buy, the need for maintaining in-house capability, and
the effects of Government competition with business.

Consistent interpretation and implementation of the principles of Circular
A-76, as well as A-2, are most difficult to achieve and, many times, deep emotions
are involved. This is true particularly with respect to activities which have been
carried out many years by the Government. New starts are much more easily
dealt with.

e feel that A-76 is sound but needs further improvement because it is
important that all agencies operate under the same guidelines. Differing opera-
tions and interpretations cause confusion. We do not agree with the feeling by
some that there is need for separate guidance in this area for differing kinds of
services being procured. This is not a matter which can be dealt with on a formula
basis, What is needed is good criteria.

Recently, we made several suggestions to the Bureau of the Budget for the
purpose of clarifying certain parts of Circular A-76. One of the greatest difficul-
ties in administering Circular A-76 concerns the question as to whether State and
local taxes should be included in the cost comparisons and what differential
should apply. State and local taxes are not a cost of the Federal Government
except in a very remote sense, but this is compensated for somewhat by such
Federal programs as aid to schools in impacted areas, sharing revenues, etc. We
are still looking into this problem.

DEFENSE LOGISTICS SERVICES CENTER FACILITIES FOR PROMOTING GREATER INTER-
SERVICE UTILIZATION OF EXCESs STOCKS

We are currently inquiring into materiel utilization operations at the Defense
Logistics Services Center at Battle Creek, Michigan, and at selected activities of
the military services. Our preliminary work at these installations indicates that
the potential exists for increased utilization of available assets within the
Department of Defense.

We believe that increased utilization can be obtained if improvements are
made in the PLUS (Procedures for Long Supply Asset Utilization Screening),
program. In this connection, we have found that most of the needed improve-
ments have been previously identified by Defense study groups and internal
auditors, but program operations have not improved significantly.

Under the PLUS program, the various military inventory control points report
excess materiel and existing requirements for materiel to the Defense Logistics
Services Center for centralized mechanical screening. When excess assets of
one inventory control point are matched with requirements of another, the
Center informs the requiring activity of the available materiel. The effective-
ness of this program is dependent on the accuracy of data ineluded in the mech-
anized file at the Defense Logistics Services Center and the propriety of
decisions made by the services regarding potential transfers of available materiel.

The Defense study of the Materiel Utilization Program, dated January 1965,
identified five broad problem areas and more than 20 subareas in need of man-
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agement improvement. The study report contained 83 basie recommendations
outlining future courses of action for optimum reutilization of materiel within
DOD. The findings that we are developing in the course of our current work
are directly related to one or more of the problem areas discussed in this latest
of the Defense studies on materiel reutilization.

1. In the area of Asset Knowledge, the study pointed out that the systems used
by the military services to determine asset positions—quantities of stock in vari-
ous categories of need—vary widely. Some provide complete knowledge of all
quantities on a world-wide basis, while others provide periodic information on
only those quantities in the wholesale depot system. As a resuilt, present asset
reporting systems are often deficient in terms of either the depth or currency
of information necessary for effective operations of Program PLUS.

Deficiencies in asset knowledge reflect on the accuracy and validity of com-
puted requirements and, therefore, on the accuracy and validity of interservice-
able net requirements and net releasable assets. Deficiencies in asset knowledge
serve to inhibit item manager decisions on the release of assets to other service
users and/or delay such decisions pending the availability of the latest data.

2. Regarding the Velidity of Requirements and Stratification of Military
Stocks, the study acknowledged that reliable identification of net requirements
is precedent to effective interservicing of availabie excess materiel. One of the
more significant deficiencies in the operation of the PILUS Program is the high
rate at which offered assets are being rejected by requiring Inventory Control
Points of other services.

Discrepancies between acceptable guantities of available assets and reported
requirements often arise because of the use of different programs for deter-
mining valid requirements and for reporting requirements (often inflated) to be
screened under Program PLUS—or difference between the formulas used for
reporting requirements and that used in making decisions on the acceptance of
materiel which has been offered. In other words, different data is often used in
determining requirements reported under the PLUS Program and in determining
quantities to be accepted under the program.

For example, requirements or available assets are often reported based on
mechanized computations, but acceptance or rejection of subsequent offers of
materiel are based on current manual recomputations. Mechanically determined
requirements should coincide with manual computations used in accepting or
rejecting offered assets.

3. In the section on Releasable Assets, the study indicates that Inventory Con-
trol Points do not report all releasable assets. Certain service policies preclude
the reporting of system-wide releasable assets which are not in the wholesale
supply system. The study recommends that interservicing computations for use
in Program PLUS include all assets used by the Inventory Control Points in
their requirements computations, and that differences between reported asset
availability and released assets have an auditable basis.

The study also recommends that (1) the cyclic stratification of stocks, to
identify long-supply or excess assets for interservicing under Program PLUS
operations, coincide with the periodic computation of requirements, (2) all re-
quirements and releasable assets be reported at the time of semiannual supply
management reviews, and (3) all stocks above the procurement objective should
be releasable,

4. In the area of I'tem Intelligence, the study establishes that item management
data in the master catalog file at the Defense Logistics Services Center is incom-
plete and therefore all items, whether identified in the file as being used by more
than one service or not, must be considered for interservicing.

The study also pointed out that under the present mechanized interservicing
system, a presumption is made that interservicing actions are accomplished
within specified time frames unless advice to the contrary is received. Conse-
quently, available assets are often incorrectly removed from further considera-
tion under Program PLUS when the results of a potential transfer (that did
not occur) is not reported to the Defense Logistics Services Center,

In this connection, it was recommended that positive advice of potential trans-
fer be reported. Further, to provide greater motivation for participation in the
PLUS Program, credit under the Cost Reduction Program should be provided
to activities releasing assets simultaneously with the establishment of eredit for
savings accruing to the receiving activity.

5. In an eudit report issued by the Defense Supply Agency, Auditor General,
on 30 June 1966 relative to the PLUS Program, it was indicated that the services
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were not providing information to timely and accurately update the PLUS
records to facilitate mechanical screening of available assets. Consequently, the
offectiveness and efficiency of the program was adversely affected.

In addition, program accomplishments were substantially overstated. It was
estimated that reported accomplishments in terms of reutilized materiel was
overstated by as much as 75 percent because of incorrect assumptions that
potential transfers actually occurred.

As stated earlier, we are identifying in the course of our current work es-
sentially the same problem areas as were identified in the Department of De-
fense study. Although Defense officials have been aware of the matters discussed
in the study for some time now, major improvements in the PLUS Program are
not apparent.

We are of the opinion that an improved PLUS Program would contribute
significantly towards increased utilization of available assets and would minimize
the potential for concurrent buying and selling of similar items in the Department
of Defense. We believe that the most significant contribution to program im-
provement would be the elimination of present asset reporting deficiencies that
exclude consideration of world-wide asset data.

MAINTENANCE OF IDLE PRODUCTION EQUIPMENT RESERVES BY GGENERAL SERVICES
ADMINISTRATION, DEPARTMENT OF DEFENSE, AND NATIONAL AERONAUTICS AND
SPACE AGENCY

We inquired into the reserves of idle productién equipment maintained by
the Department of Defense, the General Services Administration and the
National Aeronautics and Space Agency.

The Department of Defense had the following inventories of industrial
plant equipment reserves as of December 31, 1965:

{Dollar amounts in thousands}]

Number of Assigned
pieces of values
equipment
Idle equipment 25, 200 $280, 210
Lsid away in production packsages for mobilization requirements. -.co---au-- 41,151 551,790
Total 66, 351 832, 000

The idle equipment, which is managed by the Defense Industrial Plant Bquip-
ment Center, a Department of Defense agency, consists of Department of Defense
owned equipment which has been declared excess by its former user and is either
awaiting redistribution to another user, is being retained as a reserve to support
current Department of Defense production requirements, or is in the process of
‘being disposed of by the Department of Defense. :

The items laid away in production packages for mobilization requirements
are items of industrial plant equipment maintained for the purpose of producing
:specific military end items or components at production rates required by mobil-
ization schedules. Bach package must be reserved for the use of a specific con-
tractor or Government plant and must be approved by the Department of Defense.
The Defense Industrial Plant Equipment Center maintains an inventory of this
equipment and its responsibility is primarily one of record-keeping since the own-
ing service has the authority to place items into a package or release items from
.a package. In the event of a high priority requisition the Defense Industrial Plant
Tquipment Center may screen the packages and if an item is available, the re-
.questor is notified of the availability and the requestor must proceed to process
‘his request to obtain the item through the Secretary of the owning service.

The General Services Administration is responsible for administering the Na-
ticnal Industrial Equipment Reserve. Public Law 883, 80th Congress, cited as the
National Industrial Reserve Act of 1948, provided for the establishment of this
reserve for immediate use to supply the needs of the armed forces in time of na-
-tional emergency. The reserve consists of industrial production equipment, pri-
marily metal-working machinery, selected by the Defense Industrial Plant Equip-
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ment Center, from lists of such property declared excess to the needs of the De-
partment of Defense and other Government agencies. As of June 30, 1966, the
National Industrial Equipment Reserve inventory was valued at about $86 mil-
lion, of which about $17,325,000 was on loan to nonprofit educational institutions
?nd training schools for use in vocational training programs as provided by the
aw,

A recent study of the management of industrial plant equipment within the
Department of Defense, conducted by the Defense Supply Agency with the ap-
proval of the Assistant Secretary of Defense (Installation and Logistics) iden-
tified the duplicate nature of the National Industrial Equipment Reserve and the
reserves maintained by the Department of Defense. The report on this study
which was issued in December 1966, pointed out the benefits and cost savings
available from the elimination of duplicate management functions and reduction
of facilities. It recommended that the Assistant Secretary of Defense (Installa-
tions and Logisties) initiate negotiations with the General Services Administra-
tion to merge the National Industrial Equipment Reserve with the Department
of Defense industrial equipment reserves under Department of Defense manage-
ment. We intend to follow this subject closely and particularly the action taken on
this recommendation.

The National Aeronautics and Space Administration does not maintain any
reserve of industrial plant equipment. Government-owned equipment held by con-
tractors awarded contracts by various National Aeronautics and Space Adminis-
tration centers is declared excess at the time it is no longer needed by that con-
tractor. A list of such equipment is then circulated to the other National Aero-
nauties and Space Administration centers and if the equipment is not needed it is
declared excess and disposed of through the General Services Administration.

REQUISITIONING OF SMALL QUANTITIES OF LoW-VALUE MATERIAL FROM THE
DEFENSE SUPPLY AGENCY

Last year we told the Subcommittee that we were looking into the practice
of the services ordering small quantities of low-cost material on a repetitive
basis. We have since issued a letter report to the Secretary of Defense on the
results of our examination at four Defense Supply Agency supply centers—the
Construction, Electronics, General, and Industrial Supply Centers.

We estimated on the basis of our review that about 60 percent of the requisi-
tions processed by these four centers during fiscal year 1965 were $10 or less
in amount. About 6.6 million requisitions fell into this category. From informa-
tion given to us by the military services and the Defense Supply Agency, we
estimated that about $6 per requisition was expended in preparing, processing,
and controlling requisitions and in handling material at the support depot and
receiving activity.

Our review of requisitioning practices at three installations in each of the
military services indicated that this large volume of low value requisitions
was due, in large part, to the practice of the services of repetitively requisition-
ing small quantities of low value items instead of submitting less frequent
requests for larger, more economical quantities. We were informed that fund
limitations at the user levels have contributed to the lowering of stock levels for
Defense Supply Agency material. In the interest of conserving funds, the services
limited or reduced their ordering levels which, in turn, prevents the requisitioning
of economical quantities.

For example, during an 8-month period, one location submitted 9 requisitions
to the Defense Supply Agency for a total of 21 insulators costing 55 cents each,
at a total cost of $11.55. The average amount of the 9 requisitions was only
$1.28. At another location, during a 9-month period, 8 requisitions were submitted
to the Defense Supply Agency for a total of 470 bolts costing four cents each,
at a total cost of $18.80. The average amount of the 8 requisitions was only $2.35.

On the basig of our review, we believe that significant costs are being incurred
by the military services and the Defense Supply Agency as a result of repetitive
requisitioning of small quantities of low-value material from the Defense Supply
Agency. We, therefore, recommended to the Secretary of Defense that he examine
into the practices being followed by the military services in requisitioning low-
value material from the Defense Supply Agency giving special emphasis to the
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allocation of funds to support the ordering of economical quantities of such
material.

The Assistant Secretary of Defense (Installations and Logistics) commented
on our report in a letter dated April 13, 1967, Regarding the limited funds prob-
lem mentioned in our report, it is the position of the Department of Defense that
funding has been adequate. However, it was also stated that at times available
funds at lower levels have been strained for a variety of reasons. In summary,
the Department of Defense is in general agreement with our report, fully sup-
ports the economic ordering quantity concept which has been expressed as
Department of Defense policy, and has stated it will take additional steps to
obtain more complete compliance with that policy.

ACTIVITIES OF THE DEFENSE CONTRACT ADMINISTRATION SERVICES, DEFENSE SUPPLY
AGENCY

The Defense Contract Administration Services was established in June 1964,
under the Defense Supply Agency, to eliminate duplicate efforts among the
various Defense Agencies that were performing contract administration and
to establish a single Defense organization as the sole representative in dealing
with a contractor. At June 30, 1966, the organization had a Headquarters office
and 11 regional offices with a staff of 21,500 personnel providing contract ad-
ministration for 180,750 contracts at 17,500 contractor plants.

In our survey we observed a number of areas which we believe warrant
management attention. Management was aware of some of the problems we
noted and corrective action was being taken to achieve improvements.

ASSIGNMENTS OF CONTRACT ADMINISTRATION

Although the Department of Defense has the responsibility for making
plant assignments for contract administration services and bhas established
criteria for this purpose, it had not performed periodic reviews to ensure that
its criteria had been met.

Under the criteria a military department may be assigned a plant for
contract administration responsibility where contracts being performed at the
plant are for a major system of such critical military importance that the
program manager needs to retain close technical direction. Of the 508 plants
assigned to the military departments 48 plants involved contracts for major
systems.

In our tests at two of these plants located in Michigan, we found that the
Army program managers were not performing the contract administration
services but had delegated these functions to other Army components. Under
the Department of Defense criteria, these plants should have been assigned
to the Defense Contract Administration Services.

Further, under the Department of Defense guidelines, a procuring agency,
at its option, may retain certain contract administration functions at plants
assigned to the Defense Contract Administration Services. We observed dif-
ferences and inconsistencies among and within military departments in retain-
ing such funetions. We found that a procuring agency in the Chicago area
retained administration of contracts with seven contractors that could have
been assigned to the Defense Contract Administration Services, At five of
the contractors’ plants the Defense Contract Administration Services was also
performing services for other contracts. At these locations, therefore, two
different organizations were responsible for similar contract administration
functions.

PAYMEKT OF CONTRACTORS’ INVOICES AND LOST DISCOUNTS

As of November 30, 1966, the regional offices reported that they had on hand
about 85,000 unpaid invoices, which included about 20,000 invoices on hand for
30 days or longer. Our survey at the Philadelphia office indicated that invoices
were on hand for 30 days or longer principally because inspection reports evi-
dencing acceptance of supplies had not been received. Other reasons were delays
in receipt of contract documents and internal delays in processing invoices for
payment.
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For the 12-month peried ended November 30, 1966, Defense Contract Adminis-
tration Services regional offices reported lost discounts totaling about $2.3
million.

TWe were advised that the Defense Supply Agency internal auditors expected
to complete a review of lost discounts at all regional offices by the fall of 1967,
and to identify causes and determine whether recommended corrective actions
have been taken to minimize lost discounts in the future. On the basis of their
findings at one regional office, the lost discounts may be considerably higher than
the $2.3 million reported.

QUALITY ASSURANCE

Our survey of quality assurance activities was performed at the agency’s De-
troit regional office, having responsibility at about 800 contractors’ plants. Gen-
erally, the agency relies on selective inspection based on the effectiveness of the
contractors’ procedures for controlling product quality and tests of the accepta-
bility of supplies and services.

However, at 47 of the plants in the Detroit Region, the procuring officials had
imposed specific mandatory inspection requirements and the agency’s records
indicated that about one-third of all inspection man-hours was expended on these
mandatory inspections, Agency inspection personnel considered that certain re-
quirements imposed by the procuring officials could be eliminated. Some of their
recommendations have been adopted. It appears that continued evaluations of
the need for mandatory inspection requirements and relaxation of such require-
ments could result in savings in inspection mapower.

DELINQUENT DELIVERIES

The Defense Contract Administration Services’ industrial specialists are re-
sponsible for analyzing contract performance to anticipate and correct circum-
stances that may resuit in delinquent deliveries. As of August 1966, the agenecy
was administering about 17,200 contracts, of over $5,000 each, which were classi-
fied as delinquent because supplies had not been delivered as of the date specified
in the contract.

OQur survey at the Chicago office, which reported about 2,260 delinquent con-
tracts, indicated that delivery delinquencies may be caused by material and per-
sonnel shortages, engineering and quality problems, poor production planning,
and unrealistic delivery schedules. Our tests indicated that during 1966 the num-
ber of such contracts had increased. As a result the specialists were doing little
work to anticipate and head off additional delinquencies and apparently were
devoting their main efforts to correcting existing delinquencies.

Furthermore, we found that corrective actions being taken by the industrial
specialists were not properly documented so that management could determine
whether adequate action had been taken.

TECHNICAL EVALTUATIONS OF PRICE PROPOSALS

Technical personnel of the Defense Contract Administration Services and other
components of the military departments are requested by contracting officials
to evaluate various technical aspects of contractors’ price proposals, including
the need for types and quantities of material and labor.

We found in our survey of the agency’s Chicago office, technical evaluations
of contractors’ price proposals were not adequately supported by records of
work performed and conclusions were not supported in the reports. Similar defi-
ciencies were noted in another reviéw of 101 contracts awarded under the pro-
visions of Public Law 87-633 where technical evaluations were performed by
personnel of the military components, as well as the Defense Contract Adminis-
tration Services. Since the Defense Contract Administration Services plays a
major role in performing technical evaluations, it may be feasible to have it estab-
lish uniform requirements for these evaluations to be used throughout the Depart-
ment of Defense.

e recognize that the establishment of a consolidated contract administration
agency for the military services is a tremendous undertaking, Much has been
accomplished in a relatively short period. However, as indicated by our survey
findings, there is a need for improvement in the agency’s operations.
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USE OF GENERAL ADMINISTRATION SERVICES AS SOURCES OF SUPPLY BY
GOVERNMENT CONTRACTORS

Our reviews of procurement contracts negotiated by the Department of De-
ense indicates that the Government could realize substantial savings, if con-
ractors engaged primarily in defense contract work had been authorized and
equired to procure office furniture and common operating supplies through the
Jeneral Services Administration rather than from more costly commercial
zources.

Specifically, in 1965 we reported to the Congress three instances (see note)
when the Government should have been able to save as much as $1.5 million
nnually, if the two contractors cited in these reports were authorized and
required - to procure certain office furniture and common operating supplies
pt prices that were no higher than the prices available to Government agencies
for similar items from the General Services Administration.

For several years, these two contractors had been engaged almost exclusively
in the design, development, and production of certain weapons and space systems
for the Government. Over 98 percent of their work had been performed under
numerous cost-reimbursement-type contracts and essentially all the remaining
work was performed under other types of negotiated Government contracts.
Under these contracts, the contractors had procured, for their own account,
significant amounts of office furniture and common operating supplies from com-
mercial sources at prices higher than the prices contained in General Services
Administration schedules. The prices paid by the contractors were indirectly
charged, through overhead, to Government contract costs.

The Armed Services Procurement Regulation provides for granting authoriza-
tion for the use of General Services Administration supply sources to contractors
performing under individual cost-reimbursement-type contracts, However, al-
though the regulation provides for the use of General Services Administration
sources by contractors where items obtained are charged direct to specific cost-
reimbursement-type contracts, these sources cannot be used by contractors that
have essentially all cost-reimbursement-type work under a number of contracts
where the items are not charged direct to individual contraets but are charged
to these contracts through overhead.

The Department of Defense has consistently expressed opposition to contractor
procurements from General Services Administration sources under fixed-type con-
tracts and for cost-type contracts when the items are to be procured under a
number of contracts and charged to Government contract costs through overhead.

The General Services Administration has proposed a change in Federal Pro-
curement Regulations. Under this proposal, contractors and subcontractors would
be permitted, subject to conditions and limitations prescribed by the contracting
agency, to use the Administration’s supply sources where agencies determine it
is in the best interest of the Government for contractors to utilize these sources
in performing Government cost-reimbursement contracts and other types of con-
tracts when a substantial dollar portion of a contractor’s contracts are of a cost-
reimbursement nature. The proposed regulation would provide for use of GSA
services when items are procured and charged to Government contracts through
overhead.

The Department of Defense has recently reconsidered the proposed change and
advised us on April 26, 1967, that it would not recommend expanding the use of
General Services Administration sources of supply by contractor.

NOTE

B-132992, dated February 9, 1965, entitled Potential Savings Through Procure-
ment of Operating Supplies From General Services Administration Sources by
Martin-Marietta Corporation, Denver Division, Denver, Colorado.

B-146975, dated April 30, 1965, entitled Potential Savings Through Procure-
ment of Office Furniture From General Services Administration Sources by Lock-
heed Missiles & Space Company, Sunnyvale, California.

B-146975, dated May 13, 1965, entitled Potential Savings Through Procure-
ment of Operating Supplies From General Services Administration sources by
Lockheed Missiles & Space Company, Sunnyvale, California.
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DEFENSE SUPPLY AGENCY MANAGEMENT OF SUPPLY ITEMS HAvVING LITTLE OR N
DEMAND

We sent a letter report on March 30, 1967, to the Secretary of Defense advisin
him of the large volume of inactive and low demand items being managed by th
Defense Supply Agency (DSA). In our November 1966 draft report regarding &
similar situation in the Navy, we stated that potential savings were availablel
either by elimination from the supply system or transferring those replacement
parts that have little or no demand to decentralized management.

We indicated in our recent letter report that almost one-half of the DSA inven-|
tory since 1963 has been composed of inactive items—those having no demands]
within the past 21 months, The observations presented therein were based on a
limited survey into the DSA program to eliminate items with no demand from
its supply system. Under this program the Defense Supply Centers refer inactive|
items to military users, who either advise that they have no furtber need for
the item.(s) or verify that a continuing requirement exists.

Our work disclosed that although some form of inactive item review program
has been in existence in the Defense Supply Agency since 1963, the number of
inactive items centrally managed by this Agency ranged from 44 to 56 percent of
the total inventory. We believe the principal cause for the slow progress is that
military users often lack the technical eapability to determine whether an item
should be deleted or retained. In this connection, for example, the Air Force is
returning all referrals coded for retention, as are certain activities of the Army.
It is our opinion that, until the military services are fully capable of performing
an adequate review of items referred by DSA Centers, little if any progress will
be made in eliminating inactive items from the DSA supply system.

In addition to the problem of managing volumes of inactive items, DSA also
manages thousands of low unit value/low demand type items. According to DSA
reports for fiscal year 1966, over 390,000 items, or 56 percent, of the total active
items managed by the four Defense Supply Centers, had a unit price of $10 or
less and an annual cumulative demand of $100 or less.

The total demand value for the 390,000 active items amounted to $9.6 million
which is less than one percent of the total demand value for all items managed
by Defense Supply Centers. It is evident that after DSA was established as the
integrated manager for common usage items, it acquired many low unit value and
low demand type items from the military services, as reported by the Assistant
Secretary of Defense (Installations and Logistics) in the “Study of the Interface
Between the Military Services and the Defense Supply Agency.”

The DSA is currently preparing to introduce 2 completely new management
system (Standard Automated Material Management System). The cost of pro-
curing and installing new-data processing equipment for this type is approxi-
mately $25 million., DSA informed us that the requirements for the new system
are predicated on the present inventory stratification and no program is planned
to expedite the elimination of inactive or slow moving items prior to the imple-
mentation of the new standard management system. The primary purpose for this
new management system, according te DSA, is to provide uniformity in Supply
Center operations and provide a basis for future improvements and growth in
agency operations.

In commenting on our earlier Navy report of November 23, 1966, on inactive
and low-demand items, Department of Defense officials advised us that, while
they agree that inactive items should be eliminated from the supply systems
when there is evidence of no future needs, they are of the opinion that the Item
Entry Control Program, the Standardization Program, as well as the Inactive
Item Review Program, are capable of reducing the number of items in the supply
systems. While we believe that these programs will, in future years, lead to more
effective controls over the number and types of items required to be managed, it is
our opinion that more aggressive action is required to eliminate inactive items
from the system until such a time the cited programs attain full effectiveness.

In this eonnection, we suggested that the Secretary of Defense consider grant-
ing the Defense Supply Agency reasonable discretionary authority to take uni-
lateral action to delete inactive items without referral to the services. Although
this approach could result in some subsequent reactivations, we believe that the
advantages to be gained by reducing the volume of inactive items will more than
offset the costs involved in reactivating some items,
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With respect to the high percentage of low-cost, low-demand items in the De-
ense Supply Agency inventory, we believe some alternatives to the need to
ontinue the present degree of centralized management of these items, even on an
utomated basis, should be studied by the Department of Defense.

POTENTIAL SAVINGS BY CONSOLIDATION OF FIELD ORGANIZATIONS AND IACILI-
TIES FOR RECRUITING MILITARY PERSONNEL

In a report to the Congress in June 1966, we pointed out that the four military
ervices were maintaining separate field recruiting organizations and facilities
substantially in excess of their combined needs. We recommended that the Sec-
retary of Defense direct that a field test of consolidation of military recruiting
organizations and facilities be undertaken and completed as expeditiously as
easible.

On February 28, 1966, we were advised that action had been taken to have the
70 Armed Forces Examining and Entrance Stations conduct mental tests and
physical examinations of all categories of personnel for all the military services
and to have these stations also process qualified applicants inte all the services.
We were also advised that the Army had undertaken a reorganization of its re-
cruitment function, the first phase of which resulted in some reductions in re-
cruiting organizations and facilities, and that further consolidations were under
consideration.

The Department of Defense agreed with our recommendation for conducting
a field test of consolidations to the extent only that it refers to co-location of local
recruiting offices in jointly occupied space and to consolidation of certain admin-
istrative, support and logistical functions where feasible and economical.

On September 26, 1966, the Department of Defense issued DOD Directive
5160.58 establishing uniform DOD policies and procedures for providing ade-
quate space for use by recruiting offices and stations and for co-locating such
facilities to the maximum extent practicable. In this connection, the Secretary
of the Army was designated as Executive Agent for real property management
connected with the dcquisition, disposal and maintenance of space needed for
recruiting offices and stations. By memorandum dated November 19, 1966, the
Department of the Army, as Executive Agent, was requested by the Assistant
Secretary of Defense (Manpower) to initiate facility surveys in 14 metropolitan
areas for the purposes of establishing reasonable target dates for accomplishing
the proposed co-locations which were identified as a result of the four Services
reevaluating their recruiting office requirements. (The Services have tentatively
progosed to reduce the number of locations in 14 metropolitan areas from 524
to 198.)

On December 1, 1966, the Secretary of the Army re-delegated its authority to
the Chief of Engineers who is now designated the Executive Agent for recruiting
facilities. In this connection, the Chief of Engineers issued implementing pro-
cedures and instructions to the Services and plans to report the results of its
surveys, including reasonable target dates for accomplishing the proposed co-
locations, by early May 1967.

OPPORTUNITIES FOR SAVINGS IN CONTRACTING FOR THE PRINTING oF TECHNICAL
MANUALS AND IN OTHER ASPECTS OF THE MANAGEMENT OF TECHNICAL MANUALS
IN THE DEPARTMENT OF DEFENSE

A report on our review regarding the opportunity for savings by the Depart-
ment of Defense in the procurement of the printing of technical manuals was
released to the Congress in November 1966, This review was made in cooperation
with the Joint Committee on Printing which had requested that we examine the
practices followed by the military departments in the procurement of printing.

On the basis of the review we concluded that in most cases the military depart-
ments can achieve significant savings by contracting for the printing of technical
manuals with commercial printers under formally advertised contracts awarded
by the Government Printing Office in lieu of procuring such printing from the
manufacturers of the equipment to which the manuals relate. Based on our
limited tests, we estimate that this savings could have amounted to about $8
million for fiscal year 1964.
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In April 1967 a report on our survey of the management of technical manual
within the Department of Defense was made fo the Joint Committee on Printin
and to the Subcommittee on Department of Defense, House Committee o
Appropriations.

Our survey indicated that savings might be realized by single-service manage
ment of identical manuals that are used by two or more services. For designate
items of eguipment used by more than one military service, procurement respon
sibility has been assigned to one service. However, each service is responsiblg
for the printing and distribution of its own technical manuals. For example
where an identical manual is required by both the Navy and the Air Force, thd
service responsible for procurement of the equipment purchases two sets of nega-
tives—one set for each service. Then each service independent of the other
incurs costs for the printing of its own technical manual requirements. As a req
sult duplicate costs are incurred for negatives and for preparation of presse
for two separate printing runs. We concluded that, in those situations wher:
identical manuals are used by more than one service, the assignment of manage+
ment responsibility to one service should be considered.

Our survey also indicated that savings might be realized by: considering the)
effect that reductions in regquirements for technical manuals have on the prices)
established under negotiated contracts; eliminating duplicate numbering sys-
tems: increasing the use of less expensive certified mail in lieu of registered
mail to transmit technical manuals classified as “confidential” within the conti-
nental United States; and increasing interservice liaison so that all the services
will be currently informed of joint-usage manuals that are considered obsolete!
by any one service before disposal action is authorized.

We are working very closely with the Joint Committee on Printing in its efforts
to achieve broader coordination and economy in the total printing effort of the
Federal Government.

MiILITARY FAcILITIES AND CONSTRUCTION

Last year we established within our Defense Division a Facilities and Con-
struction staff which is responsible for the accounting, auditing, and investigative
work of the General Accounting Office involving real property in the Department
of Defense, including the Departments of the Army, Navy and Air Force. These
responsibilities include, but are not necessarily limited to, operation, manage-
ment, maintenance and construction of facilities, barracks, quarters and family
housing. In addition, the staff is responsible for reviews of award and adminis-
tration of contracts for construction, management or maintenance of facilities;
acquisition and utilization of real property ; research into improvement of con-
struction and facilities management practices; disposal of facilities and real
property; and other matters involving faecilities for training, communication,
medical, reserve and active duty forces; and financial accountability for such
real property.

Among the areas to which the efforts of this functional staff are being directed
is the area of possible savings from joint utilization of common-type facilities by
the military services or consolidation of activities relating to maintenance and
construction of facilities.

Military contracts for construction are executed under the jurisdiction and
supervision of the Corps of Engineers, Department of the Army, or the Naval
Facilities Engineering Command, Department of the Navy, unless the Secretary
of Defense or his designee determines that, because such jurisdiction and super-
vision is wholly impracticable, such contracts should be executed under the juris-
diction and supervision of another department or Government agency. These two
agencies generally act as the construction agents for the Department of Defense
except for construction of Department of the Air Force family housing in which
case the Air Force acts as its own construction agency.

With regard to interservice use of facilities, none of our work has reached a
stage of firm conclusions. Some of the specific matters that we are looking into
or planning to look into in the near future are:

1. The management and operation of motion picture and photographic activi-
ties. The study among other things will cover the feasibility of improved effi-
ciency by more joint utilization of facilities, and consolidation and interservice
coordination of the activities.
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2. The feasibility and economy of establishing a defense, or single service,
ublic works center on Oahu, Hawaii, that would provide maintenance type
ervices to installations of all the military departments. The Navy has consoli-
jated a number of its installation maintenance activities at various locations
into public works centers and claims the consolidations have resulted in sub-
stantial savings. Under this program a public works center was established in
Oahu. There are, however, a number of Army and Air Force installations on
the same island that are maintaining their own maintenance activities.

3. The construction of military hospitals and medical facilities. A major aspect
to be reviewed in this survey will be whether in the requirements determinations
maximum consideration is given to interservice use of the facilities.

4. The policies and procedures used in determining the requirements for family
housing, bachelor officer quarters and barracks. There appear to be indications
of a need for better coordination within and among the services, particularly in
geographical areas of military concentration. Improved coordination should
result in a better identification of common needs and combined existing facilities
to meet such needs.

5. The validity of the need for training and other facilities included in recent
military construction programs (particularly from the viewpoint of maximum
interservice utilization).

6. The pricing of recently awarded military construction contracts and modi-
fications.

7. Construction aspects pertaining to the move of United States forces out of
France. Over $100 million of new military construction is planned in Europe
largely as a result of this move. We are planning to review the proposed construc-
tion projects to determine (1) whether all existing facilities have been considered
for possible use, (2) whether stocks have been properly screened to eliminate
any excesses and thus reduce storage facility requirements, and (8) the adequacy
of the contracting procedures.

In the near future, we are planning to issue a report to the Congress on the
compliance with Public Law 87-658 and implementing regulations in the negotia-
tion of military construction contracts and modifications. This is our third report
in 1967 informing the Congress of various specific steps that need to be taken
in the Department of Defense in order to fulfill the purposes of Public Law 87-653,
the “Truth-in-Negotiations” Act of 1962. This report concerns our review of 237
contract actions negotiated since November 1964 and totaling about $128 million.

GOVERNMENT-WIDE REVIEW OF THE ADMINISTRATION OF CERTAIN STATUTORY AND
REGULATORY REQUIREMENTS RELATING TO ARCHITECT-IINGINEER FEES

Our review of the interpretations and applications by Federal agencies of the
statutory 6-percent fee limitations on architect-engineer fees under Government
contracts and of certain related statutory and regulatory requirements was made
in response to the request of the House Committee on Science and Astronautics
and the Senate Committee on Aeronautical and Space Sciences.

We found that the major construction agencies contracted for architect-
engineer services at fees in excess of the statutory provisions which limit the
fees payable to architect-engineers to 6 percent of the estimated cost of construc-
tion. Generally, agencies interpreted the limitation as applying only to that
portion of the total fee relating to the production and delivery of designs, plans,
drawings, and specifications. Under this interpretation, most of the architect-
engineer contracts under which the total fee exceeded 6 percent would be in
compliance with the limitation. However, in our opinion, the military procure-
ment statute and the Federal Property and Administrative Services Act of 1949
impose the 6-percent fee limitation on all architect-engineer services.

In our opinion, the present statutory fee limitation is impractical and unsound,
and we recommended that the Congress repeal the 6-percent limitation imposed
on architect-engineer fees by the United States Code (10 U.S.C. 2306(d), 4540,
7212, and 9540) and by section 304 (b) of the Federal Property and Administrative
Services Act of 1949, as amended (41 U.S.C. 254 (b)). Representatives of the
Federal agencies, the architectural-engineering professional societies, and the
Bureau of the Budget advised us that they agree with this recommendation.

During our review, we examined into whether the agencies were requiring
architect-engineer contractors to submit cost or pricing data prior to the award
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of negotiated contracts as required by Public Law 87-653 which applies to th

Department of Defense, the National Aeronautics and Space Administration, an

the Coast Guard and by the Federal Procurement Regulations which apply to th

remaining Federal agencies. Although the Federal Property and Administrativ

Services Act of 1949 has not been amended to require cost or pricing data, th

General Services Administration has included a requirement for furnishing
such data in the Federal Procurement Regulations similar to the requirement in
Public Law 87-653. The General Services Administration determined, howerver,
that the requirement should not be applied to architect-engineer contracts be
cause of their special characteristics.

Representatives of the Department of Defense advised us that the cost or
pricing data requirements of Public Law 87-653 are being applied without dis-
tinction as to whether or not architect-engineer services are invclved. A repre-
sentative of the General Services Administration advised us that consideration
will be given to revising the Federal Procurement Regulations to provide for such
application. We believe that cost or pricing data should be required by all agen-
cies in contracting for architect-engineer services. The Bureau of the Budget
advised us informally that it agrees with our views in the matter.

TWe also examined into the requirement of Public Law 87-653 that, in all
negotiated procurements in excess of $2,500, proposals be solicited from the
maximum number of qualified sources consistent with the nature and require-
ments of the supplies or services to be procured and that discussions be conducted
with all responsibie offerors whose proposals are within a competitive range,
price and other factors considered. The General Services Administration has
included a similar requirement in the Federal Procurement Regulations. Al-
though most of the construction agencies of the Government are subject to this
requirement, they generally solicit a proposal only from the architect-engineer
firm selected on the basis of technical ability. In our opinion, this negotiation
procedure does not comply with the above statutory requirement.

Agency representatives advised us that they are opposed to the concept of
soliciting multiple competitive proposals. The Department of Defense advised
us that it believes that its present architect-engineer selection procedures consti-
tute the maximum competition consistent with the nature and requirements of
the services being procured. The Department of Defense also stated that, until
the architect-engineer community demonstrates that it is prepared to countenance
competition on price as well as on other facters, the Department, believing that
it is complying with Public Law 87-653, would intend to proceed as before.

Representatives of the architect-engineer professional societies advised us of
their belief that the legislative history of Public Law 87-653 constitutes sub-
stantial ground for concluding that the competitive negotiation requirements of
the act were not intended to apply to architect-engineer services.

We find no present statutory basis which would exempt architect-engineer
contracts from these requirements. Therefore, we are of the opinion that the
present negotiation procedures and practices do not confornmr with these require-
ments. Recognizing, however, that the problem of how architect-engineer services
can best be obtained is a complex one, we have advised the agencies that present
procedures may be followed until the Congress has had an opportunity to consider
the matter.

Although we are of the opinion that the procurement of architect-engineer
services is and should be subject to the competitive negotiation requirements
of Public Law 87-653, we think that, in view of past administrative practices in
the procurement of such services, it is important that the Congress clarify its
intent as to whether the competitive negotiation requirements of the law are to
apply to such procurements. Should the Congress determine that it is not so
intended, we believe that the law should be amended to specifically provide for
an exemption for this type of procurement.

Absent a clarification of congressional intent, we are of the opinion that the
Department of Defense should appropriately revise the Armed Services Pro-
curement Regulation to reflect a proper implementation of Public Law 87-653.
Also, we are of the view that the General Services Administration should simi-
lariy revise the Federal Procurement Regulations so as to ensure uniform pro-
cedures with reference to the procurement of architect-engineer sevices.

Further, we examined into the methods employed by Federal agencies to
compute an estimate of the architect-engineer fee for purposes of negotiation.
The most commonly used methods are the detailed analysis method and the
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crcentage-of-estimated-construction-cost method. We believe, however, that the
detailed analysis method is more appropriate and should be used by all agencies in
lieu of the percentage-of-estimated-construction-cost method.

AvuToMATIC DATA PROCESSING

The Federal Government has been in the forefront of computer technology
since its beginning and is the world’s largest user of computers. Current expendi-
tures for Government ADP activities are estimated to be running at a rate of
about $3 billion annually. *

The billions of dollars already invested in this field by the Government for the
development and use of this equipment have led to the widespread use of com-
puters and computer-related equipment, including data communication systems
throughout the Government and industry. Almost all disciplines, and certainly
almost all large-scale data-handling activities of the Government, have been
affected to some extent so far. The future portends even greater impact through
new developments and the wedding of computers and communication systems
in advanced systems. The uses of computers range across the spectrum of all
disciplines from education to medical research and from routine data-handling
to scientific decisionmaking.

Because of the high costs involved, the extent and significance of this develop-
ment, and its impact en Federal Government activities, we have, from time to
time, reported to the Congress on Government-wide developments in this field.
Currently, we are conducting Government-wide studies of present and planned
uses of ADP systems in the Federal Government with particular emphasis on
compatibility and standardization of such systems and equipment, including
related communication facilities. These studies include further inquiry into the
trend and development, use, and cost of ADP systems in relation to flow of data
and information within Government systems and between Government and
industry systems.

One of our studies that is nearing completion involves consideration of the
various concepts under which computer systems are being utilized. We are con-
centrating, in this study, on the use of third-generation computers in relation
to what has come to be known as the “public utility concept” wherein multiple
users time-share equipment through the use of communication facilities. We are
also considering, in this study, various possibilities for increased sharing of
computer resources. For example, we are looking into various possibilities for
sharing through use of service centers or other arrangements which would
provide for increased utilization of computer resources already acquired.

Our studies are also directed at such questions as how to achieve greater
interchange of data automatically between ADP systems and how to reduce
duplication of effort in the development and use of ADP systems.

In our statement before the Subcommittee last year, we pointed out that
significant economies were being achieved because of the increased emphasis
being placed on purchasing rather than leasing of ADP equipment in Govern-
ment agencies.

The Bureau of the Budget has estimated that over 50 percent of currently
installed equipment is now owned by the Government and in its February 23,
1967, report to the President on computer management in the Federal Govern-
ment the Bureau reported the avoidance of approximately $200 million in annual
rental costs by the selective purchase of computers, many of which were pur-
chased within the past 3 years and have already been amortized.

As we pointed out during the hearings last year, we believe also that sub-
stantial savings can be achieved through purchasing rather than leasing of ADP
equipment by Government contractors. The Bureau of the Budget has informed
us that it considers that the criteria set forth in its Circular No. A-54 of Octo-
ber 14, 1961, prescribing conditions under which determinations are to be made
by Government agencies as to whether to buy or rent ADP equipment, also
should be applied to cost-reimbursement-type contracts.

Subsequently, on March 24, 1967, the Department of Defense issued its Defense
Procurement Circular No. 52 which contains a revision to the Armed Services
Procurement Regulation which provides new policy and procedural guidance on
the acquisition of ADP equipment by Department of Defense contractors.

Previously, in commenting to the Department of Defense on the proposed re-
vision' to the Armed Services Procurement Regulation, we expressed certain
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reservations regarding the limiting coverage provided by the proposed regulatio:
and suggested that the provisions of the regulation should be broadened to cove
a wider range of contractor ADP acquisition activities. However, until we hav
had an opportunity to review the system in actual operation, we will not b
in a position to determine the effectiveness of the regulation.

We intend to continue our efforts to review the need, application, and utiliza
tion of ADP equipment by Federal departments and agencies and we will kee
the Committee advised of our studies in this area.

MODIFICATION OF AGENCY ACTIVITIES To MEET NEEDS OF OTHER AGENCIES

Report on review of long-term medical research on aging of aviation personnel
(B-158515; April 12, 1966)

We reviewed a long-term project for medical research on the aging of aviation
personnel, which was being financed by the Federal Aviation Agency.

The objective of the Federal Aviation Agency’s efforts in this 25-year research
project was to develop methods for measuring the physiologic age, as distinguished
from the chronologic age, of aviation personnel. The Public Health Service,
Department of Health, Education, and Welfare, also was supporting a project
through a research grant to learn more about the process of physiological aging
and its progress in relation to chronological age. The latter project was using
pilots as a study group and was expected by the grantee to continue for a total of
30 years. The projects, which were being funded at annual rates totaling about
$365,000, would have cost the Government $9.7 million ($5 million for the Federal
Aviation Agency and $4.7 million for the Public Health Service) if financed to
completion.

In our opinion, the need for the Federal Aviation Agency to undertake a
separate long-term project on the aging of pilots and other aviation personnel
was questionable because (1) the general objectives of each project are similar
and each project is based on the same planning study and (2) the information
being developed under the Public Health Service-supported research project
could, it seems, have been adapted to meet the objectives of the project which
the Federal Aviation Agency had recently initiated.

In 1960 the Federal Aviation Agency awarded a contract to the Lovelace
Foundation for Medical Education and Research, Albuquerque, New Mexico,
for a research planning study of aging criteria. The Lovelace Foundation ad-
vised the Agency that an extensive planning study was necessary before any
long-term project on aging could be effectively initiated. Prior to the award of
the contract, the Subcommittee on Independent Offices of the Committee on
Appropriations, House of Representatives, expressed concern that the Federal
Aviation Agency was about to undertake research in an area already being
studied by the Public Health Service and by other Government agencies. The
Agency informed the subcommittee that, to its knowledge, neither the Public
Health Service nor any other research group was conducting research on aging
related to the task of piloting. Subsequently, the Agency learned that the Founda-
tion intended to apply to the Public Health Service for a grant to support a long-
term project on the aging of pilots. However, the Agency proceeded to make the
first examinations in its long-term aging project.

‘We concluded that, upon being advised of the Foundation’s intention to apply
to the Public Health Service for a grant to conduct long-term research on the
aging of pilots, the Federal Aviation Agency could have formally communicated
with the Service and the Foundation to determine whether one long-term
project could be devised to meet the needs of both agencies.

In commenting on our findings, the Agency acknowledged that there were
no formal procedures for coordinating research between it and the Public Health
Service and advised us that it would establish such procedures for coordinating
new research projects.

Subsequent to the issuance of our report on this matter, the Federal Avia-
tion Agency discontinued its research project. This action will save an estimated
$3.8 million.

Report on review of geodetic surveying activities within the Federal Government
(B-113188; January 25,1967)
We made a review of the geodetic surveying activities of selected agencies of
the Federal Government.
Geodetic surveys are basically land surveys made for the purpose of deter-
mining the precise position of specific points on the earth’s surface in terms of
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latitude, longitude, and elevation. Once the positions are identified and monu-
ments are established to mark the positions, the area is considered to be under
geodetic control. Our report concerned primarily horizontal control which iden-
tifies positions of known latitude and longitude. The Environmental Science
Administration, Department of Commerce, has the responsibility for establish-
ing a nationwide network of geodetic control points, and the Bureau of the
Budget has the responsibility for coordinating geodetic surveying activities in
the Federal Government.

Other Federal agencies—including the Geological Survey, Department of the
Interior, in its national mapping program and the Bureau of Public Roads,
Department of Commerce, in its highway programs—also establish geodetic con-
trol points. These geodetic control points generally are established, however,
only to standards required for individual program needs and, for the most part,
do not meet the standards of accuracy required to extend the national network.
Consequently, the Environmental Science Services Administration plans to re-
survey most of the same areas to establish geodetic control points that will meet
the standards of the national network.

We believe that, if the initial surveys could be made to national metwork
standards, substantial savings in effort and cost would result, because it would
not be necessary for the Environmental Science Services Administration to re-
survey the same areas. On the basis of data available during our review, we
estimated that past or planned expenditures for geodetic surveys which would
not contribute to the national network of geodetic control by the Bureau of
Public Roads under its highway programs would total about $30 million and
by the Geological ‘Survey under the topographic map program would total about
$15 million.

The Bureau of the Budget, in June 1966, agreed that it should continue to
press for improved coordination and efficiency in the conduct of the Govern-
ment’s Geodetic control activities but doubted that it was either desirable or
possible to ensure that all geodetic control work would extend the national net-
work. Subsequently, in September 1966, the Bureau of the Budget advised us
that the Geological Survey and the Environmental Science Services Administra-
tion had entered into an agreement whereby horizontal geodetic control to na-
tional network standards would be achieved as a part of the Geological Survey’s
topographic map program.

The agreement provides that, where other requirements are equal, prefer-
ence in the authorization of mapping will be given to an area which has been
basically controlled over an area which does not contain basic control. The
Geological Survey will continue to advise the Environmental Science Services
Administration of its mapping plans so that it may accomplish as much of the
basic control as possible. In situations where a portion of a large uncontrolled
area must be mapped, however, the Geological Survey will establish hori-
zontal control to national network standards, with proper connections to existing
control points.

We believe that this agreement is an important step in the right direction.
In our opinion, however, a more economical arrangement may be possible by
requiring Geological Survey to perform all the basic control required for those
areas which are presently uncontrolled and which it plans to map under its
current mapping program. ‘Such an arrangement would result in only one field
operation by the Geological Survey, whereas, if the Environmental Science
Services Administration performs the control prior to the time the Geological
Survey does its mapping, two field operations would be required—one by the
Environmental Science Services Administration to establish the control and
one by the Geological Survey to identify and utilize the control for mapping
purposes.

The various agencies, in commenting on this matter, did not indicate that
any specific action would be taken to improve the coordination of the geodetic
surveying activities of the Bureau of Public Roads and other Federal agencies
with those of the Environmental Science Services Administration. In our opinion,
geodetic control surveys should be performed to national network standards
whenever such surveys are performed in an area where they will fit into the
overall nationwide geodetic control plan and whenever such control would
eliminate the need for the Environmental Science Services ‘Administration to
resurvey the same area.

Accordingly, we recommended that the Director, Bureau of the Budget, deter-
mine whether the geodetic surveying activities conducted by Federal agencies
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and under programs administered by Federal agencies are of such a nature and
scope that it would be economically feasible to have such surveys, when under-
taken in uncontrolled areas, performed to standards which would extend the
national network of geodetic control. This recommendation contemplated that
the Environmental Science Services Administration will continue to provide
for the direction and coordination necessary for establishment of a national
network of geodetic control and that consideration will be given to having it
fund the additional costs incurred by other Federal agencies to bring their sur-
veys up to the national network standards.

Chairman Proxmirr. Thank you. We have many questions, and
we will be with you with those questions in just a short time.

NAVAL ACADEMY DAIRY FARM

Chairman Proxyre. We are honored this morning to also have
Congressman Mathias as a witness. In order to accommodate Congress-
man Mathias, since he is going to speak on a subject very dear to the
heart of the chairman—he is speaking on the dairy industry—I'm
going to ask him to make a short statement about the dairy farm which
the Navy operates in the State of Maryland.

The Comptroller General has been requested to give us his views,
as you know, on this subject. (See p. 16.)

The subcommittee’s interest in the dairy are twofold: One, as a
business activity under the President’s policy; and, two, as a piece of
Federal real property, which, among many others, should be ob-
jectively screened to determine if its retention by the Government can
be justified.

1 understand that other committees are studying other aspects of this
case in great detail.

Congressman Mathias, you may begin.

STATEMENT OF HON. CHARLES McC. MATHIAS, JR., A REPRESENT-
ATIVE IN CONGRESS FROM THE SIXTH CONGRESSIONAL DIS-
TRICT OF MARYLAND

Representative Marmias. Thank you very much, Mr. Chairman.

I appreciate the opportunity to appear before you and the other
members of the committee. I hope the Comproller General won’t mind
if I interrupt his train of thought since I know he and I are in complete
agreement on the subject of the Naval Academy Dairy Farm.

A fter listening to the Comptroller General’s testimony and the broad
range and magnitude of the topics that he has discussed, I am some-
what diffident about bringing up one small case of Government com-
petition with private enterprise, but it is such a classic case that I
think it does deserve a few moments’ discussion.

I have a prepared statement and I ask unanimous consent that it
might be made a part of the record.

Chairman Proxarre. Without objection it will be printed in full.

Representative Marrras. I say it is a classic case because the Naval
Academy Dairy Farm is one of those instances in which the Govern-
ment should have gone into what is normally a proprietary enterprise
at the time that it did.

But now the Government ought to get out of the business because
there is no longer any need for it. The Naval Academy established the
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dairy farm in about 1911 at a time when there was not an adequate
supply of healthy milk, of clean, sanitary milk in the vicinity of
Annapolis. There was no way that they could commercially acquire
the volume of milk that they needed for the midshipmen. )

Today, of course, we have, with due deference to the chairman’s
views on this subject, I think we have the finest quality milk in the
world in Maryland.

Chairman Proxmire. The second finest.

[Laughter.]

Representative Matmzas. In the Maryland milkshed we have ade-
quate quantities. About 35 percent of our area milk production goes
into surplus in, say, a typical month such as June of last year. We can
supply at competitive prices all of the milk the Naval Academy
wants.

But, perhaps most significantly, and it is & matter of principle, for
every hundredweight of milk that is produced at the Naval Academy
Dairy Farm, some farmers have a hundredweight of milk go into
surplus, and they receive less than a break-even price for the milk.

So, I think this is a case where there is no longer a need for the Gov-
ernment to continue in competition with taxpaying free enterprise
farmers.

The Comptroller General has adequately confirmed that there will
be a saving to the Government if we get out of private business in
this particular case. I think that the land may very well have a rea-
sonable Goovernment use in the future. But whether you use it for
another Government use or whether you sell it, there 1s a saving be-
cause you are not having to go out and buy something else for a Gov-
ernment facility that may be established in that area.

So, I think that by all odds the time has come to close the Naval
Academy Dairy Farm. It has been a good neighbor and a good friend
to Maryland farmers. It has provided neeged leadership in farm
management and leadership in stock raising. But all of these things
do not justify the continued violation of the principle of Government
competition of free enterprise.

(The prepared statement of Representative Mathias follows:)

PREPARED STATEMENT OF REPRESENTATIVE CHARLES McC.
MATHIAS, JR.

Mr. Chairman, I appreciate this chance to participate in your inquiry into
government business and procurement operations, and particularly the chance
to discuss with you the case for closing the Naval Academy Dairy Farm at
Gambrills, Maryland.

In my judgment, the Naval Academy Dairy Farm is a relatively small ex-
ample of the general tendency to continue operations long after they have outlived
the conditions which prompted them. Istablishment of a dairy farm to serve
the midshipmen at Annapolis may have been necessary in 1911, when a consistent
supply of healthy, high-quality milk could not be assured through commercial
channels. But in 1967, when the Maryland dairy industry has assumed a high
position in the Nation, and actually produces far more milk each year than the
commercial market can absorb, the Dairy Farm is a Government operation in
direct competition with tax-paying private enterprise, and should be closed as
soon as an orderly liquidation can be accomplished.

Mr. Chairman, the Federal Government’s general policy of reliance on private
enterprise to furnish needed goods and services has been reiterated within the
past year by the President (in a memorandum of March 8, 1966, to heads of
Departments and Agencies), by the Bureau of the Budget (in BoB Circular
A-~76, March 3, 1966), and by the Department of Defense (in DoD Directive



34 ECONOMY IN GOVERNMENT

4100.13, July 9, 1966, and DoD Instruction 4100.33, July 22, 1966). These docu-
ments emphasize the Government’s intention to procure goods and services from
private sources except in certain unusual cases where government-operated
enterprises are essential to maintain programs or reduce costs substantially.
I submit that the continued operation of a dairy farm is directly contrary to
the thrust of these policy statements.

First, it is obvious that the dairy products required by the Naval Academy
can be procured from commercial sources. The dairy farmers of Maryland are
ready and willing to provide the high-guality milk and other products for the
midshipmen’s mess. In this regard, I might point out that no other military
installation in this country, including both the Military Academy and the Air
Force Academy, deems it unwise or unduly expensive to purchase dairy products
from commercial sources, and certainly the Maryland dairy industry is at
least comparable in quality to that of New York or Colorado.

Second, the report of the General Accounting Office (Report B-156167, sub-
mitted March 23, 1966) establishes that “potential savings would accrue to the
Government if the Dairy Farm was sold and the milk and milk products were
purchased by the Naval Academy from commercial concerns.” (pp. 12-13.)
Since this report is available to the subcommittee, and since representatives of
the GAO are scheduled to testify, T would like to discuss briefly only two aspects
of this question of comparative costs

(A) Some individuals have asserted that the GAO’s conclusions are not ac-
curate, since the Proceeds from sale of the Dairy Farm's assets might accrue
to the Midshipmen’s Store rather than to the Treasury. I would only point out
in this regard that, if these funds were assigned to that special account, they
would be available to benefit the midshipmen and thus would offer potential
advantages which, while they may not be precisely calculable, should not be con-
sidered unsubstantial.

(B) Others have asserted that the GAO’s conclusions would not be relevant if
the Dairy Farm property were not offered for sale, but rather was converted
to some other public use. But obviously if this was the case, the taxpayers would
be saved the cost of purchasing other property for that purpose.

Mr. Chairman, it is not my intent to remove the Federal presence from Anne
Arundel County. I would like, however, to see the Dairy Farm acreage converted
to public purposes which do not conflict with the operations of private enter-
prise. Certainly there are other Federal operations which could be located at
Gambrills, and which could bring even greater direct and indirect economic
henefits to the area. Certainly, too, the tremendous growth of Anne Arundel
County makes preservation of open space, in public ownership and for public
enjoyment, extremely important. I am convinced that appropriate uses of the
Dairy Farm property can be assured, through full and frank discussions be-
tween the Department of the Navy and the officials of the County, so that the
eventual disposition of the land will be in the best interests of all concerned.

I am convinced, above all, that it is time to get the government out of the dairy
business. While the amount of milk produced by the Naval Academy Dairy
Farm is relatively small, the fact remains that the dairy farms of Maryland
are being denied this market. For every hundredweight of milk produced at
the Dairy Farm, a hundredweight of privately-produced milk is being driven into
surplus. This situation seems especially incongruous at a time when the De-
partment of Agriculture is expending billions every year to try to uphold farm
prices and expand agricultural markets. The current situation is, in short, absurd
in principle and unconstructive in practice.

In conclusion, Mr. Chairman, closing the Naval Academy Dairy Farm will be
clear evidence that the Federal Government intends to bring a bit more order
and consistency into its operations, and intends to minimize Government com-
petition with private enterprise. Continuing the farm would be a victory only
for inertia, and a clear loss for American taxpayers and the Maryland dairy in-
dustry. But closing the Farm, and converting the property to other uses in an
orderly and perceptive way, would bring great benefits to the taxpayers, Mary=
land’s dairy farmers, and the people of the area concerned. I trust that this
subcommittee will join me and many others in urging the Department of the
Navy to begin phasing ouf the Farm without further day.

1 See staff study, 1967, p. 189.
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Chairman Proxmire. Thank you very much, Congressman Mathias.
You certainly make a strong case.

Anything else?

Congressman Curtis, you have questions for Congressman Mathias?

Representative Curris. I am very pleased to have Congressman
Mathias bring this matter to our attention because one of the basic
matters this committee has been looking into over a period of years
is this question of Government in business. Involved here is the utiliza-
tion of real estate by the Federal Government. When the Federal Gov-
ernment takes it, it withdraws that real estate from the local tax
base which finances schools and community facilities.

But I would like to broaden this just a bit. A similar situation, only
on a grand scale, has been going on in the Canal Zone since we acquired
itin 1904. '

Now, maybe many of those business-type operations at their in-
ception were necessary, as was apparently the case here. But if you
leave the Military Establishment alone they would be running all
the farms, because they want to be sure of quality control.

This becomes significant in the Canal Zone as it relates to our rela-
tionship to the less-developed countries.

The only reason I emphasize this point here is that it is through
these specific examples, such as Congressman Mathias gives us, that
this committee can gain understanding of what overall Government
policies are.

BUDGET BUREAU CIRCULAR NO. A—T76

T would like to have the attention of the committee counsel so I will
be right on this. We have presently pending in the Bureau of the
Budget a review of the Circular A-76 which sets out these standards
that the Federal Government is supposd to follow in respect to com-
mercial enterprises.

We have asked the GAO from time to time to comment on this.
‘What is the status right now, as far as you know in your comments
on the Circular A-76, which would pertain to the subject that Mr.
Mathias has raised ?

(Budget Bureau Circular No. A-76 follows:)

ExECUTIVE OFFICE OF THE PRESIDENT,
BUREAU OF THE BUDGET,
Washington, D.C., March 3, 1966.

CIircuLaR No. A-T6
TO THE HEADS OF EXECUTIVE DEPARTMENTS AND ESTABLISHMENTS

Subject: Policies for acquiring commercial or industrial products and services
for Government use.

1. Purpose—This Circular replaces the statement of policy which was set
forth in Bureau of the Budget Bulletin No. 60-2 dated September 21, 1959, It
restates the guidelines and procedures to be applied by executive agencies in
determining whether commercial and industrial products and services used
by the Government are to be provided by private suppliers or by the Government
jtself. It is issued pursuant to the President’s memorandum of March 3, 1966,
to the heads of departments and agencies.

2. Policy.—The guidelines in this Circular are in furtherance of the Govern-
ment’s general policy of relying on the private enterprise system to supply its
needs.
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In some instances, however, it is in the national interest for the Government to
provide directly the products and services it uses. These circumstances are set
forth in paragraph 5 of this Circular.

No executive agency will initiate a “new start” er continue the operation of an
existing “Government commercial or industrial activity” except as specifically
required by law or as provided in this Circular.

3. Definitions,—For purposes of this Circular:

a. A “new start” is a newly established Government commercial or industrial
activity or a reactivation, expansion, modernization or replacement of such an
activity involving additional capital investment of $25,000 or more or additional
annual costs of production of $50,000 or more. Consolidation of two or more
activities without increasing the overall total amount of produects or services pro-
vided is not a “new starf.”

b. A Government commercial or industriel activity is one which is operated and
managed by an executive agency and which provides for the Government’s own
use a product or service that is obtainable from a private source.

¢. A private commercial source is a private business concern which provides a
commercial or industrial product or service required by agencies and which is
located in the United States, its territories and possessions, the District of
Columbia, or the Commonwealth of Puerto Rico.

4. Scope~—This Circular is applicable to commercial and industrial products
and services used by executive agencies, except that it

a. Will not be used as authority to enter into contracts if such authority does
not otherwise exist nor will it be used to justify departure from any iaw or regu-
lation, including regulations of the Civil Service Commission or other appropriate
authority, nor will it be used for the purpose of avoiding established salary or
personnel limitations.

b. Does not alter the existing requirement that executive agencies will perform
for themselves those basic functions of management which they must perform
in order to retain essential control over the conduct of their programs. These
functions include selection and direction of Government employees, assignment
of organizational responsibilities, planning of programs, establishment of per-
formance goals and priorities, and evaluation of performance.

¢. Does not apply to professional staff and managerial advisory services such
as those normally provided by an office of general counsel, a management and
organization staff, or a systems analysis unit. Advisory assistance in areas such
as these may be provided either by Government staff organizations or from private
sources as deemed appropriate by executive agencies.

d. Does not apply to products or services which are provided to the public.
(But an executive agency which provides a produet or service to the public
should apply the provisions of this Circular with respect to any commercial
or industrial products or services which it uses.)

e. Does not apply to products or services obtained from other Federal agencies
which are authorized or required by law to furnish them.

f. Should not be applied when its application would be inconsistent with the
terms of any treaty or international agreement.

5. Circumstances under which the Government may provide a commercial or in-
dustrial product or service for its own use—A Government commercial or in-
dustrial activity may be authorized only under one or more of the following
conditions :

a. Procurement of a product or service from a commercial source would disrupt
or materially delay an agency’s program. The fact that a commerecial or industrial
activity is classified or is related to an agency’s basic program is not an adequate
reason for starting or continuing a Government activity, but a Government
agency may provide a product or service for its own use if a review conducted
and documented as provided in paragraph 7 establishes that reliance upon a
commercial source will disrupt or materially delay the successful accomplish-
ment of its program.

b. It is necessary for the Government to conduct a commercial or industrial
activity for purposes of combat support or for individual and unit retraining
of military personnel or to maintain or strengthen mobilization readiness.

c. A satisfactory commercial source is not available and cannot be developed
in time to provide a product or service when it is needed : Agencies’ efforts to find
satisfactory commercial sources should be supplemented as appropriate by ob-
taining assistance from the General Services and Small Business Administrations
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or the Business and Defense Services Administration. Urgency of a requirement
is not an adequate reason for starting or continuing a Government commercial
or industrial activity unless there is evidence that commercial sources are not
able and the Government is able to provide a product or service when needed.

d. The product or service is available from another Federal agency : Bxcess
property available from other Federal agencies should be used in preference to
new procurement as provided by the Federal Property and Administrative Serv-
ices Act of 1949, and related regulations.

Property which has not been reported excess also may be provided by other
Federal agencies and unused plant and production capacity of other agencies
may be utilized. In such instances, the agency supplying a product or service to
another agency is responsible for compliance with this Circular. The fact that
a product or service is being provided to another agency does not by itself justify
a Government commercial or industrial activity.

e. Procurement of the product or service from a commercial source will result
in higher cost to the Government: A Government commercial activity may be
authorized if a comparative cost analysis prepared as provided in this Circular
indicates that the Government can provide or is providing a product or service
at a cost lower than if the product or service were obtained from commercial
sources.

However, disadvantages of starting or continuing Government activities must
be carefully weighed. Government ownership and operation of facilities usually
involve removal or withholding of property from tax rolls, reduction of revenues
from income and other taxes, and diversion of management attention from the
Government’s primary program objectives. Losses also may occur due to such
factors as obsolescence of plant and equipment and unanticipated reductions in
the Government’s requirements for a product or service. Government commercial
activities should not be started or continued for reasons involving comparative
costs unless savings are sufficient to justify the assumption of these and similar
risks and uncertainties.

6. Cost comparisons.—A decision to rely upon a Government activity for rea-
sons involving relative costs must be supported by a comparative cost analysis
which will disclose as accurately as possible the difference between the costs
which the Government is incurring or will incur under each alternative.

Commercial sources should be relied upon without incurring the delay and

expense of conducting cost comparison studies for products or services estimated
to cost the Government less than $50,000 per year. However, if there is reason
to believe that inadequate competition or other factors are causing commercial
prices to be unreasonable, a cost comparison study will be directed by the agency
head or by his designee even if it is estimated that the Government will spend
less than $50,000 per year for the product or service. A Government activity
should not be authorized on the basis of such a comparison study, however, un-
less reasonable efforts to obtain satisfactory prices from existing commercial
sources or to develop other commercial sources are unsuccessful.
" Cost comparison studies also should be made before deciding to rely upon a
commercial source when terms of contracts will cause the Government to
finance directly or indirectly more than $50,000 for costs of facilities and equip-
ment to be constructed to Government specifications.

a. Costs of obtaining products or services from commercial sources should
include amounts paid directly to suppliers, transportation charges, and expenses
of preparing bid invitations, evaluating bids, and negotiating, awarding, and
managing contracts. Costs of materials furnished by the Government to con-
tractors, appropriate charges for Government owned equipment and facilities
used by the contractors and costs due to incentive or premium provisions in
contracts also should be included. If discontinuance of a Government com-
mercial or industrial activity will cause a facility being retained by the Govern-
ment for mobilization or other reasons to be placed in a standby status, the costs
of preparing and maintaining the facility as standby also should be included.
Costs of obtaining products or services from commercial sources should be docu-
mented and organized for comparison with costs of obtaining the product or
service from a Government activity. )

b. Costs of obtaining products or services from Government activities should
include all costs which would be incurred if a product or service were provided
by the Government and which would not be incurred if the product or service
were obtained from a commercial source. Under this general principle, the
following costs should be included, considering the circumstances of each case:
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(1) Personal services and benefits: Include costs of all elements of compensa-
tion and allowances for both military and civilian personnel, including costs of
rtirement for uniformed personnel, contributions to civilian retirement funds
(or for Social Security taxes where applicable), employees’ insurance, health,
and medical plans (including services available from Government military
or civilian medical facilities), living allowances, uniforms, leave, termination
and separation allowances, travel and moving expenses, and claims paid through
the Bureau of Employees’ Compensation.

(2) Materials, supplies, and utilities services: Include costs of supplies and
materials used in providing a product or service and costs of transportation,
storage, handling, custody, and protection of property, and costs of electric
power, gas, water, and communications services.

(3) Maintenance and repair: Include costs of maintaining and repairing
structures and equipment which are used in providing a product or service.

(4). Damage or loss of property : Include costs of uninsured losses due to fire
or other hazard, costs of insurance premiums and costs of settling loss and
damage claims. .

(5) Federal taxes: Include income and other Federal tax revenues (except
Social Security taxes) received from corporations or other business entities (but
not from individual stockholders) if a product or service is obtained through
commercial channels. Estimates of corporate incomes for these purposes should
be based upon the earnings experience of the industry, if available, but if such
data are not available. The Quarterly Financial Report of Manufecturing Cor-
porations, published by the Federal Trade Commission and the Securities and
Exchange Commission may be consulted. Assistance of the appropriate Govern-
ment regulatory agencies may be obtained in estimating taxes for regulated
industries.

(6) Depreciation: Compute depreciation as a cost for any new or additional
facilities or equipment which will be required if a Government activity is started
or continued. Depreciation will not be allocated for facilities and equipment
acquired by the Government before the cost comparison study is started. How-
ever, if reliance upon a commercial source will cause Government owned equip-
ment or facilities to become available for other Federal use or for disposal as
surplus, the cost comparison analysis should include as a cost of the Govern-
ment activity, an appropriate amount based upon the estimated current market
value of such equipment or facilities. The Internal Revenue Service publication,
Depreciation; Guidelines and Rules may be used in computing depreciation.
However, rates contained in this publication are maximums to be used only for
reference purposes and only when more specific depreciation data are not avail-
able. Accelerated depreciation rates permitted in some instances by the Internal
Revenue Service will not be used.

(7) Interest: Compute interest for any new or additional capital to be invested
based upon the current rate for long-term Treasury obligations for capital items
having a useful life of 15 years or more and upon the average rate of return on
Treasury obligations for items having a useful life of less than 15 years. Yield
rates reported in the current issue of the Treasury Bulletin will be used in these
computations regardless of any rates of interest which may be used by the
agency for other purposes.

(8) Indirect costs: Include any additional indirect costs incurred by the
agency resulting from a Government activity for such activities as management
and supervision, budgeting, accounting, personnel, legal and other applicable
services.

T. Administering the policy.—

a. Inventory: BEach agency will compile and maintain an inventory of its
commercial or industrial activities having an annual output of products or serv-
ices costing $50,000 or more or a capital investment of $25,000 or more. In addi-
tion to such general descriptive information as may be appropriate, the inven-
tory should include for each activity the amount of the Government’s capital
investment, the amount paid annually for the products or services involved, and
the basis upon which the activity is being continued under the provisions of this
Circular. The general descriptive information needed for identifying each activity
should be included in the inventory by June 30, 1966. Other information needed
to complete the inventory should be added as reviews required in paragraphs
Tb and c are completed.

b. “New starts”:
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(1) A “new start” should not be initiated until possibilities of obtaining the
product or service from commercial sources have been explored and not until
it is approved by the agency head or by an assistant secretary or official of equiva-
lent rank on the basis of factual justification for establishing the activity under
the provisions of this Circular.

(2) If statutory authority and funds for construction are required before
a “new start” can be initiated, the actions to be taken under this Circular should
be completed before the agency’s budget request is submitted to the Bureau of
the Budget. Instructions concerning data to be submitted in support of such
budget requests will be included in annual revisions of Bureau of the Budget
Circular No. A-11.

(3) A “new start” should not be proposed for reasons involving comparative
costs unless savings are sufficient to outweigh uncertainties and risks of unan-
ticipated losses involved in Government activities.

The amount of savings required as justification for a “new start” will vary
depending on individual circumstances. Substantial savings should be required
as justification if a large new or additional capital investment is involved or if
there are possibilities of early obsolescence or uncertainties regarding mainte-
nance and production costs, prices and future Government requirements. Jus-
tification may be based on smaller anticipated savings if little or no capital
investment is involved, if chances for obsolescence are minimal, and if reliable
information is available concerning production costs, commercial prices and
Government requirements. While no precise standard is prescribed in view of
these varying circumstances a “new start” ordinarily should not be approved
unless costs of a Government activity will be at least 10 percent less than costs
of obtaining the product or service from commercial sources.

A decision to reject a proposed “new start” for comparative cost reasons should
be reconsidered if actual bids or proposals indicate that commercial prices will
be higher than were estimated in the cost comparison study.

(4) When a “new start” begins to operate it should be included in an agency’s
inventory of commercial and industrial activities.

c. Existing Government activities:

(1) A systematic review of existing commercial or industrial activities (in-
cluding previously approved “new starts” which have been in operation for at
least 18 months) should be maintained in each agency under the direction of the
agency head or the preson designated by him as provided in paragraph 8. The
agency head or his designee may exempt designated activities if he decides that
such reviews are not warranted in specific instances. Activities not so exempted
should be reviewed at least once before June 30, 1968. More frequent reviews of
selected activities should be scheduled as deemed advisable. Activities remaining
in the inventory after June 30, 1968, should be scheduled for at least one addi-
tional follow-up review during each three-year period but this requirement may
be waived by the agency head or his designee if he concludes that such further
review is not warranted.

(2) Reviews should be organized in such a manner as to ascertain whether
continued operation of Government commercial activities is in accordance with
the provisions of this Circular. Reviews should include information concerning
availability from commercial sources of products or services involved and feasi-
bility of using commercial sources in lieu of existing Government activities.

(3) An activity should be continued for reasons of comparative costs only
if a comparative cost analysis indicates that savings resulting from continuation
of the activity are at least sufficient to outweigh the disadvantages of Govern-
ment commercial and industrial activities. No specific standard or guideline is
prescribed for deciding whether savings are sufficient to justify continuation of
an existing Government commercial activity and each activity should be eval-
uated on the basis of the applicable circumstances.

(4) A report of each review should be prepared. A decision to continue an
activity should be approved by an assistant secretary or official of equivalent
rank and the basis for the decision should appear in the inventory record for the
activity. Activities not so approved should be discontinued. Reasonable adjust-
ments in the timing of such actions may be made, however, in order to alleviate
economic dislocations and personal hardships to affected career personnel.

8. Implementation: Each agency is responsible for making the provisions of
this Circular effective by issuing appropriate implementing instructions and by
providing adequate management support and procedures for review and follow-up
to assure that the instructions are placed in effect.

79-459—67—pt. 1——4
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If overall responsibility for these actions is delegated by the agency head, it
should be assigned to a senior official reporting directly to the agency head.

If legislation is needed In order to carry out the purposes of this Circular,
agencies should prepare necessary legislative proposals for review in accordance
with Bureau of the Budget Circular No. A-19.

9. Effective date: This Circular is effective on March 31, 19686.

CHARLES L. ScmuLTzE,
Director.

Mr. StaaTts. Are youaddressing the question to me?

Representative Cortis. Yes, to you, because we have this before us
in our hearings—ye had this in our hearings last year,? and I know
the General Accounting Ofiice has been following this with interest,
too.

Mr. Staats. This is correct, Mr. Chairman. The area of decision-
making as to when the Government engages in a commercial or indus-
trial type activity as against going into the commercial market for the
same 1tem of services is one we have had a great deal of interest in,
and it obviously involves cost consideration in a great many cases.

The Budget Circular A-76 in its present form was issued on March
3, 1966. It was accompanied by a very strong statement of policy by
the President at the time the Budget Circular was approved, in which
he emphasized that we must seek very feasible way—I'm reading from
his statement—*“to reduce the cost of carrying out the governmental
programs.”

‘He also pointed out, however, that “we must remember that our
budgetary costs, our current out-of-pecket expenditures, do not always
provide a true measure of the cost of Government activities. This is
often true when the Government undertakes to provide for itself a
product or service which is obtainable from commercial sources.”

I will not read the whole statement.

Chairman Proxmire. Without objection, the full statement will be
printed in the record at this point.

Mr. StaaTs. Very fine.

(The memorandum referred to follows:)

PRESIDENT JOHNSON'S MEMORANDUM ON GOVERNMENT COMMERCIAT
INDUSTRIAL ACTIVITIES

ExecUTIVE OFFICE OF THE PRESIDENT,
Washington, D.C., March 3, 1966.

MEMORANDUM FROM THE PRESIDENT TO HEADS OF DEPARTMENTS AND AGENCIES

Each of you is aware of my determinstion that this administration achieve
maximum effectiveness in the conduct of day-to-day operations of the Govern-
ment.

e must seek in every feasible way to reduce the cost of carrying out gov-
ernmental programs. But we must remember that our budgetary costs—our
current out-of-pocket expenditures—do not always provide a true measure of
the cost of Government activities, This is often true when the Government
undertakes to provide for itself a product or a service which is obtainable from
commercial sources.

At the same time, it is desirable, or even necessary, in some instances for
the Government to produce directly certain products or services for its own
use. This action may be dictated by program requirements, or by lack of an
acceptable commnercial source, or because significant dollar savings may result.

2 Hearings, 1966, p. 137,
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Decisions which involve the question of whether the Government provides
directly products or services for its own use must be exercised under uniform
guidelines and principles. This is necessary in order—

To conduct the affairs of the Government on an orderly basis:
To limit budgetary costs ; and
To maintain the Government’s policy of reliance upon private enterprise.

At my direction the Director of the Bureau of the Budget is issuing detailed
guidelines to determine when the Government should provide products and
services for its own use. These guidelines are the result of long study, based
on experience over the past 6 years since the current guidelines were issued.

Each of you is requested to designate an assistant secretary or other official
of comparable rank to—

Review new proposals for the agency to provide its own supplies or serv-
ices before they are included in the agency’s budget;

Review experience under the new guidelines; and

Suggest any significant changes to the guidelines which experience may
indicate to be desirable.

I do not wish to impose rigid or burdensome reporting requirements on each
agency with respect to the new guidelines. However these guidelines will re-
quire that appropriate records be maintained relative to agency commercial or
industrial activities. I am also requesting the Budget Director to report to
me from time to time on how the new directives are being carried ouf, and
whether experience suggests changes in the guidelines or in agency reporting
requirements.

LyNDON B. JOHNSON.

Mr. Staars. The circular lists a number of policy or operating con-
siderations which might make it justifiable for the (Fovernment to eon-
tinue or undertake a commercial operation. But absent those deter-
minations which must be made by the head of the agency, then a cost
analysis should be undertaken, and the Budget Circular A-76 sets
forth in considerable detail the cost criteria which should be applied
consistently by all the agencies in making such a cost determination,

Representative Cortis. That would be a determination of something
new. This is something which is already in, which would be a
redetermination.

Mr. StaaTs. It applies to both, Congressman Curtis. But the ruls
for new starts, as it is called, new determinations, is a tougher rule
than for an existing activity because it was felt that on balance there
could be a margin of error, and the burden of proof really ought to be
on the Government as to why it needs to perform this function in-house.

There has been a good deal of controversy as to whether or not all of
the costs applied on the Government side are correct, and there has
been much negotiation, both by the General Accounting Office and by
the Bureau of the Budget with a number of groups outside as to
whether or not these tests are exactly correct.

AMENDED CRITERIA CONSIDERED

We have had it up with our consultant panel of very distinguished
accounting people, and we are currently considering some changes in
these criteria with the Bureau of the Budget.

We have a meeting scheduled this week, in fact, to review some
changes which have been proposed in this regard. But thisisa very im-
portant area and without some kind of criteria applied uniformly and
consistently by the agencies, the Government will not only be going
unnecessarily into private enterprises’ domain, but will also run the
risk of substantially increased costs.
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Representative Curtis. Thank you very much.
Chairman Proxmire. Are there any other questions? Congressman
Mathias?
CONGRESSIONAL ATTITUDES

Representative Mataras. Mr. Chairman, if I may comment further
on Mr. Curtis’ line of thinking, I think we ought to give credit where
credit is due. The Comptroller General issued a very full and complete
report on the Naval Academy Dairy Farm which confirms my feeling
on it. Then Secretary Nitze went forward and took the necessary steps
within the Department of the Navy to do what ought be done. I am
afraid that the slowdown is not due to either the Comptroller General
or to the Department of the Navy, but the root of the problem today
will be found in the report of the special subcommittee on the proposed
disposal of the U.S. Naval Academy Dairy Farm published by the
Committee on Armed Services. So, we ourselves have a little self-
discipline to do in the Congress.

Representative Curris. Is that the House Armed Services
Committee?

Representative Mara1as, Yes, sir,

Representative Curris. Is this where they claim they cannot get
rid of any of these things without referring it back to the Armed
Services Committee ?

Representative Matr1as, Well, the final conclusion and recom-
mendation was that no disposal proceedings be instituted by the
Secretary of the Navy.

Representative Curris. I think there is a law, is there not, to the
effect that certain dispositions of properties by the military must be
referred to the Armed Services Committee of the House and the
Senate; am I correct? Does anyone knovw?

Mr. Staats., Yes, this is correct. A report must be made to the com-
mittee 30 days prior to action being taken, if the estimated value is
more than $50,000. I believe, however, that that may not be the
specific problem in this particular case.

Representative Marnias. I know the law you are referring to which
holds that before property goes to surplus for ordinary surplus dis-
posal the services have a last crack at it, and the committee has a
last crack at it.

But the problem here, before you even get to the disposal of the
real estate, 1s the shutting down of the farm, which is a purely execu-
tive function, which is

Representative Runsrerp. Is the gentleman saying the approval
has to be made by the committee or by the House and Senate?

Representative Corris. Regrettably the way that law was written
it said the committees of the House Armed Services Committee.

Repgesentative Rouasrerp. Is that a violation of the rules of the
House?

Representative Corris. Not when we go ahead and pass a law. But
we run into that in my own Committee on Ways and Means frequently,
where I have insisted that it not be the Ways and Means Committee,
but that it be the House of Representatives. I know Speaker Ray-
burn was quite jealous that it be the House and not a committee. You
are right in saying there needs to be some self-discipline because some
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of these committees in their over-enthusiasm actually write them-
selves into the law.

NEED FOR FOLLOWUP ON SPECIFICS

Senator Prroy. Mr. Chairman, I would like to commend Congress-
man Mathias for bringing this case to our attention. It is very easy
to deal in broad principles. It is much harder to get down to specl-
fes. It is easy for the Congress to condemn the executive branch of
Government, and yet when you follow something through it often
ends up right in the lap of the Congress again. If we cannot follow
through and see progress, something is wrong with the way we are
operating.

Chairman Proxmire. I share those sentiments very warmly. I think
it is a great service you perform for us.

Congressman Maruias. Thank you very much.

SLOPPY INVENTORY MANAGEMENT

Chairman Proxarre. There is no group that needs this understand-
ing kind of sympathy from the Federal Government more than the
dairy farmers.

MT. Staats, I want to commend you on a most remarkable statement,
well-documented and thorough and specific, and in giving us a great
number of factual instances.

Because you are a man who believes in fact and deals so much in
facts and does not like to use generalities, I realize that you do not
want to characterize the overall inventory management we have in the
Defense Department with any adjectives, I suppose, but I cannot come
to any conclusion except that it seems incredibly sloppy, a clear dere-
liction of duty in the management of inventory, a cost to the taxpayers
og l&ul}dreds of millions of dollars, and maybe even billions and billions
of dollars.

FACTS—PREREQUISITE TO INVENTORY MANAGEMENT

I understand that former Secretary Forrestal said we cannot pos-
sibly manage inventory if we do not know the facts about it. If you
do not know what it is, where it is, how much you have, its condition,
and so forth, you cannot manage it. It seems that you have documented
very thoroughly the failure on the part of the Defense Department to
have that kind of information.

You say: “In general, we have found agency management receptive
to our suggestions.” This is on the list of specific suggestions you give
with reference to civil agency construction.

“Actions have been taken or planned in response to most of our
recommendations, which, if effectively implemented, should result in
significant improvements.”

AGENCY COMPLIANCE TO GAO SUGGESTIONS

Can you give us specific agencies that have responded, the agencies
that have not, the extent to which they have not responded and the
extent to which they have?
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Mr. Staars. I would like, Mr. Chairman

Chairman Proxyire. I know this is something you may not care to
do right now orally, because it would take quite a while to do that.

Mr. Staars. Ithink it would.

Chairman Proxamee. But if you could document it to some extent
at least, it would be helpful.

Mr. Staars. We have found GSA particularly cooperative on the
matters we have brought to their attention. We have found the Corps
of Engineers very receptive.

We find, Mr. Chairman, in a great many cases that the External
Auditor, if you will, the General Accounting Office, going in is able
to develop factors in a way which is persuasive to the top manager
where he does not previously have that information available to him,
and it may not be dereliction in all cases. It may be the fact that he
does not have adequate recording systems available to him. He may
net have an adequate internal audit arrangement available to him.

Certainly all of our reports do not carry the implication that there
is any malfeasance or misfeasance involved.

Chairman Proxzare. I understand that.

Mr. StaaTs, Ttis a very large Government.

Many of these are very complicated issues. I think what we are say-
ing is that the GAO, as an outside organization, is able to develop its
facts in such a way that in most cases—not all, but in most cases—we
can persuade management we are right, and some corrective action
needs to be taken.

We would be very happy to supply for the record a series of illus-
trations of this type.

(The following material was subsequently filed :)

ILLUSTRATIONS OF CIVIL AGENCY REACTIONS To GAO REPORTS ON CONSTRUCTION

1. We found that the Federal Aviation Administration had approved the con-
struction of control towers without having analyzed .the relative benefits and
costs of the tower design, and that as a result, the Administration would incur
additional costs of about $2.3 million in constructing 28 towers of a new design.
The Administration agreed with our findings and proposals for corrective action,
substituted a lower cost tower design at four locations already scheduled for
new towers, and revised its policy and operating procedures in a manner which
should, if properly implemented, prevent the recurrence of similar situations.

2. In a review of contracts awarded by the Public Buildings Service, General
Services Administration, we found that in 15 out of 28 buildings, the Government
had encountered construction difficulties because of foundation design problems
and unanticipated soils conditions. We found that the professional engineering
staff of the Service did not include specizlists in soils mechanics and founda-
tion engineering and concluded, on the basis of our review, that had such
specialists been available, certain of the construction difficulties experienced by
the Service could have been avoided and the costly effects of others minimized.
In response to our proposal, the General Services Administration advised us that
the needed in-house soils mechaniecs and foundation engineering capability would
be expanded and certain other corrective measures would be taken.

3. We found that the Bureau of Reclamation and the Bonneville Power Ad-
ministration, Department of the Interior, had adopted different practices in con-
structing tower footings for high-voltage transmission lines without fully evaluat-
ing alternative methods of construction. We believed that the results of our review,
which censidered the substantial differences in the costs of footings under the
practices of the respective agencies, indicated a need for centralized coordination
to provide reasonable assurance that, when improved systems or techniques are
developed they will be promptly implemented by all the agencies which can bene-
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fit from their use. The Department did not agree with our proposals directed to-
ward achieving the needed coordination. We do not agree with the Department’s
views on the matter, and intend to pursue the need for coordination through addi-
tional review work.

ADEQUACY OF INTERNAL AUDITS

While I am talking on this point, I would like to emphasize some-
thing else that we are doing, and that is a series of reports we are
making to Congress on the adequacy or inadequacy of internal audit
in the agencies. This is where the responsibility basically rests, that
is with the agency head. If we can help them strengthen internal audit,
it not only helps solve some of our problems, but it also puts the re-
sponsibility basically where it belongs, namely with the agency head.

CONGRESSIONAL RESPONSIBILITY

Chairman Proxmize. I agree with that. This takes exactly that
kind of specific correction, and the highlighting of errors and the
need for improvement,

But I just cannot get around the fact that we are human, and un-
less attention is called to this in a vigorous way and a vehement way
by those in Congress who are elected to discharge a public duty, we
just know that this big Government of ours is going to continue to make
big mistakes at a big cost.

DEPARTMENT OF INTERIOR NOT IN ACCORD WITH GAO

Mr. WerrzeL. Mr. Chairman, for your information, in the meantime
we might just observe that of all of the examples that were given in
the Comptroller General’s statement, the only one where we think
the Department is not wholeheartedly in accord with our conclusions
is the first one, the Department, of Interior, which feels it is a healthy
situation to let two of its bureaus, Bonneville Power Administration
and the Bureau of Reclamation, find solutions which they feel will meet
their own peculiar conditions, and they felt that, perhaps, our report
did not go sufficiently into underlying conditions when we made
the recommendations that we did as to footings and so forth. We still
stand on the conclusions that we made in our report to Congress.

In the second case, that of the Post Office Department, we had recom-
mended that a provision be put into legislation that was pending for
long term leasing authority for the Postmaster General. We are in-
formed now that the Post Office Department and GSA standards will
be more applicable to post office building construction. So, that has
heen taken care of administratively.

The other agencies have gone along generally with our recom-
mendations.

INSUFFICIENT RENTALS COLLECTED T'OR USE OF GOVERNMENT EQUIPMENT

Chairman Proxmire. Very good. That is, as far as the itemized
corrections of the Comptroller General’s statement are concerned.

Mr. Staats, where you say “although corrective action was promised,
the incidence of discrepancies”—this refers to some floor checks and so
forth, inventory control—“The incidence of discrepancies rose from 7.5
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percent of items tested during late 1964 and early 1965, to 13.5 percent
of items tested during the first 9 months of 1966. The approved status
of the contractor’s system had not changed.”

‘What is the significance of this?

Mr. Sraats. It results in some cases in the Government’s not collect-
ing rent for contractors’ commercial use of Government-owned equip-
ment. I think the general significance, Mr. Chairman, is that we do not
feel that there has been adequate attention given to the problem which
had been earlier identified.

INADEQUACIES NOT UNUSUAL

Chairman Proxyire. How typical is this? Do you think this is
unusual or is this general?

Mr. Stasrs. I would not say it is unusual, no.

Chairman Proxarire. You also say:

REPORTS OF COMPETITIVE PROCUREMENT

A large percentage of the actions which were classified and reported to higher
management levels within the Department of Defense as competitive procure-
ments, in our opinion, were in fact, made without competition.

I think you make a most convineing case that this is without compe-
tition. What is the argument, what is the Defense Department’s argu-
ment here?

Mr. Staats. Mr. Newman can respond to that.

Mr. Newaax. Mr. Chairman, as you know, a copy of this report
just went to Defense. They have not had a chance to comment on it and
we have not had a chance to discuss it with them.

Chairman Proxarme. We can ask Mr. Ignatius when he is up.

I just wondered if you could indicate to us what the merits of their
feelings were.

Mr. Newaan., Well, I believe, frankly, that it is a case of misinter-
pretation and also a need for clarification of the existing ASPR’s on
what is to be reported to the Pentagon in support of the cost reduction
program and really what criteria should be used in determining when
we have competition. This is one of the problems we are having today,
Mr. Chairman.

As you know, under Public Law 87-653 competitive procurement is
not under that category, that is, if the contracting officer decides he has
competition, he does not need cost data upon which to negotiate. In
a majority of these cases an audit by Defense Contract Audit Agency is
not requested by the contracting officer.

We are finding in this area that the door is sort of wide open. We
have to get better criteria to determine what is competition, especially
because, In many cases, contracting officers feel that if two individuals
can do the job, this is competition so long as they have a technical,
engineering know-how. We feel that price competition is of vital im-
portance in any negotiations.

Chairman Proxizire. In other words, if all can do the job or three
can do the job all at the same price you do not consider it competitive.

Mr. Newnman., Well, it may be competitive pricewise, but it is a case
of picking the one who has the best record of performance.
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2 Qhailrman Proxmire. Yes, you know, price the same to the last third
ecimal,

Mr. Werrzer, Mr. Chairman, as you know, the Armed Services Pro-
curement Act requires awards be made to the bidder whose bid, price
and other factors considered, is most advantageous to the Govern-
ment, so in some cases other factors such as improved performance
can come in,

Chairman Proxumire. I understand that. It does not always have to
2o to the lowest bidder.

Mr. Werrzer. One simple example here: We found a contract was
awarded for 244 aireraft valves at a total price of some $11,000. Re-
quests for proposals had been sent to two firms. Only one proposal
was returned accompanied by a letter stating that the two firms solici-
ted had been consolidated.

This proposal was accepted and the contract was awarded to the
consolidated company.

The buyer, even though he had prior knowledge of the merger, stated
that he considered this to be a competitive award since two sources
were solicited. Maybe that is a horrible example, but we feel that the
Armed Services Procurement Regulation, as presently drawn, per-
mits a lot of procurements to be reported as competitive which are
really not, even though two proposals are sent out.

One company could be out of business, it might not return the pro-
posal, but just so long as the other one responds, the contracting
officer can say, “I sent the proposals out to two,” and he can report
that as competitive,

PURCHASES UNDER $2,500 REPORTED AS COMPETITIVE

Then, on this point as to the purchases under $2,500, as the Comp-
troller General pointed out, 69 percent or $55 million of the total we
reviewed were actually not competitive. But under the present form
of the Armed Services Procurement Regulation it can be reported
as competitive,

This is why we are suggesting the amendment of the regulations
to permit proper classification and greater information to top man-
agement.

Chairman Proxmize. I can see we have quite a session here, because
my time is up.

Congressman Curtis?

Representative Curris. I want to join in the chairman’s recommen-
dation to you, M. Staats, and the hard work that the General Ac-
counting Office has been doing in this area for so many years. Also, T
want to express the appreciation I personally have for the manner in
which you have presented the cases that we have asked you to look
into and the general problems over a period of years.

FUNCTION OF JOINT ECONOMIC COMMITITEE

I am anxious to make clear what my concept of the function of
the Joint Economic Committee is in this area.
. I think Senator Percy expressed it quite well. In our understand-
ing of the fundamentals for broad policy it is important to exam-
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ine structure and also how structure is being used, because if the
structure is sound but not well used then, of course, we do not want
to change the structure, we want to get at the details,

On the other hand, if the structure is not sound, it is important
that we review basic policy, such things, of course, as the impact or
rather the relationship of the private sector with the governmental
sector), as is llustrated in this bulletin A-76 as an indication. (See
p. 35.

But when you get into such things as whether offshore procurement
where buy American should exist, it involves problems of balance of
payments, cost to the Federal Governinent. Also involved here is the
impact on the private economy itself, which is the basis of our
financing any endeavor.

I want it clear that as I view our committee’s work, it is to avail
itself of the activities of the various legislative committees of the
Congress, where they are concerned about the specifics that we are
going on over here. We should avail ourselves of their work, and in
no sense compete with them.

I know in many of these illustrations you have given us here, this
material has been referred to or is being looked at by legislative
committees of the Congress.

It would be helpful to me if you would go through your testimony
and give to this committee a list of what committees are looking into
this matter. If none are, this wounld be helpful for us to know.

In some instances, I think probably maybe more than one committee
is looking into the same thing, and rightly so, because they are looking
at it from different angles.

I daresay the Government Operations Committees of both the House
and Senate tend to look over these generally. If you would care to
respond to that I would appreciate it.

DISTRIBUTION OF GAO REPORTS

Mr. Staazs. I would like to respond in general terms.

First, our general practice is to try to be sure that any committee
that, to the best of our knowledge, has any continuing interest or any
special interest gets copies of all of our material. We go beyond that
and make an effort to sit down with the staffs of those committees and
brief them as to our findings and answer questions, and try to relate
our reports more directly to that committee’s interest.

Spealking personally, I feel that long-term effectiveness of the Gen-
eral Accounting Office can be increased still further as we can relate
our work more closely to the work of the committees of Congress.

GAO RELATIONSHIP WITH SUBCOMMITTEE

Now, a second point I would like to make would be that in the area
of construction and procurement which has been the concern of this
committee particularly, which has been the burden of our statement
here today, there is no place in the Congress today that has the same
kind of interest and overview of this problem as has been demonstrated
by this committee in the past. We are not just trying to pass out
bouquets. We feel that this is an area which is terribly important. It
is one-third of the total Federal budget, for one thing.
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Second, it goes right to the heart of the Government’s relationship
to the private sector. So that it is important, in our opinion, that there
be an overview of this area.

Now, as far as giving you a list here of specific committee actions,
I would prefer not to attempt a detailed listing of specific actions by
the various committees. Some of the points covered, in today’s testi-
mony are new and have not been brought to any other committee’s
attention before teday. Also, we may not be aware of all committee
actions because some of them may have been informal. It would not be
fair, I believe, to list only formal hearings. Other less formal com-
mittee action sometimes is sufficient.

Representative Curris. 1 appreciate your further statement that
no other committee is taking this comprehensive view. That is my
judgment, too. Yet I find sometimes my colleagues say, “What is the
Joint Economic Committee doing in this area?”

I try to point out that we are trying to keep this comprehensive
approach and using the specifics, as Senator Percy so wisely observed,
to set out what is being done in some of these areas of broad govern-
mental policy to see whether it does need changes. There is nothing
like a specific to get us right back to what we are talking about.

REPORT ON FINANCING AGENCY PROGRAM

I would like to refer to a report that you have just issued on various
methods of financing agency programs, of May 1967. (See app. VI,
I
p. 317.) ) ) )
_ One of the items in this report tallss about revelving funds, and
if I may read just briefly :
As of June 30, 1966, the Treasury Department showed 117 such funds with

cash :and fund balances over $11 billion, investments and securities of over $2
billion, and budgetary authorizations of about $23 biliion.”

APPLICATION OF COMMON ACCOUNTING PRINCIPLES

I want to ask a general question: Did you find common accounting
principles in the various funds that you looked into?

Mz, Staats. I wonder if I might ask Mr. Borth to comment on this
question. :

Mr. Borra. I am Daniel Borth. I am Associate Director of the De-
fense Division. ’

The answer to your question, Congressman Curtis, is no, we did not,
if you are speaking of systems throughout the executive branch.

Representative Curris. In other words, you are saying that—

Mr. Borrm. There was quite a variation in application of principles
of accounting and reporting.

Representative Cortrs, Quite a variation.

Of course, one thing that has been worrying this committes is that
we found two of the services—I think it was the Army and Navy—
used the stock fund principle broadly, at least as far as inventory con-
trol was concerned, and the Air Force did not. We raised the question,
“Well, if it is a good technique for inventory control of certain stocks
why wouldn’t there be uniformity ?” 2

I presume then that in looking into some of these revolving funds
you did not see a uniformity of philosophy either or did you?

3 Hearings, 1960, p. 175.
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Mr. Borra. We did not evaluate the underlying philosophy of re-
volving funds. as you may well know. In answer to your question with
reference to stock funds in the Air Force, we were unable to discern
the very point you are mentioning, mainly, the question as to whether’
the experiences of the Army and the Navy in the use of stock funds
has been fully pursued by the Air Force. In other words, there is a
need for common criteria within the Department of Defense.

Representative Curris. Thank you very much.

Let me say another thing, and this will bear out one of my points:
The Ways and Means Committes is going to start holding hearings
on the debt ceiling again, and we are going to go into participation
sales certificates.

In your report that I just referred to, you list many of the agencies
under programs which generate many of these kinds of capital assets
that are not subject to the debt ceiling, although, strangely enough,
there are a couple of aberrations. The Ways and Means Committee,
however, has not been able to develop this material up to date. So
even if we were to develop this kind of material here, it would not
be duplicated.

Mr. Staazs. To the best of my knowledge, Congressman Curtis, this
is the first time a compilation of this kind has been put together.

Representative Curtis. Yes.

Mrt. Staats. And I would think it would have interest to the Ways
and l\lileans and the Appropriations Committees and other committees
as well.

Representative Curris. Yes, because I won’t have time to get into
any of these things in detail. I now want to refer to another report
that you have referred to. I refer to the March 1966 report B.-140389
on Cost of Sales or Surplus Property and Disposition of Proceeds.*
I have been particularly concerned about the fact that this money is
not always turned back into the Treasury. Some of it operates as a
revolving fund. I refer to the one the military calls the “punkin” fund.
I just picked up this colloquialism, and I would say it is quite appro-
priate. Here is one of the points:

Until fiscal year 1960, the Department of Defense was authorized
to use a certain sum derived from receipts of the sales of surplus
property. For example, in 1958 it was $41 million; in 1959, $49 million.

Then the authorization language was changed on the recommenda-
tion of the DoD staff which said that they could do a better job if they
were not limited in the use of receipts. They needed flexibility in
financing, and on page 56 of the staff report you discuss that.

Now, in 1960 they spent $78.4 million; in 1961, $84.6 million; in
1962, $78.1 million.

In the meantime, the percent of sales costs to gross proceeds went
up in 1958,23 percent ; in 1959, 27.5 percent ; in 1966, 77.2 percent.

Now, since there have been reports of improper use of the “pump-
kin” fund, we asked GAO to make a study and report on that, and
that is this report I have just referred to.

I am going to be asking Secretary Ignatius and Admiral Liyle about
this thing, but I would Iike to ask for any comments you would like
to make on it.

4 Hearings, 1966, p. 273.
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DOD TO INSTALL IMPROVED ACCOUNTING SYSTEM

Mr. StaaTs. We have a very recent letter, Congressman Curtis, on
this point from the Defense Department in which they advise us that
they have a target date of July 1 this year for installing an improved
accounting system which they believe, at least, will meet our objec-
tions, which I believe have been about the same as yours.

Representative Curtis. Yes. You have not yet received that?

Mr. Newman. No. It is an informal letter.

Representative Curtis. It is informal?

DEFENSEWIDE AUDIT

Mr. Ngwnman. Congressman Curtis, after the hearings we had and
your interest in the “punkin” fund, Secretary Ignatius had an
audit—a defensewide audit—made by the DOD auditors, and they
finished that up last December. So they have gone into the heart of this,
and based on mformation we have here at the moment they are set-
ting up an improved cost accounting and financial management re-
porting system, and to me it looks like they are getting on top of the
job. We will kmow the sales, costs, and net results of operations, and
what happens to the net receipts.

.R(apresentative Curris. Yes. Very good. I see my time has ex-

ired.
P Chairman ProxMire. Senator Symington?

Senator SymingroN, Thank you, Mr. Chairman.

TECHNICAL DATA FOR PROCUREMENT

Mr. Comptroller General, I was interested in the questions asked
by the chairman about procurement by the military. In your state-
ment you say:

Our recent survey indicates that incomplete or inadequate technical data still
contributes significantly to the award of noncompetitive procurements.

Later on you say:

COMPETITIVE PROCUREMENT REPORTS

A large percentage of the actions which were classified and reported to higher
management levels within the Department of Defense as competitive procure-
ments, in our opinion were, in fact, made without competition. (See p. 9.)

You do not use the word there, “classification,” as putting a mark of
secret on the document ?

Mr. Staats. No, a matter of definition.

Senator Symineron. Then you say:

In addition, the Armed Services Procurement Regulation permits purchases
of $2,500 and under to be reported as competitive even though many are not.
(Seep. 9.)

_ This is a pretty broad criticism of the way these procurement regula-
tions are drawn up, is it not ¢

INTERPRETATION OF “COMPETITIVE”

Mr. NEwman. I would not say, Senator Symington, the way they
are drawn up. In some cases they need clarification. But the way they
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are being interpreted by the contract officers is what we are talking
about. They are sort of stretching a point to report it as competitive.

Mr. Sraats. I think there may be some overzealousness in wanting
to report, you might say, what top management wants to hear. That
may be an element. That is only surmise on my part. It may be lack
of a fair understanding, a very sincere lack of clear understanding, by
the contracting officer as to the interpretation of the regulations.

These regulations are pretty voluminous, and there are some cases
of fairly heavy turnover of personnel in these procurement offices.
This may be a factor, too.

Senator Syarixgrox. Not to be the devil’s advocate, but let’s think
about the problem from both sides of the street. If you take an orig-
inal order, you have done all the design engineering, all production
engineering, all tool-designing engineering, all tool production. In it-
self, this 1s a very large percentage of total cost; so you are in a
specially good position to make a future quotation on spare parts much
better than a newcomer would be on that particular article. I was
thinking about that illustration of two companies, first quoting, then
merging. But if they were the only ones who had the tools, if you
wanted a good price, I do not see where you go except to the people
Whozhad done the original work. Is that situation taken into considera-
tion?

PROCUREMENT OF AERONAUTICAL SPARE PARTS

Mpr. NEwaaw. It certainly is, sir.

We have cases of aeronautical spare parts where the Navy will go
back to the prime on a sole-source basis, and the Air Force will go
out on competitive bid basis for the same part. This happened years
ago and is still going on, and the part is used for the same engine.

So you have got one service doing one thing and another service
doing another for the same identical item.®

Senator Syminarox. Naturally, if you had overall control

Mr. Newaran. Thatis what isneeded.

Senator Syarinerox. And proper inspection of the product regard-
less of the spare parts.

DEFINITION OF “COMPETITION”

Mr. Wrrrzer. The problem, Senator Symington, seems to be that the
contracting officers themselves are interpreting the Armed Services
Procurement Regulation as meaning that competition depends on the
number of companies solicited and, as we all know, the company may
have moved away or may just not care o respond.

So we just do not feel this is a realistic basis on which to get these
reports. When it comes to the under $2,500 figures they are just lumped
in as competitive. We have gone down to the installations and found
that, in our opinion, they can easily furnish this additional informa-
tion, and in this way Secretary McNamara could have a better basis
for determining what progress he is making in his campaign to convert
to competition where it 1s feasible and practicable and can be done
without injuring the interests of the Government.

5 See p. 9, supra.
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COMPETITION POSSIBLE ON SMALL PURCHASES

Mr. Staats. I think what we are really saying are two things: One
is that the reporting may be subject to misinterpretation as to the
actual extent to which we have competition.

But, secondly, we feel particularly in this under $2,500 category
there may be some opportunities for very substantial savings through
competition because of it being in that area that the problem you are
pointing out probably would not exist. It would be mostly for smaller
type items.

Mr. Werrzer. In the other example the Comptroller General gave,
nearly half the amount of the contract was saved when they canceled the
sole source contract with the prime contractor and went down to the
source of supply.

VARTANCE IN NAVY AND AIR TORCE METHODS

I recall a report which we made several years ago involving an air-
craft bearing, I believe it was, which the Air Force was buying com-
petitively and the Navy would not, and we finally persuaded them to
buy it competitively. But they still insisted on a-quality assurance,
which cost them money, because they just did not trust these people and
they said they did not want to trust their pilots’ lives to bag bearings.
Well, of course, neither the Air Force nor the Comptroller General
wanted this kind of a situation.

Senator SymIineToN. So?

Mr. Werrzer. So finally the Navy did go to competitive procurement,
and I hope none of the planes came down because of it. [Laughter.]

RULES AND THEIR INTERPRETATION

Senator Symineron. Then the criticism if not concerning the clarity
of the rules laid down, has to do with the functioning of the various
buyers under the rules; is that correct ?

r. Newman. They are all involved.

One of the biggest problems we have, Senator, as you well know,
is people, and we have a constant turnover. The training of people
is a problem.

In this whole procurement area, we went into supply, and, gentle-
men, these problems are going to be with us as long as we live because
the Department of Defense is doing everything it possibly can. There
are some areas like the first one mentioned in our statement under
“Supply Responsiveness” concerning the Army’s need to change its
organization. That is a separate problem.®

The Air Force does not have this problem; but the Air Force has
problems, gentlemen. I mean they have problems in manpower, and
they have problems of buying and inventory problems. But they are
not as gigantic as those that exist in the Army area.

Senator Symineron. Has that anything to do with centralization
or decentralization ?

Mr. Nuwnman. Yes, it does. As a matter of fact, I would prefer not
to comment on it here. I might say it is the first time we have per-
formed such a broad survey. Personally we are proud of it, because

¢ See p. 4, supra.



54 ECONOMY IN GOVERNMENT

I think we got to the heart of some of the problems. However, we
will be on these individual problems for years to come until they are
solved.

CONSTRUCTION CONTRACT IN -VIETNAM

Senator Syarrzeron. One final series of questions. Thanks to your

office, I talked with your people in Thailand. They told me on one
roup of private contractors—I throw this in to present that the

overnment does not make all the mistakes—worth $300 million, a
group of private contractors, they, the contractors, had lost $140 mil-
Tion. That seems to be par for the course. Did anyone yet find out
where the $140 million went?

Mr. Staats. I do not think we have. We have a report in process
that is coming to the Congress in another 10 days or 2 weeks which
we are going to outline all of our findings on the construction contract
in Vietnam. But Mr. Stovall might want to respond further on this
particular point that you are referring to.

Senator Svyarineroxn. Incidentally, I was impressed with your men
out there. They seemed to know what they were talking about.

Mr. Staars. This is Mr. Stovall.

Mr. Stovarn. I am Director of the International Division.

We have this work that was being done in Thailand while you
were there, being brought together now. We do plan a report on it. I
do not know the results of it yet. It is just being put together now.
It will be a successor report to our review of the construction in
Vietnam because we hope to sort of link the two of them together,
particularly in relation to the use of excesses. But we do not have a
clear answer to your question.

RESCOME OF REPORT ON CONSTRUCTION IN VIETNAM

Senator Syaxeron. Mr. Chairman, would it be in order to ask
unanimous consent that a résumé of that report be inserted at this
point? .

Chairman Proxmire. Yes, indeed.

Senator Symingron. Thank you.

(The information requested, subsequently supplied by GAO, fol-
lows:)

The report of the United States General Accounting Office on its survey of
United States construction activities in the Republic of Vietnam will show
that the joint venture contractor, known as RME-BRJ, which was performing
about three-fourths of the total comstruction, has been unable to maintain con-
trol over the hundreds of millions of dollars worth of materials and equipment
that have been purchased and shipped to Vietnam for the construction program.
The contractor was not prepared to control the receipt, storage, and issue of the
steady stream of materials and equipment that began to arrive in Vietnam as a
result of the tremendous escalation of the construction program in late 1965 and
early 1966,

The report will show that the contractor was unable to cope with the mount-
ing problem of controlling these supplies and equipment which were unidentified,
unsegregated, and unprotected from the elements or theft. The magnitude of this
problem is illustrated by the fact that at the time of the General Accounting Of-
fice survey, the contractor could not account for the whereabouts of approxi-
mately $120 million worth of materials which had been shipped to Vietnam
from the United States. These materials were accounted for in the contractor’s
books as being in transit; however, the contractor’s representative having re-
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sponsibility for material control acknowledged that much of it had in fact been
physically received in Vietnam.

The report will state that the principal reasons contributing to the lack of
control were (1) lack of an effective system for material and equipment control,
(2) shortage of experienced personnel, (3) lack of adequate staging areas and
warehouse facilities, and (4) inadequate security measures to prevent unau-
thorized appropriation, pilferage and theft.

Chairman Proxmire. Senator Jordan ?

Senator JorpaN. Thank you, Mr. Chairman.

Mr. Comptroller General, I'm impressed with the thoroughness of

our report. You are doing a good job. You and your staff have gotten
mto this in an admirable way, and you point up the way to continue
the effort with more zeal and energy as we go forward.

$77 BILLION ANNUAL PROCUREMENT

I want to talk about some general aspects of the problem because
I think few people realize that the Government procurement amounts
to $77 billion worth of goods and services a year, which, as you have
indicated, is 10.4 percent of the gross national product. That is a
substantial volume of business.

You have divided your audit and review work down to the Civil
Division and the Defense Division and the International Division.
Have you divided this procurement down into those three divisions,
that $77 billion? Do you have a figure offhand of how much of it is
civil and how much——

Mr. Staats. The breakdown?

Senator Jorpan. How much is “Defense” and how much is “Inter-
national”?

Mr. Staats. I do not have it so that I can give you precise figures
at the moment. The bulk of it, of course, is in the Defense Department.

Senator Jorpan. Yes.

Mr. Staats. In fiscal 1966, these figures I have given you on a cal-
endar basis, but the fiscal 1966 figures on defense procurement was
about $48 billion.

Senator Jorpan. Yes.

$60 BILLION DEFENSE PROCUREMENT IN 1966

Mr. Staars. And the remainder would be—on a calendar year basis.
Mr. Weitzel has just given me the figures for the national defense
%%%gory which show purchase of goods and services as $60 billion in

Senator Jorpan. That defense procurement, of course, is the major
portion of the total procurement.

_ Mr. Staars. That is right. You understand, of course, in that figure
is included military personnel as well as procurement.

Statnator JorpaN. Yes; and services. That is in the service depart-
ment.

Mr. Staars. Yes, that is correct.

COMPETITIVE AND NONCOMPETITIVE PROCUREMENT

Senator Jorpan. And that portion of materiel which applies—
speaking of Defense Department alone—what percent of Govern-
79-459—67—pt. 1——5
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ment, procurement of materiel for defense purposes is on a competitiv
bid basis, what percent was on a negotiated or incentive basis, an
what percent is on cost plus?

Mr. Newman. You mean the “advertised fixed price” competitive?

Senator JorpaN. Yes.

Mr. Newman. Very small.

Senator Jorpan. A very small percentage?

Mr. Newaran. I would not want to say over 15 percent.

Mr. Staats. About 45 percent is defined by the Defense Depart-
ment as being competitive. The figure that I recall is

Senator Jorpax. But it would not meet the definition you have just
supplied. : “

Mr. Staats. One of the reasons we have included this point in our
review is that we felt that the problem of definition is a fairly im-
portant one in terms of understanding what that figure means.

Senator Jorpan. I should say it is. If there is a difference between
your interpretation of competitive bidding as being 15 percent and the
Department’s idea of it being 45 percent, I would say there is a wide
difference.

Mr. New»an. The figure I just gave was advertised fixed-price.

Senator Joroan. That is right. _ »

Mr. Newma~. Now, what the Department of Defense calls nego-
tiated contracts, would get up to a good high percentage. In other
words, we have only 20 percent in cost reimbursement type and 15
percent in advertising fixed price, the remainder is in other types of
negotiated contracts.

PROGRESS IN REDUCING COST REIMBURSEMENT TYPE

Mr. Staats. This is the area in which the greatest progress has been
made in the last 4 or 5 years, in reducing the portion of the contracting
which is cost reimbursement type.

Senator Jorpan. Then it has been commendable.

Mr. StaaTs. Yes, indeed.

Senator JorpaN. Because testimony in previous years before this
committee has indicated the tremendous saving in getting defense
contract awards, any kind of purchasing, over into a competitive basis
from a cost-plus fixed fee.

AREAS WHERE IMPROVEMENT CAN BE MADE

Mr. StaaTs. I might point out at this point, Senator Jordan, that
while our testimony here is critical it may be easy to take out of per-
spective the total problem. As to the progress which has been made
in this field, we do not wish to derogate that at all. But our function
is to criticize and our function is to point out areas where improve-
ments can be made; and that is, of course, what we feel you are inter-
ested in at this particular point in time.

Senator Jorpax. That is right. While this is a critical report, I
think it would be well, Mr. Staats, to put in a statement of the progress
which has been made in getting this procurement under better man-
agement and under better control.
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CONTROL OF GOVERNMENT-OWNED PROPERTY

I turn now to a specific item in your report—and there are so many—
but I shall confine myself in the brief time I have left to the matter of
control over Government-owned property and defense contracts.

This is a problem which has plagued us back through the years, and
it seems to me we are making progress slowly—slower here than we
have, perhaps, in other areas.

$11 BILLION CONTRACTOR CONTROLLED GOVERNMENT PROPERTY

You say we now have Government-owned facilities and materiel
in the possession of contractors of the approximate value of $11 billion
located in 5,500 plants? This does not include the value of special
tooling, special test equipment and military property of the Defense
Department, and it does not require contractors to report the value of
SECheproperty in that position. My question is why not—why don’t
they ¢

WHY NO CONTROL OF SPECIAL PROPERTY ?

Mr. Newman. They should have control over it and get reports.
Senator JorpaN. They should, but they do not.
Mr. Newman. Well, that is the way the regulations are today.
Senator Jorpan. Yes.
Mr. Newman. I think we covered that in our report sent to the
committee.
RESPONSIBILITY ?

Senator JorpaN. Yes; but where does the main responsibility lie for
inventory control?

Mr. Newman. Well, the first thing, of course, is to get regulations
out to the contractors, contracting officers, and the Defense Contract
Administration Service. Until the policy is established topside noth-
ing much can be done about it. We have to get the ASPR changed so
it will include the accounting system. DOD is now working to get on
top of this job. It will cover, we hope, special tooling, special test
equipment, and military property.

So, any assets in the hands of contractors will be under good account-
ing and financial reporting system.

Another thing, more emphasis and attention has to be given in this
area to the property administrator. I believe this will come under the
Defense Contract Administration Service. :

It is a new organization just getting started, but it should have
specialists who will keep on top of this area, Senator Jordan. It has
been neglected for years and years. We can go back to World War IT
on this one. '

Senator Jorpan. Indeed it has, and it requires a lot of attention and
a lot of fact-finding, and perhaps some hard and fast criteria and
guidelines set down to bring it into line.

Mr. Newnmaw. But back to your specific question of who is respon-
sible, it has got to be the contractor. When he signs for a piece of
equipment it starts at that point. He must be required to maintain
an acceptable accounting, adhere to proper standards of accounta-
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bility, and make complete, accurate, and current reports to DOD man-
agement. Also we have got to see that we get the equipment back.

Senator JorpaN. You say this very definitely states that many con-
tractors do not maintain financial control accounts for Government-
owned materials.

Mr. Newnan. Yes,sir.

Senator Jorpan. They did not maintain them.

GOVERNMENT EQUIPMENT ON NONDEFENSE WORK

Yet we find that a lot of equipment, Government-owned equipment,
in the hands of contractors is being used for nondefense work.

Mr. Newaman, Yes,sir.

Senator Jorpan. Even at the time when this very Government-
owned equipment is of a critical nature and needed elsewhere for de-
fense work ?

Mr. NEwaan. That is correct, sir.

TSE OF 8,000-TON PRESS

Senator Jorban. For instance, you quote an example of this 8,000
ton press costing $1.4 million installed 1n a contractor’s plant. 75 per-
cent of the use of the large press was for commercial work, while
the defense work was being done by the smaller presses, perhaps, and
not being done as well. If there was need for the 8,000 ton press in
the first place, there would certainly be a need for it in a critical area
of defense work.

LACK OF UNIFORMITY OF NOTES

You also go into the lack of uniformity in rates charged for rentals
of Government-owned equipment. I think this whole area needs to be
ventilated, needs to be gone into, with a great deal of care to determine
what is a proper rental basis, what is a proper reporting basis, what
kind of accountability can we assess against this contractor who uses
this equipment for nondefense uses, for commercial use, and so on,
Mr. Staats.

What are your plans for continued surveillance ?

GAO PLANS

Mr. Staars. We do plan to continue our work in this area. The new
report is as Mr. Newman points out. The important thing I would like
to emphasize here is the Defense Contract Administration Services
organization can, we feel, perform a very important role here in try-
ing to be sure that the services are on top of this and following up with
the individual contractor. A contractor doses assume responsibility for
accountability of these records. Somebody has to be sure that the con-
tractor is performing.

Senator Jorpan. Yes. Ishould think it would be very important that
we get on top of that.

Thank you, Mr. Chairman. I have used my time.

Thank you, Mr. Comptroller General.
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REPORTING ON SMALL PURCHASES

Chairman Proxmire. You have stated, Mr. Staats:

In addition, the Armed Services Procurement Regulations permits purchases
of $2,500 and under to be reported as competitive, even though many are not.

Then you go on to show that on the basis of your checking that, 69
percent of a total of $80 million in procurement actions were not com-
petitive, were noncompetitive procurements. (See p. 9.)

It would seem to me that this is a regulation the Armed Services cer-
tainly ought to change, if, in fact, they are assuming that procure-
ments of less than $2,500 are competitive, and you say that about 70
percent, better than two-thirds, are not competitive. This is just a mat-
ter of deception, they are deceiving themselves, and deceiving the
Congress, correct ?

Mr. Newsman. Mr. Hammond, would you comment on that, please?

Chairman Proxmire. Would you identify yourself, please?

Mr. Hamymonp. James Hammond, Associate Director of Procure-
ment.

Chairman Proxmire. Fine.

Mr. Hamaonp. The local contracting officials know that these items
are purchased noncompetitively, and this information is recorded on
local forms. But when the reports are made to Defense there is no
provision for reporting these as noncompetitive, and the total is re-
ported as competitive.

Chairman Proxmire. I am sure, as you indicate in your answer, no-
body is trying deliberately to deceive. It is just a matter of complying
with regulations, and the regulations are wrong.

What—would it be difficult, would it be onerous, to specify a com-
petitive and a noncompetitive procurement when the procurements
are f{};is small? When they are this small would it be too much paper
work ?

Mr. Hammonp. No. They are already identified. And it is just a
matter of reporting them as two items instead of one. I think it would
be a simple matter to get it corrected.

COMPETITIVE PROCUREMENT OF TIRES AND OTHER ITEMS

Chairman Proxmire. Mr. Comptroller General, in your statement
you give this automobile tire example, and you point out that it has
every element necessary for competitive bidding.

I wonder if you feel that this is an isolated situation which is being
overlooked by the Defense Department or a fairly common one? In
other words, if they would sit down and go over their procurement
and try to classify them, those that meet these criteria that you have
here, and those who do not, and then move into competitive bidding
or where they met the criteria, do you think they would pick up a
number of other procurements?

Mr. Staars. Our impression is that they could. But as to the pur-
pose of our pointing this up, it is a part of our program to go in and
test other areas of this kind to be sure that the agency has thoroughly
looked into the possibility of competitive procurement.

Chairman Proxmire. But, of course, the difficulty is you have a
small staff and you have a whale of a big responsibility. Whereas you
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can step in in a tire situation and save a lot of money and get them
moving in there unless it is suggested to the agency itself, to assume
the responsibility for seeing what else they can pull in, it is going to
be an endless job for you.

Mr. Staars. That is right. We cannot do the whole job. We have to
look at these things on a highly selective basis, and we do it sometimes,
well, many times, we do it because a problem will come up in another
connection. We, in effect, stumble into some of these situations.

But also we deliberately try to go in and test different situations
that either involve heavy procurement or lots of dollars, hoping that
as a result the agency will, if our report is correct and accepted, extend
it to other areas themselves.

ADEQUATE INTERNAL AUDITS

This gets back again to the importance of adequate internal audit
in these agencies which many of them do not now have.

I must say that in the General Services Administration, Mr. Knott
came over to see me not so long ago on the basis of a repert we did,
and he is going to develop a strong internal audit in the GSA. In my
mind, this gets at the heart of the problem.

Chairman ProxMire. Fine.

Mr. Werrzer.. Mr. Chairman, to give credit, I believe, where credit
is due, we might point out that in the tire area several years ago we
did a survey in which we made recommendations that GSA have
more competition. We felt they could lower the prices they paid
partly based on findings in the case of some contracts in the Defense
Department where they were getting lower prices than the Federal
supply schedule prices GSA had. That was aircraft tires.

This particular report that you are just now mentioning happened
also to be a GSA report on the Federal supply schedule. But your
point is a good one, that it takes a case by case review of these situa-
tions to see if things can be bought competitively.

Mr. Newnan. When we had our conference with the big tire manu-
facturers several years ago we had problems in getting the report
out, because each one of them wanted a separate conference.

At an overall conference we asked them, “How can the Government
buy tires cheaper?” And the spokesman for the group said, “Yes,
they could offer them cheaper.” That is, commercial tires that are
used by the Post Office Department, Department of Agriculture, De-

artment of Defense, and other agencies. The tires could be built
uring off-seasons, and he said, “We would give them a third under
the regular price.”

So here we have procurement of commercial tires where, if we got
everybody in the Government to combine all their requirements, we
could buy them, and the companies said they would store them until
needed at a third less than what we were paying. So much for the tire
area—I imagine there are other commodities, too.

ARCHITECT-ENGINEER FEES

. Chairman ProxMmre. You have a very constructive analysis, I think,
of the architect engineer fees that are paid, and in your statement
yousay:
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However, because the agencies concerned and the professional architectural
and engineering societies do not agreed with us that the competitive negotiation
provisions of the statute are for application in the procurement of such services,
we suggest that the Congress clarify the intent in this regard. (See p. 11.)

Will you draft legislation or indicate legislation of this kind that
could be introduced by us or indicate—you do not have to draft it,
but indicate what—what do you think we ought to cover so we will
be in a position to act on this?

Mr. Staats. We will be happy to develop that. We have a full
report on this, which has been made to the Congress. I think the statu-
tory change required would be very, very small.

Chairman Proxmire. Good. .

“TRUTH IN NEGOTTATIONS” LAW

Now, I would like to ask you about a series of brilliant articles, that
appeared in the Cleveland Plain Dealer, Cleveland, Ohio, by Sanford
Watzman. He did a superb job, I think, of highlighting what you have
highlighted, reporting it very well. :

The “Truth in Negotiations” law and the failure of the Defense
Department to pay any attention to it; this is a law that seems to me
to be very good. It requires accurate, complete, and current data to be
made available by contractors, and their costs, and the Defense De-
partment has been acting as if it is something that they can take or
leave, and decided to leave it. I think you have done a very fine job
of developing this fact.

Let me ask you this: your study of defense contracts over a 10-
year period has turned up some $130 million in overcharges to the Gov-
ernment, and you have recovered half that sum from the corporations,
is that right

Mr, Staars. Yes, that is correct.-

Chairman Proxmrre. This results from just minimal spot-checking
on your part? :

Mr. Newman. Yes, sir.

Chairman Proxmime. Can we have a projection of that figure, how
much overpricing occurs every year, the total?

Mr. Staars. I raised the same question myself, Mr. Chairman. I
do not know that there is any good way that we can project an accu-
rate figure, and that is the reason we did not actually include such a
figure in our report. But you would have to do a lot of extrapolating
which may be very difficult to do, but I think it is still enough to
indicate that it would be a very substantial amount of money.

DELAY IN ENFORCING

Chairman Proxmrre. Well now, let me get back to this truth-in-
negotiations question. It has been on the books for more than 4 years.
What is taking the Defense Department so long? They seem to indi-
cate that it is vague and indefinite. They have trouble applying it, yet
they do not come to Congress, they have not for 4 years come to Con-
gress, for any clarification of it.
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GAO CONSIDERS LAW CLEAR

Mr. Staars. We do not believe they need any clarification. This is
really a matter of being sure that the law was fully complied with by
the contracting officers. The law that you are referring to has been
referred to as the “Truth in Negotiations” law.

Chairman Proxuire. Right.

Mr. Staszs. Our purpose in undertaking the study was to find out
really whether or not it had been carried out in accordance with the
intent of Congress.

SERIOUS LACK OF COMPLIANCE

Chairman Proxmrre., Would you agree there is a serious lack of
compliance ¢

My, Staars. Yes.

Chairman Prox>mre. And a comprehensive lack of compliance?

242 CASES TESTED BY GAO

Mr. Staars. Yes. We felt the matter was so important that we were
not willing to rest just on a few isolated cases, and that is the reason we
took 242 cases of either prime or first-tier subjects.

Chairman Proxare. What were the results of your finding in some
of those cases?

Mr. Staars. In our report which we sent to the Congress, which is
d%ated January 16, it indicated very widespread noncompliance with
the law.*

Our review was during the period April 1965 to June 1966. Thus,
we picked a period when the law had been in effect for 2 years, so
there would be adequate time for somebody to issue the regulations.

185 OF 242 CASES AWARDED UNDER LAW

We found 185 of the 242 procurements examined in the first phase
were awarded under requirements of the law and procurement regu-
lations for submission of cost or pricing data and certification that
the data submitted was accurate, complete, and current.

IN 165 OF THE 185 CASES RECORDS LACKING

However, in 165 of these awards we found that the agency officials
and prime contractors had no records identifying the cost or pricing
data submitted and certified by offerors in support of significant cost
estimates.

NO RECORDS FOR REMAINDER

We also found that of the remaining 57 of the 242 procurements
examined, agency and contractor records of the negotiation indicated
that cost or pricing data were not obtained apparently because the
prices were based on adequate price competition or on an established
catalog or market price of commercial items sold in substantial quan-

7 See staff study, 1967, p. 273.
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tities to the general public. But there was not a record showing the
basis for the contracting officer’s determination.

20 OF 185 CASES IN FULL COMPLIANCE

Chairman Proxmigre., So really what you are saying is in these 185
cases only 20 were in compliance with the law.

Mr. Staats. Full compliance.

Chairman Proxmire. About 10 percent compliance, really.

Mr. StaaTs. At the time of our review a new form, dated December:
1964, had been developed by the Defense Department. However, in
most cases we found that the revised form was not being used.

Chairman Proxmire. What did they say? Have they given any re-
sponse to you ¢

Mr. StaaTs. Yes. We include in our report the full response of the
Defense Department?

Chairman Prozxmire. Would this involve any burden, any big se-
rious burden, on their part?

Mr. Staars. Not in our opinion.

ACCURATE DATA ESSENTIAL

Chairman Proxuire. Is it possible for the Defense Department to
determine, especially in view of the lack of competition, is it possible
for the Defense Department to determine the real assessment on these
contracts without having accurate, up-to-date cost data ¢

Mr. StaaTs. It cannot be done.

Chairman Prozmire. They cannot doit?

Mr. Staats. We could not do it. All we could find out was that the
negotiation file was not documented to show that necessary data had
in fact been made available to the contracting officer.

Chairman Proxmire. It seems to me it would be a big temptation—
it seems to me most of these contractors are patriotic, honest business-
men, but there is a temptation when the costs are not given to the
procuring agency, a terrible temptation, to overcharge.

AUDITING REQUIRES BACK-UP DATA

Mr. Werrzer. Even if they are given, Mr. Chairman, no one can
come along later and find out what costs were given at the negotiating
table, and if you do not have something to measure against then you
do not know whether the Government has been overcharged as a re-
sult of the failure to furnish the information because you do not know
whether it was furnished or was not furnished.

In effect, you could walk into this room and it would be filled with
file cases and you would not know which things in the file cases were
presented to the Government and which were not.

But if they identify them and use the form and give the other in-
formation that is necessary, the Defense Contract Audit Agency or
the GAO auditors would be able to follow this up and make a com-
parison.
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LAW PROTECTS CONTRACTOR

Mr. Staats. The law is a good law from the standpoint of the con-
tractor as well, because if this information was, in fact, made avail-
able to the contracting officer and the information was current, ac-
curate, and complete, then the Government does not have any recourse
if it later develops that costs are less than anticipated.

GOVERNMENT HAS RECOURSE IF PRICES MISQUOTED

However, if that information were not made available, and it is
determined that his prices quoted were inaccurate, then the Govern-
ment does have recourse.

Mr. Werrzer. You have such a case as that if the contractor pre-
sented information indicating that he was going to pay $500,000 for a
particular component to his assembly that he is furnishing the Gov-
ernment. As a matter of fact, he could have a rather firm bid for
$300,000. This is close to an actual case; it is not an actual case.

In that event, and if the contractor had certified that he had fur-
nished the most accurate, current, and complete information whereas,
in fact, he had not, and the Government found on audit that he had
not, then the Government could have a basis for a claim because of
the contractor’s failure.

DOD RESPONSIBILITY

Chairman Proxxre. Now this seems to be a clear responsibility of
the Defense Department.

Mr. Newnan. That isright.

Chairman Proxmire. Because the contractors haven’t even got the
forms, is that correct ?

Mr. Newman. They have formsnow. .

Chairman Proxxare. Form 633, I understand, has not been dis-
tributed by the Defense Department.

Mr. Newnan. At that point in time they had not been distributed.
‘When we were out working on the audit of 242 contracts, the forms
had been sent to the warehouse instead of to the contracting officers, so
we got them to get them out of the warehouse and send them to the
contracting officers. :

Chairman Proxmire. But you are making a report based on what
you found at this time when the reports were in the warehouse.

My, Newnman. That isright.

Chairman Proxamre. So a contractor can hardly be held liable for
something that he is not given the form on which he is to report.

Mr. Newaax. Thatis correct.

DCAA RESPONSIBILITY

To give you another illustration, Mr. Chairman, as you know, we are
vitally interested, and it has been discussed here at the hearings, about
internal audit. DCAA, which was set up, I think, about 214 or 3 years
ago, is responsible for all the contract auditing.

Senator SymineTon. What doesthat mean ¢

Mr. Newnmaw. Defense Contract Audit Agency.
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POSTAUDIT NEEDED TO DETERMINE REFUNDS

We issued an audit report in February 1966 to the Congress criticiz-
ing the Department of Defense for DCAA not making the postaudit
to determine the amount of refund that should be made.® .

Now, you see that is from December 1962. From the time the legis-
lation was effective to February 1966, Defense had not done anything
in thisarea. .

Finally, they got on the bandwagon and made up an audit program
and began making postaward audits.

INADEQUATE POSTAUDITING

But even today, for instance, there is not, in our opinion, sufficient
numbers of these contracts being postaudited to determine if adjust-
ments should be made in the price.

. Chaéirman ProxMIre. So today has that form been distributed; is it
in use?

Mr. NEwMAN. Yes.

Chairman Proxmirs. Are they complying with the Truth in Nego-
tiations Act,in your judgment?

Mr. Newman. Yes, insofar as furnishing the Form 633 is concerned.

Chairman Proxmire. Are they complying ?

Mr. NewnmaN. Yes, they are using that form today.

Chairman Proxuire. I understand.

I am told that a rollcall is imminent. I know Congressman Curtis
has a number of questions, and I would like to ask him to take the
Chair while those of us who have to respond to the rollcall will do so
and we will be back. '

Representative Curris (presiding). Thank you, Mr. Chairman.

GAO REPORTS TO CONGRESS

Following up on this, Mr. Staats, you referred to two reports that
you made to the Congress, one on this auditing. To which group in
the Congress did you make that report or was it to an individual?

Mr. StaaTs. We refer to a report to Congress, Congressman Curtis;
a report we send normally to the Speaker and to the President of the
Senate.

REPORTS TO COMMITTEES

Representative Curtis. I see. One that would be made in response
to this committee you would address to this committee ¢

Mr. Staars. We would also make reports to committees which are
at the specific request of the committee.

Representative Curtis. Of course; but these reports were to the
Congress?

1. STaaTs. That is correct. It was a public report.

Representative Curris. Yes.

Mr. Sraats. All reports to the Congress become public reports,
whereas a report to the committee may or may not in the discretion
of the committee. '

8 Staff study, 1967, p. 85.
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Representative Curris. I was interested in seeing where the respon-
sibility in the Congress might come to rest.

Let me ask you this: T should know, but I do not know. The Truth
in Negotiations Act—did that come from our committee or from the
Armed Services Committee ?

Mr. Staars. The Armed Services Committee.

Representative Curtis. Did this report to them, to the Congress—
was that referred to the Armed Services Committee, do you know,
and did they hold any hearings on it?

Mr. Staats. There has been no hearing held on it. It was made
available to the Armed Services Committees as well as Government
Operations and to the Appropriations Commitiee.

Representative Curris. Yes.

GAO AND RENEGOTIATION BOARD

This committee, of course, has been interested in this subject for
some time, and I do want to pursue it further, and yet there is an-
other committee on which I serve which has an interest in this in an-
other way, the Ways and Means Committee. Does the Renegotiation
Board ask the Government Accounting Office to assist them in any of
their work that they do in renegotiation ?

Mr. Staars. Not directly, to the best of my knowledge. Our ma-
terial is made available to them.

Representative Curris. But you have not had any specific request
for personnel or assistance in the running down of some particular
case they might have?

Mr. Staars. I am sure we would cooperate with them. We would
not feel that it would be appropriate for us to assign personnel to
them as an agency of the executive branch.

Representative Curris. Even though they requested it? I am, first,
trying to find out what the relationship is.

(The) GAO subsequently filed the following information for the
record:

STATEMENT ON GAO RELATIONSHIPS WITH RENEGOTIATION BOARD

The following working relationships have evolved to provide assistance to
the Renegotiation Board and to our Office in carrying out the respective respon-
sibilities.

Copies of our audit reports to the Congress relating to contractors whose Gov-
ernment business is subject to renegotiation are provided to the Board for use
in conducting renegotiation proceedings.

A list of contractors on which audit reports are in process in the General
Accounting Office is sent each month to the Board in Washington for its infor-
mation and use in renegotiation proceedings. If further information as to a
specific contractor is desired by the Board, representatives of the General Ac-
counting Office have authority to discuss the examination and the tentative
findings ; however, draft copies of audit reports are not provided to the Board.

Representatives of the General Accounting Office may discuss with repre-
sentatives of the Board, information in their files relating to a specific con-
tractor being examined or scheduled for examination by us.

Mr. Staazs. I think it would present some problem of precedent
to us to either undertake assignments or assign personnel directly
to an executive agency.
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Representative Curris. Let me ask you the other question: has the
Renegotiation Board ever referred to the Congress any problems
they have seen develop as a result of their casework ?

Mr. Sraars. Not that we are aware of. We could check that to be
100 percent sure.

(The information below was later supplied for the record :)

STATEMENT ON WHETHER PROBLEM AREAS ARE BROUGHT TO THE ATTENTION OF
CONGRESS BY THE BOARD

The Board has informed us that, except for matters which have been discussed
with the appropriate legislative committees during the consideration of the sev-
eral extensions of the Renegotiation Act, problem areas have not generally been
brought to the attention of the Congress. However, the Board refers to the appro-
priate procuring department information obtained in its work which it considers
to be of interest to the department.

EFFECTIVENESS OF RENEGOTIATION BOARD RE USE OF GOVERNMENT
PROPERTY

Representative Curris. The record might as well show here that
I have been very critical of the Renegotiation Act for years because
I felt that it was not serving a good function. If anything, it was pro-
viding sort of a crutch that enabled our procurement officers and others
to say, “Oh, well, we don’t have to worry too much about this. If it
is tlgo bad ,in the pricing, and so forth, the Renegotiation Board will
pick it up.’

Yet when we examine the activities of the Renegotiation Board I
find that they pickup very little, if anything. Actually some of the
things they do pickup go the other way and discourage contractors
who are doing a good job from bidding on Government work. For this
purpose I was seeking whatever information you might have as to
whether or not the Renegotiation Board might have picked up some of
this use of Government property in the fulfilling of some contract they
have with the Government in their negotiating of that particular
contract.

Mr. Staars. We could check this point.

Representative Curris. Would you? I would be very interested in
knowing whether they have because——

Mr. Staats. I can see the relevance of your question.

Representative Curris. Yes. You see, this would be an immediate
thing that the Renegotiation Board ought to look at and they say they
do in renegotiating a contract. They will say, “Well, how much equip-
ment was furnished by the Government,” and so forth, and in many of
these contracts the Government has furnished equipment. But I have
never heard them make the point that the records were inadequate so
that they did not have the information or anything of that nature.

I would have thought that this Truth in Negotiations bill would
have been of tremendous advantage to the Renegotiation Board.

Mr. Sraars. We would be happy to supply a statement on this for
the record.

Representative Curris. Yes.

(The informatoin referred to follows:)
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CONSIDERATION GIVEN BY THE BOARD TO GOVERNMENT PROPERTY IN THE HANDS OF
CONTRACTORS

The Renegotiation Board has informed us that—

(1) Contractors on request submit information to the Board showing the
total amount of Government plant, equipment, and materials furnished by
Government departments;

(2) Generelly, the Government-furnished plant and equipment informa-
tion, as furnished by the contractors, bas been accepted by the Board for
purposes of renegotiation;

(3) When the Board bhas occasion to question the information supplied
by a contractor, the matter is referred to the appropriate Government
department for confirmation.

Representative Cortis. Now, let me ask another procedural
question.

On these cases that are brought out here, it looks as if—in some in-
stances, as Senator Proxmire was bringing out—the contractors them-
selves have not been furnished the forms, it would be hard to put the
-onus on them.

Yet, on the other hand, the fact still remains they have been using
Government property without adequate payment.

RECOUPING IROM CONTRACTORS

‘What procedures do we have for recouping these funds or these
amounts from these contractors? Can you comment on that?

‘What is done with respect to recouping ?

Mr. Staars. I wonder if we could ask Mr. Keller, our General
Counsel, to respond to these questions?

Representative Curtis. Yes, of course.

Mr. Kzcier. I think the question, Mr. Curtis, breaks down into
two parts. On certifications of cost data as required by Public Law
87-653, if the certificate does not identify the data on which the cer-
tification was based you do not have much of a case for a price ad-
justment because you have lost the identification of basic element
you need for the price adjustment. That is, the data on which the
Government relied in negotiating the contract.

Representative Curris. Let me interrupt for just a minute.

On the basis of at least the cases that the General Accounting
Office checked, although they actually used the equipment, although
they actually did not fill out the form, once you have that information
T would think you could have a recoupment.

Mr. Kerrer, That is the other part of your question.

Representative Corrrs. All right.

USE OF GOVERNMENT PROPERTY ON COMDMERCIAL WORK

Mr. Keurer. Where a contractor has utilized Government property
for commercial work without approval of the Government, I think
the Government has a case to recover a reasonable charge for the use
of that property. Such a recovery would be pursued by the
Government. 7

Representative Cortis. Who would pursue them ; would the Defense
Department pursue them?
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Mr, Kerrer. It would be up to the contracting agency to seek a pay-
ment from the contractor for the use of Government equipment on
commercial business.

Representative Curtis. But is all this property actually assigned
out, say, to the Defense Department and then, in turn, assigned to
the contractor? GSA could own some of it.

Mr. Kerier. It could be in the hands of GSA or Defense or any of
the contracting agencies. I think GSA and Defense would be the two
major agencies.

Representative Cortis. In that instance then the person who would
have to move toward the recoupment would be the agency to whom this
equipment was assigned, is that correct?

Mr. Kerier. That is correct, sir.

ROLE OF JUSTICE DEPARTMENT

Representative Corris. Would the Justice Department ever get into
this area to collect claims of this nature? I am not thinking of the
civil rather than criminal aspect.

Mr. Kerier. I think they would if it comes to a case where the
Government is contemplating court action or is in a position of de-
fending a suit. Short of that, I do not see Justice in the picture.

Representative Curris. Many of the defense contracts have renego-
tiation clauses in them, and this would be another area where some of
this could be followed through. It is very difficult for me to under-
stand how the Defense Department could do a very good job of re-
negotiating if they have not gotten this information back on their
reports. Would you comment on that ?

Mr. Kerier. It would be certainly difficult for them. I guess if you
do not have information maybe your problem is not too difficult. We
think they should have the information.

Representative Curtis. Yes.

NEGOTIATION WITHOUT RECORDS ON GOVERNMENT FURNISHED PROPERTY

T do not know how you could really negotiate a contract with much
intelligence if you did not have records of what Government property
is owned and might have been used in this.

DEFENSE CONTRACT ADMINISTRATION ‘SERVICE (DCAS)

One other basic comment: This committee has shown considerable
interest in the development of the Defense Contract Administration
Service. They are a key to this problem. The qualifications of the per-
sonnel responsible for following through is important. Secretary Mec-
Namara created a service so that there would be an esprit de corps,
and improved training of this kind of personnel.

ROLE OF DCAS IN NEGOTIATIONS

Incidentally, in my interrogations on how far we were going, I was
looking into what jurisdictions were given to the contracting service
officers. I was disappointed to learn that they had nothing to do, ap-
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parently, with the renegotiating of contracts, They are apparently
simply to continue to take a contract that has been negotiated, follow
through for deficiencies, compliance, and so forth, but they were not
involved in the original negotiations and, therefore, not involved in
the negotiations themselves.

But, inasmuch as you have touched on the problem of turnover of
personnel and lack of expertise, would you comment on this specific
effort on the part of the Defense Department to create a special service?

GAO REPORT ON DCAS

Mr. Staats. Perhaps I might respond first, Congressman Curtis, by
referring to a report which we just sent to the committee. It was sent
to this particular Subcommittee on the development of the Defense
Contract Administration Services, and our suggestions with respect
to strengthening and improving the work of that service.?

Representative Corris. Very good.

Mr. Staats. This is a very recent one. If I could read one para-
graph '

Representative Curtis. Please do.

Mr. Staars (continuing). Which I believe summarizes better than
anything else I could say on the subject:

During our survey we observed a number of areas which we believe warrant
further management attention. These areas include (1) military department’s
retention of plants and contract administration function—
that is the funetion not having been centralized yet, but we feel it
should be centralized—

(2) elimination of delays in the payment of contractors’ invoices and loss of
cash discounts reported at §2.3 billion for the year ending November 30, 1966—

that is the figure only with respect to those areas that we checked—

and (3) agency efforts to anticipate and minimize delinquencies in contract
deliveries, (4) agency technical evaluations of contractors’ price proposals,
(5) agency efforts to eliminate unneeded quality assurance inspection require-
ments imposed by procuring activities.

We feel this is a desirable development, we applaud it. We think
that these are things that ought to be looked at by the Defense Depart-
ment in an effort to try to improve on it.

Representative Curris. Thank you very much. My time is up.

Chairman Proxare. Unfortunately, that is another vote I have got
to go down for. But let me ask a couple of questions.

GAO REPORT ON “TRUTH IN NEGOTIATIONS,” FEBRUARY 1967

The Cleveland Plain Dealer series also mentioned a GAQO report
issued in February.’® You say in this report that the Defense Depart-
ment has been derelict in not requiring its contractors to adopt formal
business-like cost estimating systems. A pparently the Defense Depart-
ment’s own auditors, not just the GAO, have been urging this same
step for some 10 years.

? Comptroller General’s Report B-161328, May 8, 1967.
10 Staff study, 1967, p. 176.
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IMPORTANCE OF COST ESTIMATING SYSTEMS

Will you please tell the committee why estimating systems are so
important.

Mr. Staats. Well, this, of course, goes to the heart of the negotia-
tions. Unless the Government has the basis of estimating what the
costs are going to be, has the data with which to enter into those
negotiations, then it is likely to be kind of one-sided.

Chairman Proxamre. This is because, as you have well-documented,
such a small percentage of the procurements are competitive. There-
fore, you have to rely on cost estimating systems to get a fair price.

Mr. Staazs. That is correct.

Chairman Proxmire. How do you account for Mr. McNamara's
tardiness in this area?

Mr. Staats. Well, again, about all I can say on this is there’s been
considerable progress made in this area, but there is a lot more to
be done.

Chairman Proxmmre. Are you satisfied with their February re-
port, with their answer to your February report?¢ Their response?

Mr. Werrzer. They certainly have been cooperative in what they
said they were going to do. [Laughter.]

Mr. WerrzeL. I am not saying that facetiously. They have to have
time, but they did, as I recall, adopt our proposals and said they were
going forward with them.

Mr. Newman. That is right.

VOLUME OF BUSINESS REQUIRES A SYSTEM

Mr., Werrzen. We feel that because there are so relatively few GAO
auditors and, Defense Department auditors, although there are 3,600
of the Defense ones, compared to the total volume of procurements,
the more you can systematize and get a reliable system in operation in
a contractor’s own operations, the more dependable that will be and
the less independent review work will have to be done after an
estimating system is appraised.

Chairman Proxmire. This is another very important reason for
your “truth in negotiation” compliance.

Mr. Newman. Correct.

Chairman Proxmre. Your limited auditors.

NEED FOR FEEDBACK FROM DCAS TO DCAA

Mr. Wrrrzen., In that same report we also suggested, as I recall,
that the defense contract audit people should make broader reviews of
contract pricing proposals. They should have better access in some
cases to the contractors’ records, and also there should be more feed-
back from the contract administration people—the contracting of-
ficer to the auditor—so that the auditor can see whether his
recommendations are used and adopted. As I recall, Mr. Newman, the
Defense Department, responded that they were taking steps to put this
into effect. The access to records may be a rather difficult one in some
cases.

79-459—67—pt, 1—6
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POSTATDIT SYSTEM

Chairman Proxare. About a year ago you issued a report urging
the Defense Department to adopt a postaudit system on defense
contracts. That is to check back to see whether the Government had
been cheated.

Do you mean to say the Department had no such program of its
own until you prodded it into adopting one?

Mr. Ngwaran. That is correct, sir.

Chairman Proxarire. No program of this kind ?

Mr. Werrzer. This was a postandit program as I recall.

Chairman Proxmrre. Isn’t it logical that they should have some-
thing like that?

Mr. Werrzer. To us, yes, sir.

GAO AND DOD DISAGREEMENT ON INTENT OF ACT

Mr. Newman., Yes. You must understand, Mr. Chairman, from the
period December 1962 to October 1964 we were having serious dis-
cussion with the procurement people in defense.

‘When the Truth in Negotiations Act came out we interpreted the
act differently than they did. Of course, we helped write it. As a result
there was quite a bit of discussion in getting out the ASPR’s. When the
original ASPR’s were put out, we didn’t agree with them. We kept
constantly prodding them to make changes and it wasn’t until about
October 1964, almost 2 years later, that the ASPR’s were put in such
shape that we could live with them.

Now, all that was going on up to October 1964,

DCAA POST AWARD AUDITS

Now you must realize that the Defense Contract Audit Agency prior
to the time it was set up, was in the three different departments, and
they all had different regulations. So the Defense Contract Audit
Agency had just been established about a year, when in February
1966 we issued a report telling them they should make postaward
audits. Immediately by March 1966 they had an audit program. How-
ever, as I understand it from figures that have been submitted to us,
they made very few postaward audits up to the end of 1966.

Chairman Proxuyre. How is it working now?

Mr. Newnan. We haven’t had a chance to look at it.

Chairman Proxyire. At the end of 1966, which is quite recent.

Mr. Newaman. Yes, sir.

Chairman Proxyre. It hadn’t done as much as you would expect.

Mr. Newman. Well, for instance, one DCA A regional office I went
into had, I think, 13 postaward audits completed.

Chairman Proxmire. What does this mean, put this in perspective.

Mr. Newman. Well, they had made an audit on price proposals of at
least a thousand. So there was a very, very small percentage of post-
audit. But they are devoting more and more time to it and we are
going to keep on their heels.

Chairman Proxumire. Ihope so,because after all,isn’t it true that the
amount of money you save in terms of the cost of conducting these
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audits is overwhelming ? It’s what—is it, 10 to 1, 100 to 1,2 1,000 to 1¢
Anyway it’s a tremendous proportionate saving. The best kind of
investments the taxpayer can make.

AUDITOR’S ACCESS TO RECORDS

Mr. Newaan. Well, if they are utilized properly. We have an in-
ternal audit report coming out which will cover the subject, and we
fﬁel more and more that they should have the authority that we have in
this area.

They are having their access to records problems. It was only yester-
day I got a call from our west coast office about it and it is surprising
to find out that some contractors refused to let them even look at the
records, so they have their problems as well as we have ours in getting
these records to make a proper audit.

Mr. Wrrrzer. There has been some discussion as to whether a law
is needed to give Defense auditors access to the records or whether it
can be accomplished administratively, which we feel it could by chang-
ing the form of the contract. ‘

Mr. Newman. We recommended that in February 1966, but nothing
‘has been done to date.

Chairman Proxmire. Yes. Congressman Curtis will take the chair
-while I go to the floor to vote.

RECOUPING THROUGH RENEGOTIATION BOARD

Representative Curris (presiding). Have you ever used the ma-
.chinery of the Renegotiation Board? Of course, the essence of this is
through the tax laws or recouping some of the price on the ground
that in these originally negotiated contracts, where no one really knows
what the costs are, there being new weapons or something new, so that
they then come back and take a look to see whether to renegotiate the

rice. Then the Government recoups it through the Internal Revenue

Service, in the renegotiation process. I would think that a lot of these

‘kinds of things that you have mentioned would be the basis for starting
.a case over in the Renegotiation Board.

Mr. StaaTs. I really can’t answer your question. I suppose it really
would have to come from the Renegotiation Board itself. I do know——

Representative Curris. I would think a case can start on their initia-
‘?:[ix(fie or it could start on anyone’s initiative. I ought to know this but

on't.

Mr. Werrzer. Mr. Curtis, one of the problems, I believe, and only
.one, of course, is that the Renegotiation Board is more concerned with
_a contractor’s total position on%xis total business with the Government,

whereas we, and the Defense Department under the Armed Services
Procurement Regulations, are concerned with individual contracts.

Representative Curtis. Well, there is his total in a sense, but they
“have to be concerned with the individual contract. In fact, that is the
“way they develop the data in order to determine whether there is a——

Mr. Werrzer. They are concerned with the performance and whether
it is efficient or whether they have saved all the money that they could
“have, but it is possible for a contractor to make a million dollars on
.one contract and lose a million on another, and while I am no expert
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on renegotiation, I think then he wouldn’t be renegotiated as
substantially.

Representative Curris. You would be renegotiated. Maybe that is
sort of a saving grace that was put in and I think probably legiti-
mately to protect someone. But it doesn’t deter the Renegotiation
Board from making a determination of what they think is reasonable
profit. One of the big arguments I have had with them over the years
was with the airframe companies. They said, “well, we should only
give them x-percent return because so much of the equipment fur-
nished and capital is Government equipment and Government capital.”
And T then ask, “why is it that the percent of Government capital in
the airframe industry hasn’t been reduced over a period of say, 10
years?” And they answer, “well, you can’t expect people to put their
money into such a risky business.” Then I go back to the original
p.o%?p, ,‘,‘Well, maybe you aren’t giving enough return for people to
T1sK 1T.

GOVERNMENT FURNISHED EQUIPMENT

Well, whatever it is, I am just bringing that out to demonstrate
that they do go into specific contracts in order to get results.

One of the big items that they are constantly looking at—they say
they are—is how much capital has been provided by Government in
machinery or whatever, and how much has been provided by the con-
;zlractor himself. So they are very much in the area of our discussion

ere.

Mr. Werrzer. They may have some difficulty. I believe the report
that we are working on on Government property in contractors’ plants
will point out that special purpose tooling isn’t even included in the
accountability by contractors. We think it should be.

Representative Curtis. Yes.

Mr. Werrzer. That is the basis of it. It could obviously be used as
you were pointing out for the particular purpose for which it was
put into the plant.

Then another thing, a contractor’s complement, you might say, of
Government furnished tooling could be maintained and even increased
in value by the replacement of existing Government-owned equip-
ment though they have an ultimate policy, supposedly, of reducing
the Government-owned equipment in the plant.

Representative Curris. Mr. Comptroller General, you have been
very kind to suggest that you would look into some of this. I wonder
if you would look somewhat fully into how the renegotiation process
fits into what we are talking about here. And also whether or not
that might be a tool to be of some assistance.

Mzr. SraaTs. Ithink the question is a very relevant one and we would
be glad to.

Representative Curris. Yes.

USE OF SALES RECEIPTS “BACKDOOR SPENDING”

Now I have another line of questions that relates to your reports
on the cost of sales of surplus properties and distribution of proceeds,
and on various methods of financing agency programs.
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There is a general term used in the House and I guess in the Senate
too, about “backdoor spending.” I am concerned about how the re-
ceipts that are obtained from the disposal of the property, for exam-
ple, are actually used.

RECEIPTS FROM SALES OF REAL AND RELATED PERSONAL PROPERTY

I pointed out the so-called “punkin” fund that has to do with the
Defense Department’s use of some of these receipts. But I found out
that is also true, apparently, on some of the sales of real and related
personal property under the GSA Act. These do not go to Miscellane-
ous receipts but to the land and water conservation fund, which the
Interior Department administers.

hH’%ve you looked into that aspect and have you any comments on
that

Mr. Staats. Well, that one might be regarded in the sense as an
earmarked fund—it is a hybrid actually. Part of the receipts that go
into the fund are made up by the people who visit the parks. It is
‘lche same as a user charge, but part of 1t also arises from the sale of

and.

Representative Curris. Yes.

Mr. StaaTs. So itisa hybrid type of fund.

Now, those moneys have to be appropriated out of that fund.

Representative Courris. Through the regular appropriation process?

Mr. StaaTs. Yes.

USE OF RECEIPTS FROM SALE OF SEALSKINS

Representative Curris. Then how did this happen? Some of the
funds come from the sale of sealskins or the skin processors and yet
they used that fund, I think, without appropriation to try to develop
a competing source of tanning and curing sealskin pelts. In fact, as
I understand it, they used all the receipts so that the State of Alaska
did not get its share in it and that was not through an appropriation
process.

WIDE DISCREPANCY IN USE OF RECEIPTS

Mr. Staars. I think you are correct on that one. I think about all
that can be said is, it is this kind of an accretion of history of a num-
ber of different actions taken by Congress which results in a wide
discrepancy in the way in which money goes into these special funds
and the way in which it is authorized to be spent, some of it subject
to appropriation, some of it not.

Representative Curris. This is a good beginning to your report, but
I repeat, only a good beginning.*

The administration has recommended further reliance on the user
fee technique of gaining funds, and I happen to favor an increased
use of this technique—to the extent that it is appropriate. But if we
are going to move in this direction. I want to know what these user fees
are and how they are going to be spent. If I read your report correctly,
we have developed no uniform system of how receipts from user fees

1t See hearings of Subcommittee on Foreign Aid and Expenditures of the Senate, Gov-
ernment Operations Committee, Sept. 23, 1965.



76 ECONOMY IN GOVERNMENT

or sale of surplus personal property or real estate can be used. You
did say in this one fund it was supposed to be appropriated. But 1
pointed out a case where it didn’t follow the appropriation process.

‘Would you comment on my observations?

Mr. Staars. Mr. Keller would like to respond to part of the question.

Mr. Keueer. Mr. Curtis, on the question of the use of receipts from
the sale of property, the Federal Property Administrative Services
Act authorizes the use of receipts under certain conditions.

The act authorizes the administrator to use receipts for the utiliza-
tion of excess property and the disposal of surplus property including
the expenses of sale, the payment of auctioneers, appraisers, et cetera.
Also funds from the sale of property that was origina-lly purchased
from funds that are not appropriated funds or are revolving funds,
would go back to the funds from which the purchase was made. Funds
are authorized to be placed in a special deposit account to take care of’
any questicn of refunds that may be due to contractors. Also, funds can
be applied against work performed by a contractor, under certain con-
ditions.

The latter may be the sealskin-operation you were talking about,.
I am not sure of that because I haven’t checked into it.

Representative Currrs. Yes. If you would check into that.

(Th(; following material was subsequently filed relative to the fore-
going':

STATEMENT RELATIVE TO PROTECTION, HARVESTING, AND SALE OF PRIBILOF
FUr SEALS

The act of February 26, 1944, as amended, and subsequently repealed and
replaced by the Fur Seal Act of 1966 (80 Stat. 1091), declared the Pribilof
Islands to be a special reservation for Government purposes and gave the Secre-
tary of the Interior authority to protect and harvest the fur seal herd, to furnish
the necessities of life to the native inhabitants of the islands, and to provide
for their comfort, maintenance, education, and protection. The act also provides
that the proceeds from the sale of sealskins shall be deposited in a special fund
in the Treasury (Pribilof Islands fund), and that there is authorized to be
appropriated annually, for the purpose of carrying out the provisions of the act,
an amount not exceeding the total proceeds of such sales covered into the
Treasury during the preceding fiscal year. Beginning with fiscal year 1959, the
State of Alaska (72 Stat. 339) has received 70 percent of the net proceeds from
the sale of sealskins as determined by the Secretary of the Interior after deduct-
ing costs of administering the Pribilof Islands.

Since 1921, fur seals harvested from the Pribilof Islands have been processed
and sold by the Fouke Fur Company under successive contracts with the De-
partment of the Interior. We understand that the expenses of processing and
marketing the sealskins have been met from the gross proceeds resulting from the
sale of the sealskins and the net proceeds have been deposited into the
Treasury. This practice appears to be a reasonable interpretation of the laws
applicable to the harvesting and sale of fur seals from the Pribilof Islands and
}(J}?)S been recognized by the Congress. See for example House Report No. 3052, 81st

ngress.

The current contract with the Fouke Fur Company entered into on April 30,
1965, provides that seven-eighths of the sealskins harvested during 1963 through
1967 will be made available to Fouke for processing ‘and sale. Pursuant to a deter-
mination by the Secretary of the Interior the remaining one-eighth of the seal-
skins harvested during 1963 through 1967 are to be retained by the Government
for use under experimental contracts with other interested firms.

The initial research and development contract was entered into with the
Pierre Laclede Fur Company on August 30, 1965, pursuant to authority contained
in the act of February 26, 1944, as amended, and provided for the Government
to furnish the contractor about 5,000 sealskins for research and development
purposes. The total cost of the contract to the Government was estimated to be
$377,636, including a fixed fee of $30,000, which was to be financed out of pro-
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ceeds for the sale of any sealsking processed by the contractor. In the event, pro-
ceeds from sales were insufficient to reimburse the contractor for allowable costs
of the contract, the deficiency was to be paid the contractor out of funds appro-
priated for administration of the Pribilof Islands.

NO FORMALIZED ACCOUNTING ON USE OF RECEIPTS

Representative Curris. By the way, and have you all made any
rﬁgo;nnlendations as to how we might formalize the accounting of
this?

Mr. Staats. The answer is that we have not. As I have mentioned
earlier, to the best of my knowledge, this is the first time this over-all
type of compilation has been put together in this particular form.
I think it would be of use to a number of the committees of Cengress.

PRESIDENT’S COMMISSION ON BUDGET CONCEPTS

I cannot speak finally for the President’s Commission on Budget
Concepts, but I would think that it would be almost inevitable that
that Commisison will address itself to this same issue. '

Representative Curris. Yes. ,

You can see in the Ways and Means Committee why we would be-
come involved.

First, we have never developed capital budgets in the Federal Gov-
ernment. I think we badly need them because we get proceeds from the
sale of capital assets. We were talking about one today.

Second, we get proceeds from user fees.

Apparently we haven’t developed any uniformity about how the
receilpts from either of those two sources might be used. How do we
develop some sort of uniformity in this area?

CATEGORIES OF SITUATIONS RE USE OF RECEIPTS

Mr. Sraats. If I may say so, it seems to me you have three fairly
distinct categories of situations. ‘ : v

BUSINESS-TYPE ENTERPRISES

One is the business-type enterprise where the Congress is inter-
ested in knowing what the shortfall is between receipts and outgo.

Representative Curtis. Yes.

Mr. Staars. I am thinking of power.

Representative Curris. TVA, and so forth?

Mr. StaaTs. Yes.

REPAYMENTS TO LOAN FUXNDS

The second type situation is where you have a loan fund into which
repayments are made, and the question of whether those repayments
become available for new loans under a revolving loan fund concept.

USER CHARGES

The third is the situation you have been referring to, namely, where
you have user charges for people who receive some special service or
benefit from the Government and are therefore charged, in effect, a tax,
and how that money gets spent. Whether it is earmarked. The gasoline
tax for highways is a case in point.

Representative Curris. Or stamps.
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SALE OF STAXMPS

Mr. Sraars. Or postage stamp revenues for use in the postal fund.
So you have three fairly distinct categories, and how you treat it de-
p}snds a little bit on your philosophy with respect to every one of these
three.

Representative Curtzs. Yes.

RECEIPTS FROM SALES OF PROPERTY

I think that is true. Yet in this one area of your report where we
are talking about the sale of surplus properties, I think it looks like
there can be some uniformity.

Then in these other funds—122 of them, which would include revolv-
ing funds and other things—there needs to be some rationale, and I
think you are recommending that, too.

Mr. Staats. Right. I think the question we might advantageously
ook into as a general accounting office would be the question of the
sale of physical assets, what becomes of the proceeds on the sale of
physical assets.

I think that is a somewhat different problem than the three cate-
gories referred to.

Representative Corris. Well, I agree, and that is where I originally
started my interrogation. But then when I got into this specific case
;ve found they were commingling those funds with user fees and so

orth. .

My. StaaTs. Right.

Representative Curris. First, we ought not to commingle. Then we
get into this thing of the Pribilof Islands and the seals. This is the most
unique kind of thing for the Federal Government. Possibly, it isn’t
las unique as I think 1t is, but it isn’t a user fee, and it isn’t a sale of
an asset that we procured. It illustrates some of the problems that exist
in both the user fee technique and the sale of physical assets.

Well, my time is up, and I will turn it back to the Chairman.

ACCESS TO COMPANY RECORDS

Chairman Prox»re. That post audit report also mentions the mat-
ter of access to company records for the purpose of comparing actual
costs, costs estimated at the time of negotiation. As I understand it,
Mr. McNamara is not sure of his authority in this situation, and you
recommended that he could assert his authority by way of regulations.

Tt has been more than a year since your report was issued. How
has this problem been resolved ¢

Mr. Staats. I don’t believe there has been any resolution on it.

Mr. Newaan. No.

DOD EXPLORING PROBLEXM

Mr. Staats. Mr. Keller tells me that Defense has a subcommittes
that has been exploring this, reviewing it.

Mr. Newnman. Forayear.

Mr. StaaTs. We do not know what the current status is.
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Chairman Proxmire. In the time it’s taken the Defense Department
to ponder this point, how much money do you think they have lost in
overpricing defense contracts-

Mr. Staats. Thaveno way of knowing.

Chairman Proxmire. Plenty.

Mr. Wrrrzen. Mr. Chairman, one of the complications in this
area :

" Chairman Proxmire. Let me say either he has that authority now or
it could be provided by an Act of Congress, is that correct ?

Mr. Newwmaw. That is correct.

Mr. Wrerrzer. Yes, we think they could do it administratively but
during the Holifield hearings on Defense contract audits by the Gen-
eral Accounting Office, I believe a question was raised by the subcom-
mittee as to whether this question was not of such moment that it
should be referred to the Congress for action. I think this may be
contributing to the delay in resolution of the problem, the fact that
the Holifield committee felt as it did. For example, on page 13 of the
report on Defense contract audits which was House Report 1344 of
the 89th Congress, the subcommittee said, “it would seem that if the
Department of Defense is to acquire the access privilege on a sustained
or permanent basis, it probably should be a matter of congressional
rather than administrative decision.” Thatis all T will read.

Chairman Proxmire. Who said that?

Mr. Werrzer. This was the report of the Military Operations Sub-
committee of House Government Operations, back in March, 1966—
the Holifield Subecommittee Report.

Mr. Newaan. Congressman Chet Holifield’s subcommittee.

REVIEW OF NEGOTIATION PROCESS

Chairman Proxmire. Every step along the way—here step No.
1, you don’t have competitive bidding, you can’t have it as completely
as we would all like to have it. We all agree on that. We would like
to have more. We don’t think we have enough. So you would like to
have more. So you have to estimate the costs. The second stage or cost
estimate has been called delinquent, it certainly has not been adequate.

Then in a third stage or followup the opportunity of the Secretary of
Defense or his auditors to actually check the cost records, the post
audit, they can’t do that. So that it would seem that it puts the Govern-
ment in a most disadvantageous position, and it would seem to me that
if Congress is going to be responsive to taxpayers under these circum-
stances they certainly ought to provide at least some access to records
in the event the Secretary of Defense tells us that in his view he doesn’t
have that authority now.

Mr. WrirzeL. We feel their auditors certainly should have that
access.

Chairman Proxmire. Why do you think they should have it?

ACCESS AUTHORITY TO REVIEW CONTRACTOR'S RECORDS

Mr. Werrzer. We think they should have it if they are going to get
at the bottom of these situations. We have it and we exercise it subject
to some question on occasion, but what you were saying just makes the
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point that was made by Representative Hardy in proposing the amend-
ment to the Armed Services Procurement Act, and the Federal Prop-
erty Act, which gave the GAO auditors access to contractors’ records
in cases of negotiated contracts. He said—

hC%laireman Proxyme. You have that Hardy amendment which isin
the law?

Mr. Werrzer. That has been in the law.

Chairman Proxyire. You act under that. But do they have any
-corresponding authority ?

Mr. Werrzer. They do not, but they also have the authority to make
-3 contract as one of the parties to the contract, the other one, of course,
‘being the contractor, and we feel that it is, let’s say, consistent with
-good management to insure that you have such access to records in the
case of a negotiated contract so that you will be able to determine
whether you had the proper information.

Representative Corris. Will the gentleman yield?

On the renegotiation clauses or redetermination clauses that are
put in those contracts, that is the essence of them, isn’t it, that they
‘have access to this information ¢

Mr. Werrzer. A price redetermination clause would have pro-
visions for furnishing cost information on which a redetermination
-could be based. But, Mr. Hardy said that the contractor would have
his lawyers and accountants and he felt that the Government was at
least entitled to the benefit of an audit report and we think they are
-entitled to the benefit of a Defense audit report, but this has been a
matter of some discussion as you can see.

DOD HAS ACCESS TO CERTAIN DATA

Mr. Keirer. I would like to clarify one point on the access problem.
‘Tt is a question of degree or extent of access with the Defense Depart-
‘ment. They do have access to the data used in negotiating the contract.
“We think they should also have access to the cost of performing the
-contract.

Chairman Proxarmee. They do have access to what.

Mr. Kerier. The data used by the contractor in negotiating the
-contract.

Chairman Proxayme. And they also ought to have access——

Mr. Kerier. To the cost of performing the contract as well as the
data used in negotiating the contract.

Mr. Staats. Under Public Law 87-653, the Truth in Negotiations
law, the contracting officer would have access to any available informa-
tion at the time the contract is negotiated. What Mr. Keller is referring
to then is what actually takes place after the contract is entered into.

Chairman Prox»re. Well, the Truth in Negotiations Act isn’t en-
forced or hasn’t been, we haven’t had any evidence that it is being re-
spected. And absent that we don’t have the postandit either.

“TRUTH IN NEGOTTATIONS” AND POSTAUDIT

“Mr. Staats. We don’t really have either effectively, now.
Chairman Proxmire. You don’t have anything. You don’t have
either effective now, you say.
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PECKING AT THE PROBLEM

Mr. Newman. Mr. Chairman, it is just impossible for the General
Accounting office to audit all these contractors. We are pecking at it
as best we can.

Chairman Proxmire. Right.

Mr. Newman. But there are some 8,600 auditors over in DCA A that
should devote considerable of their time to postaudit.

POSTAUDITS FORECLOSED BY DCAA IF “COMPETITION” CLAIMED

The other area under this Truth in Negotiation that the DCAA
auditors cannot touch is when the contracting officer decides that he
has competition. The only one who gets into that area is the General
Accounting Office and this we don’t like because we have noticed in
statistics that have come through recently that this type of procure-
ment has jumped from $5 billion to $10 billion in 1966.

COMPETITIVE PROCUREMENT JUMPED FROM $5 BILLION TO $10
BILLION IN 1966

Chairman Proxmizre. $5 billion to $10 billion ?
Mr, NewmaN. Inone year,in this area.
Representative Corris. They claim were negotiated ?

GAO DISAGREES ON DEFINITION OF “COMPETITION

Mr. Newman. The contracting officer claims it is awarded on the
‘basis of competition but we found that in some cases there was not price
-competition.

Chairman Proxmire. I see.

Mr. Newman. There has got to be definite criteria set up as to what
is competition,

Chairman Proxmire. They claim competitive negotiation has
jumped from $5 to $10 billion? That doesn’t seem reasonable.

AUDITS REQUESTED BY CONTRACTING OFFICER

Mr. Newnan. But there is no audited proposal, you see. The audi-
tors don’t get into that proposal unless requested by the contracting
-officer. We found very few audits made in this area.

COLLABORATION BETWEEN PROCUREMENT OFFICER AND AUDITORS

Chairman Proxwmire. This brings up another question :

Your report on estimating systems mentioned that Mr. McNamara
has so far been unable to get his auditors and procurement officials to
.get together. Apparently certain information is denied to auditors by
their colleagues. As I understand, Mr. McNamara personally . ad-
-dressed himself to that problem 3 years ago in a memorandum. Has
'he had any success to this day?

Mr. Staars. You are quoting from the Cleveland Plain Dealer
article?

Chairman Proxmire. Yes.
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Mr. Staats. I can’t really say to what extent. I think this is one that
might well be addressed to the Defense Department witnesses when.
they appear here.

Chairman Proxaire. We will do that.

Mr. Werrzer. As you know there has been a procurement policy
directive by the Defense Department in January of this year, but that
is only recently.

GAO AND INDUSTRY REVIEW ASPR’S

Mr. Ngwatan. Mr. Chairman, as you know, when an ASPR is writ-
ten over in the Department of Defense, we now have a procedure set up-
so we review and comment. We are working very closely with DoD.
At the same time the ASPR goes to the industry for review and com-
ment. When an ASPR goes to industry giving the auditors more au-
thority—I leave it to your own conclusion.

Chairman Proxyrre. Ican understand.

Mr. Newnman. Itisoneof the big problems.

Chairman Proxyire. Mr. Staats, is there anything this committee
can do or the Congress can do to achieve better enforcement of the-
Truth in Negotiations Act?

COMMITTEE SUGPPORT WOULD HELP GAO

Mr. Staats. I think if you agree with our conclusion, a statement on
the part of this committee would be most helpful. I think the Cleveland
Plain Dealer series has been a public service. I think this is a very im-
portant report that we have issued. We were frankly a little surprised.
that it did not receive more attention than it did. But I think that
specifically the only suggestion I would have would be your considera-
gion of our findings and if you agree with our position, some support.

or it.

Chairman Proxyire. In your statement, where you refer to the De-
fense Supply System—does the Secretary of Defense have the author-
ity to correct the situation ?

Mr. NEwaan. Yes.

Chairman Prox»ire. Your overall observations in general.

Mr. New»an. The Department of Defense is really working on them
right now.

NEW REGULATIONS ON STOCEKE FUND DEFICIENCIES

Chairman Proxuire. They are working on them, there is no ques-
tion ? The stock fund—I thought the situation was corrected as a result
of earlier reports by the GAO at the request of this committee? If I

et it, this fund, stock on hand, is not issued in the Pacific in some
instances unless the requisition is

Mr. Newaax. What are you reading from, sir?

Chairman Proxyrre. Page 20, “Responsiveness of Supply Systems.”

Mr. Newnman. Of the statement or the report?

Chairman Proxmire. Your report.

Mr. Newaax. I want to be responsive. I have it now. Stock fund
financing.
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Chairman Proxmire. That is right, and my question is, I thought
the situation was corrected as a result of earlier reports of the GAQ
at the request of this committee.

Mr. NEwman, Well, in some cases these were and in other cases
they weren’t. But I can say now that under the new accounting system
and the new regulations coming out for stock funds, I understand
from Mr. Anthony, the Comptroller, that the situation we have de-
seribed won’t exist in the future.

Chairman Proxmire, The stock on hand is not issued in the Pacific
in some instances unless the requisitioner has stock fund obligation au-
thority to pay for the orders—

Mr. NewmaN. There won’t be any stock fund obligation in the
future.

Chairman Proxmire. They won’t have that in the future?

Mr. Newman. In the future, when a GI wants a part he has
to make sure he has the right requisition number, that’s all.

Chairman Proxmire. He was prevented just by accounting
obstacles.

Mr. NewnmaN. Accounting variance as well as stock funds.

Chairman Proxmire. Even though he needed it for a mission in
Vietnam ?

Mr. Newmaw. Thatis right.

DOD COMPTROLLER SUPPORTS STOCE FUND CONCEPT

Mr. Staars. Mr. Anthony is a strong supporter of the stock fund
concept. They have not been sensitive enough particularly on three
points: one is what happens in a period of rapidly increasing demand.
The second is what do you do about identifying slow moving items
in your inventory so that you clear those out, otherwise you can build
up the amount of your stock fund without really serving any useful
purpose.

The third, the problem of crowding up against your total ceiling
and then you get a new ceiling put on your stock fund and all of a
sudden you have a big surge of demand to fill up that stock fund which
may result in inadequate use of current inventory some place else or
improper buying practices.

TRYING TO REMEDY DANGER POINTS

All three of these are danger points, but he feels that the problem
doesn’t go to the basic concept of having stock funds, but rather to
‘try to identify these situations and try to remedy them.

Chairman Proxmire. Gentlemen, the hour is late, it is 1 o’clock and
you have all been very patient. I have some other questions. X am
going to ask Mr. Ward to go through them and if he thinks that they
should be answered for the recorg you can provide them for Mr.
Staats. (See app. I, p. 270.) Of course, if Congressman Curtis wants
to ask further questions at this time he is free to do so.

Representative Courtis. No, I appreciate their patience, too, and
T won’t bear on it. I have probably some other questions which I will
.submit them for the record and will welcome your response.

Mr. StaaTs. We appreciate the opportunity, Mr. Chairman.
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Chairman Proxamre. You have been an excellent witness and cer-
tainly given us a great deal of very, very helpful information.

Tomorrow we meet in hearing hoom 4921, New Senate Office Build-
ing, at 10 o’clock. Our first witness will be Assistant Secretary of De-
fense, Paul Ignatius, followed by Vice Admiral Joseph Liyle, director
of the Defense Supply Agency.

The GAO, we hope, will have some representatives in attendance.

(Whereupon, at 1:10 p.m. the subcommittee adjourned, to reconvene
at 10 a.m., Tuesday, May 9,1967.)
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TUESDAY, MAY 9, 1967

CoNGRESS OF THE UNITED STATES,
SuscommITTEE ON EcoNOoMY IN GOVERNMENT
or THE JoIiNT EcoNnomic COMMITTEE,
Washington, D.C.

The subcommittee met, pursuant to recess, at 10:05 o’clock a.m.,
in Room S—407, the Capitol, Hon. William Proxmire (chairman of the
subcommittee) presiding.

Present: Senator Proxmire; Representatives Curtis and Rumsfeld.

Also present: John R. Stark, executive director, and Ray Ward,
economic consultant.

Chairman ProxmIire. The Subcommittee on Economy in Govern-
ment will come to order. .

We are pleased to have another excellent and able witness with
us this morning, the Assistant Secretary of Defense, Installations and
Logistics the Honorable Paul R. Ignatius who will discuss for us
a number of topics which I outlined by letter of April 27, 1967. In
addition I am sure that other members who will be here shortly will
have a number of questions based upon yesterday’s testimony by the
Comptroller General of the United States. At this point I will include
in the record a copy of the letter sent to the Department of Defense.

(Letter referred to follows:)

Hon. RoBERT S. MCNAMARA,
Secretary of Defense,
Department of Defense, Washington, D.C.

DeAR MR. SECRETARY : This confirms conversations between your staff and the
staff of the Subcommittee on Economy in Government of the Joint Economic
Committee relative to the Subcommittee’s hearings on May 8, 9, 10, and 16.
Department of Defense witnesses are scheduled to appear May 9, 1967, 10: 00
a.m. (Hearing room to be announced later.)

We will want a progress report on the general Department of Defense Cost
Reduction Program and detailed information about the Defense Supply Agency
and its component agencies. In this regard, a comparison of conditions in the
management of commodity groups, i.e., medical, subsistence, ete., now and before
single managers were set up a number of years ago would help to show progress
in use of space, turnover of stock, stock losses, use of manpower, etc.

The specific recommendations affecting the Department of Defense in the May
1966 report of the Subcommittee on Procurement and Regulation should also
be covered in the testimony.

We are giving emphasis this year on the development of programs designed
to identify, analyze, and organize common type activities and projects as steps
toward the elimination of unneeded duplication of effort and expense. In this
regard, a short review of progress in effectiveness and efficiencies in the opera-
tion of common type agencies in addition to the Defense Supply Agency, namely
DCA, DIA, MTMS, ete., will be of benefit.

Any other common programs identified, developed, or planned under your
Project 81 should also be discussed as we believe that unremitting effort along
these lines is required in achieving economy in Government.

‘We need information also on the DOD program in being or planned respecting
the President’s memorandum of March 8, 1966, and the implementing BOB Cir-
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cular No. A-76 as to procurement of goods and services and on the related
program of screening and disposal of nonessential real properties.

As in the past, the DOD witnesses may divide the subject matter to be covered
as they may decide.

Please submit 100 copies of prepared statements at least one day before the
appearance date, and refer any questions you may have to Mr. Ray Ward, Staff
Director of the Subcommittee, phone 178-8169.

Sincerely yours,
WILLIAM PROXMIRE, Chairman.

Chairman Proxmige. Mr. Secretary, you have an awesome respon-
sibility in regard to the economy of the United States. This subcom-
mittee has often expressed the thought that the scope of military
operations for procurement, transportation, storage, communications,
and disposal in addition to real and personal property holdings valued
at billions of dollars is of vital importance to the economy. In fact, the
how, when, where, and by whom in each of these areas affects the
national economy and that of States and local communities. A decision
to bulild a facility or eliminate one is important, even critical to many
people.

Since the procurement program is, to a great extent, done by nego-
tiation and not by the time-honored advertised competitive bid pro-
cedure, it is a subjective matter and hence open to the pressures that
may be exerted by numerous forces. So we as the Subcommittee on
Economy in Government are interested not only in the scope of your
responsibilities but quality of its performance.

I have read your statement carefully and I am sure that you have
achieved many economies during the past few years. But I am con-
cerned, as are other members of this committee, at the long list of
deficiencies which have been brought to our attention, and brought
to our attention very emphatically and with excellent documentation
by the Comptroller General just yesterday.

In an operation so large, involving millions of transactions, thou-
sands of installations and facilities, and billions upon billions of dol-
lars, it becomes apparent that long lists of economies and deficiencies
are possible at the same time. So what we want to know is this—are
we making enough progress?

Since Admiral Lyle, Director of the Defense Supply Agency will
also testify today, we will defer questions in crder to conserve time
until Secretary Ignatius completes his prepared statement.

I undestand that Congressman Curtis who has been very diligent
in this area will be here shortly. You may introduce your associates
and proceed with your statement.

STATEMENT OF HON. PAUL R. IGNATIUS, ASSISTANT SECRETARY
OF DEFENSE (INSTALLATIONS AND LOGISTICS), AND VICE ADIL
JOSEPH M. LYLE, DIRECTCR, DEFENSE SUPPLY AGENCY; ACCON-
PANIED BY PAUL H. RILEY, DEPUTY ASSISTANT SECRETARY (F
DEFENSE (SUPPLY AND SERVICES); JOHN M. MALLY, DEPUTY
ASSISTANT SECRETARY OF DEFENSE (PROCUREMENT); IMAT.
GEN. JOEN A. GOSHORN, DEPUTY DIRECTOR, CONTRACT ADMIH-
ISTRATION, DSA; AND WILFRED J. GARVIN, COMPTROLLER, DSA

Mr. Ienarros. On my left is Mr. Paul Riley, my Deputy for Supply
and Services, Mr. John Malloy, who is miy Deputy for Procurement,
and on far right is Vice Admiral Lyle.
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Shall T proceed with my statement, Mr. Chairman?

Chairman Proxmire. Yes. Handle 1t any way you want. You may
ither read the statement in full or abbreviate it as you wish, skip
ver or highlight it.

Mr. Ienarrus. Mr. Chairman and members of the Joint Economic
ommittee, I appreciate the opportunity to appear before your com-

ittee once again. I propose to review briefly some of the items of
articular interest to the committee, as evidenced by your April 27
etter to Secretary McNamara, and by the recommendations made in

the committee’s report last year.

Cost RepuctioNn PROGRAM

In previous appearances before this committee, Secretary McNa-
mara has described the Department of Defense (DoD) cost reduction
program and I am sure that all of you are familiar with it.

When Secretary McNamara first took office, one of his basic objec-
tives was to identify those areas of the Department’s logistical
operations where good business management could reap readily
demonstrable benefits. Twenty-eight areas were selected for emphasis.
A 5-year program was established, individual goals were developed,
and the results were measured, documented, audited, and reported.

The chart below provides a good example of the way in which
management emphasis in a selected area can produce desirable results.
The chart shows our trend away from noncompetitive to competitive
contracting. During fiscal year 1966, the dollar value of contracts
awarded on the basis of price competition amounted to 44.4 percent
of the total value of contract awa,rgs—up from 32.9 percent in fiscal
year 1961. Each year the actual results exceeded the goal we had
established.

CONTRACTS AWARDED ON BASIS OF COMPETITION AS A PERCERT
OF TOTAL DOLLAR VALUE OF CONTRACT AWARDS
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The 5-year program ended June 30, 1966, after having saved $14.
billion, or 5 cents out of every dollar appropriated for defense in th
5-year period. The principles of that program are today being applie
by every major department or agency in the Federal (Government, by
at least one State, by most major defense contractors, and by many
nondefense contractors. The table below summarizes the cost reduc-
tions achieved in the 5-year program.

Departiment of Defense cost reduction program

[In millions of dollars]
Savings realized in—
Category
Fiscal Fiscal Fiscal Fiscal Fiscal Total
year 1962 | year 1963 | year 1954 | year 1965 | year 1965
A. Buying only what weneed.___________ 412 860 1,521 2, 555 1,665 7,013
B. Buying at the lowest sound price..____ 160 237 553 1,150 1,235 3,335
C. Reducing operating costs.._..__.______ 178 289 757 1,138 1,563 3,925
Total program 750 1,386 2,831 4,843 4,463 14,273

The initial 5-year program was a pioneer effort. Its scope, organiza-
tion, goal-setting processes, measurement techniques, and audit pro-
cedures for validating savings distinguished it from previous economy
programs.

Now that the goals of the 5-year program have been accomplished,
we plan to extend the program by establishing annual goals for sav-
ings attributable to new actions taken in each future year.

In terms of overall coverage and organization, the program remains
the same. The various reporting elements of the Department will con-
tinue to recommend their own goals with my office managing program
and the Defense Comptroller auditing it. Savings will be reported in
the year in which the decision giving rise to the savings was taken.
The annual report will reflect for each action savings realized in the
current year and, separately, estimated savings (if any) to be realized
in the 2 succeeding years. The base period for measuring progress will
always be the year immediately preceding the year in which the sav-
ings action is taken.

During the current fiscal year, the Military Services and the Defense
Supply Agency (DSA) expect to take actions which will yield savings
of $872 million in fiscal year 1967 and a total of $1.5 hillion over the
fiscal year 196769 period. The specific goals are as follows:

Anticipated savings, fiscal years 1967, 1968-69

[Dollar amounts in millions]

Savings from Fiscal Year 1967 actions
to be realized in—

Fiscal year | Fiscal year Total
1967 ~f
Buying only what we need - $534 $262 796
Buying at the lowest sound price. 104 141 245
Reducing operating costs 224 222 446
Military assistance program 10 5 15
Total 872 630 1,052
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In addition to our own program, we have maintained a strong con-
tractor cost reduction program. The savings from the contractor
program are separate and distinet from those reported under the
Department of Defense program. Eighty-nine companies are now
participating in the contractor program and over 200 of their plants
or divisions report to us semiannually on their cost reduction accom-
plishments.

In the 2 years ended June 30, 1966, companies in this program
reported cost reductions of $1.8 billion on their defense sales, exclu-
sive of firm fixed-price contracts. On February 8, Secretary McNamara
reported to the President on these industry accomplishments. In his
memorandum, he pointed out that these savings benefit the DoD by—

Reducing payments to contractors under cost-reimbursement
contracts. :

Enabling Defense to share in savings under contracts with in-
centive-type arrangements.

Providing a lower base of experienced costs for reference in
pricing out subsequent contracts. :

May 1966 ComMITTEE REPORT RECOMMENDATIONS

Since the time of our appearance before this committee last year,
we have made progress in improving our supply system and in doing
so have given emphasis to the recommendations made by the com-
mittee in its report dated May 27, 1966.

PROPERTY ADMINISTRATION

Last year the committee recommended “that the Department of
Defense undertake a thorough study to determine the most effective
and economical method of obtaining adequate control over Govern-
ment-owned property in the possession of defense contractors.” I am
happy to report the following progress. .~ . ,

First, we have worked closely with the GAO during the past year
to develop an improved property accounting system; and have provided
the GAO with a number of proposals for review and comment.

We are revising .the Armed Services Procurement Regulation
(ASPR) to provide our property administrators with more definitive
guidelines. The new regulation will require closer surveillance of con-
tractors’ property control systems and more” frequent utilization
surveys.

Thg Defense Industrial Plant Equipment Center has also made
progress during the past year. The Center has expanded its program
of reconciling (Government and contractor property accounts. More
mechanized records have been developed. to improve responsiveness
and more utilization spotchecks are being made. .~ R

Another program that will materially assist in improvement has
been the recent. formation of contract management review teams in
the DSA and the military departments. These teams will survey all
contract administration functions and will make property administra-
tion a special subject for review. This effort will give us a timely field
review of the control and economical use of Government property in
the hands of contractors. ’ h
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We are also attempting to improve the overall technical competency
of our property administrators. Training programs and position
classification standards are being reviewed for adequacy and possible
improvement.

The administration of Government property in the hands of con-
tractors is a big task and problems will undoubtedly continue to be
encountered. However, I believe that the efforts I outlined will go
a long way toward overcoming the difficulties addressed by the com-
mittee, and form a basis for further improvements.

UTILIZATION OF PERSONAL PROPERTY INVENTORIES

Inherent in any well-conducted business is the assurance that its
assets will be used to the maximum extent. The DoD probably operates
the biggest supply business in the world, and insuring the best use
of its assets is a monumental task. But much progress has been made.

The record shows that 8 years ago, in fiscal year 1958, the DoD
utilized only $218 million out of $6.1 billion worth of excess property
it generated. Since then, the utilization rate has steadily improved
to the point where in fiscal year 1966 we utilized $1.9 billion out of
$6.4 billion worth of excess property. By the end of fiscal year 1966,
our excess stocks had been reduced to $3.2 billion, an all-time low.

SPECIAL PROGRAM TOR MANAGEMENT OF SHORT-SHELF-LIFE ITEMS

During the past year we have completed actions designed to im-
prove the management and control of short-shelf-life items, a subject
of particular interest to this committee. On June 22, 1966, we reached
an agreement with the General Services Administration on cross-
servicing of shelf-life items. Under the agreement shelf-life items
that are potentially excess to DoD components and civil agencies may
be transferred without reimbursement. Accordingly, the market is
widened and there is greater assurance that items of this type will be
consumed before their shelf-life expires.

To implement this agreement, we issued a DoD instruction on No-
vember 18, 1966. This instruction is a comprehensive one and covers
the many aspects of shelf-life item management, not just the utiliza-
tion aspect. By November 1, 1967, a date that necessarily coincides
with some revisions to our catalog program, we expect to have the
new system and its controls installed.

SUPPLY STANDARDIZATION AND INVENTORY ITEM REDUCTION

During the 12-month period ending December 81, 1966, approxi-
mately 308,000 additional standardization status codes were recorded
in the central Federal catalog system file maintained at the Defense
Logistics Services Center. These standardization status codes are as-
signed to each item of supply after a detailed review of its technical
characteristics, application, and functional use has been conducted.
The codes indicate whether the item is (1) standard; (2) limited
standard; (3) nonstandard. This standardization information re-
ceives primary consideration in making future procurement and in-
ventory management decisions.
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In regard to the inventory item reduction program, the Military
Services and DSA have submitted “withdrawal-of-interest” and can-
cellation actions for 236,857 Federal stock numbers during the first 8
months of fiscal year 1967.

REAL PROPERTY MANAGEMENT DISPOSAL

The goal of our base utilization program is to insure efficient use
of our worldwide system of bases and installations. Continuous re-
view is needed to keep this system in proper balance. Changes in the
alinement of our troops and advances in weapon technology have im-
portant effects on our installations requirements. Moreover, cppor-
tunities are disclosed from the reviews we make to consolidate func-
tions and eliminate unnecessary costs, and to get rid of bases that no
longer meet a military requirement. :

Since this program began in 1961, a total of 917 separate base clo-
sure or reduction actions have been taken. When they are all com-
pleted, these actions will result in the release of 1,818,249 acres of
excess land, the elimination of 207,000 jobs, and annual recurring op-
erating costs of approximately $1.5 billion. The elimination of bases ne
longer required is necessary in order that funds and manpower devoted
to defense are not expended on activities which are no longer required.

We regret the dislocations and inconveniences which unavoidably
result from these necessary base changes. However, the closure
schedules provide for an orderly phase-out of activities, in most in-
stances over periods of several years, in order to minimize the im-
pact on the communities involved, and to provide employees the
maximum possible opportunities for relocation. Qur Office of Eco-
nomic Adjustment has assisted 56 communities in 31 States in find-
ing a varlety of industrial or public uses for bases we have closed.
A job opportunity is guaranteed for every career employee affected
by base closure actions. If the new job opportunity requires a move
to another location, the Government will pay transportation and
moving expenses for the employee and his family. We also arrange
for retraining at our expense and continue the employee’s salary
while he is being retrained. \

I am pleased to report that since our guaranteed job opportunity
program was initiated, no career employee affected by a base closure
or reduction has been separated without having received a valid job
offer.

SURPLUS SALES AND USE OF RECEIPTS

You will recall that at the end of July 1965 this committee requested
the GAO to make a study of the cost of sales of DoD surplus property
and the use of the proceeds, to determine whether any of the proceeds
were being used for nonauthorized purposes. ,

The GAO study concluded that ne instances were observed where
proceeds from sales of surplus property were diverted for purposes
which are contrary to law. However, the report stated that established
DoD policies for the reimbursement of disposal expenses and deposit-
ing of sale proceeds were not always followed.

The GAO study contained no specific recommendations, although
four measures for improving disposal operations were suggested:
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(1) strengthening of DSA’s supervisory role; (2) implementing a uni-
form cost accounting system; (3) establishing an improved reporting
system; and (4) validating the propriety of disposal expenses through
internal audit. With regard to the first suggestion, DSA’s role as the
property disposal program manager was strengthened by Deputy Sec-
retary of Defense memorandum dated November 27, 1964, subject:
“Implementation of Secretary of Defense Project 26 as it Relates to the
Management of the Department of Defense Property Disposal Pro-
gram” and was further strengthened by the December 9, 1965 revision
of DSA’s basic charter. We believe that sufficient guidance has been
provided to enable DSA to manage and administer the disposal pro-
gram. With regard to the other suggestions, the Defense Comptroller
will shortly issue a comprehensive DoD instruction which will estab-
lish a uniform cost accounting and reporting system for property
disposal operations. The information available to me indicates that
we-are not utilizing surplus sales proceeds for any purpose other
than to meet expenses directly related to disposal operations.

RELIANCE ON PRIVATE INDUSTRY

The DoD is committed to a basic policy of relying upon private enter-
prise for the products and services it requires to the maximum extent
consistent with effective and efficient accomplishment of our pro-
grams. We believe proper application of this policy not only is in the
national interest but that it also supports the specific interests and
objectives of the DoD. By relying upon commercial sources for
products and services, we can free ourselves from day to day respon-
sibilities of managing and operating such activities in order to devote
more time to other programs. In many instances we can also avoid
the costs of constructing and maintaining facilities and the risks of
obsolescence of facilities and equipment.

This basic policy was established on a Government-wide basis by
the Bureau of the Budget about 13 years ago and was reaffirmed about
a year ago when the Bureau issued its Circular No. A-76. The DoD
participated in development of that Circular and we are now proceed-
Ing to carry out its provisions. Overall responsibility for implementing
the Circular within the DoD was assigned by Secretary McNamara
to the Assistant Secretary of Defense (Installations and Logistics),
but responsibility for conducting the specific reviews and main-
taining the inventories and controls required by the Circular are
assigned to the head of each Military Department and Defense Agency.
These assignments of responsibility and general procedures for apply-
ing them were provided in DoD Directive 4100.15 dated July 9, 1966.
More detailed procedures were provided in a comparison instruction.
Copies of the directive and the supporting instruction are available for -
the Committee’s use or for inclusion in the record.

Circular No. A~76 provides that :

Each executive agency will complete and maintain an inventory of
the commercial and industrial activities which it manages and operates.

Existing Government-operated commercial and industrial activities
are to be reviewed once each 3 years to determine whether the products
and services involved should continue to be furnished by the Govern-
ment directly or if commercial sources should be relied upon.
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Special reviews and approvals of “new starts” will be made.

The inventory of commercial and industrial-type activities in the

oD is nearly complete. There are 3,343 of these activities in the Army,

ir Force and the DSA. The Navy will soon complete its inventory.

A review of all of these activities will be completed within the next
3 years. We now have over 200 studies underway.

CoMMON AGENCIES

In your letter of April 27, 1967 to Secretary McNamara, you re-
quested that we discuss the progress and effectiveness of common De-
fense Agencies and any other common programs planned under Proj-
ect 81. I will discuss some of the common-type agencies other than the
DSA. Admiral Lyle, the Director of DSA, will discuss the progress
within that agency.. With respect to DSA, I would like to say that it
has made significant progress and has performed in a highly efficient
manner in providing common-type supply support to the forces in
Vietnam. :

DEFENSE COMMUNICATIONS AGENCY (DCA)

In arriving at the ultimate goal of a single integrated worldwide
communciations system, the DCA is progressing in a satisfactory man-
ner. However, much remains to be done in managing the manpower
and money associated with the five major switching systems compris-
| ing the backbone of the system.

In order to strengthen the management of these large systems, the
DCA underwent an internal reorganization in November 1966. This
reorganization established under a general officer a number of program
management offices to permit management overview of the implementa-
tion of the major systems comprising the worldwide communications
network. These management offices work directly with their counter-
parts in the military departments to insure that each of the major
programs is properly implemented.

MILITARY SEA TRANSPORTATION SERVICES (MSTS)

The effectiveness of the Navy’s MSTS can best be illustrated by its
performance in support of our operations in Southeast Asia.

In mid-1965, when the buildup began, 176,000 tons were being
shipped each month by sea to South Vietnam. In March 1967, over
796,000 tons of materiel were shipped to South Vietnam. To meet its
worldwide needs, greatly increased as a result of Southeast Asia op-
erations, MSTS now controls or operates 560 ships compared to 201 in
June 1965.

One indication of MSTS’ efficiency is the fact that its shore-based
personnel have increased by only 6 percent while the ships sailing under
MSTS control have increased almost 800 percent. MSTS is charged
with getting the ships in and out of port in the most expeditious manner
and handling all phases of liaison, supply, repairs and routing of its
own ships as well as the chartered freighters and the 160 ships we have
withdrawn from the National Defense Reserve Fleet.

During the past year MSTS instituted a competitive form of pro-
curement for ocean transportation of military cargoes with the berth
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line operators. In the past, cargoes were booked to the commerecia
carriers following conferences with operators’ associations at rate
established by the operator groups. Under the new system competitivel
established rates for North Atlantic routes were 14 percent lower thar
the prior conference rates. Comparable savings have not as yet bee;
achieved for the Pacific routes.

MILITARY TRAFFIC MANAGEMEXT AND TERMIN AL SERVICE (MTMTS)

MTMTS was created on February 15, 1964, under a DoD charter
which states “The purpose and objectives of this assignment with
respect to DoD military traffic, land transportation, and common-user
ocean terminals are: _

To eliminate duplication and overlapping of effort between and
among Military Departments, Defense Agencies, and other compon-
ents of DoD. L L

To improve the effectiveness and economy of these operations
throughout the DoD. e

To insure that the approved emergency and wartime requirements
of the DoD are met.”

MTMTS has eliminated overlapping and duplicating functions by
taking the following actions: ' ' ' :

It has converted some 15 unilateral or bilateral military ocean termi-
nal organizations to four common-user terminals under MTMTS
control. . ‘
- It has converted 15 military departmental elements at aerial ports
of embarkation to seven Military Air Traffic Coordinating Offices
under MTMT'S control.

It has eliminated five Defense Traffic Management Service Regional
Offices and established two MTMTS Area Headquarters for CONUS
traffic management and terminal command control.

Economies have resulted from these actions. The MTMTS cargo
workload has increased 150 percent since 1965, but the number of peo-
ple it employs has risen only 12 percent.

MILITARY AIRLIFT COMMAND (MAC)

Since the establishment of the single manager for airlift services,
significant improvements have been made in management efficiency
and cost effectiveness. MAC has increased airlift effectiveness and
fostered the development of an expanded civil reserve air fleet pro-
gram to provide flexible expansion of augmentation airlift from com-
mercial carriers to meet defense needs. In 1965, MAC flew 120,000 tons
of cargo to South Vietnam. In 1966 this tonnage increased 150 percent
t0 300,000 tons. ' '

- During the past year progress has been made toward the goal of
providing direct through-plane airlift service from the point of cargo
generation in CONUS to the overseas destination. With the introduc-
tion of the C~141 aircraft, MAC has been able to initiate direct service
to point within South Vietnam from aerial ports on the east coast
and in Texas as well as from the normal west coast ports. This new
operational pattern has resulted in both improved operational effective-
ness and cost savings. These C-141 aircraft operating from east coast
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aerial ports to South Vietnam make possible the delivery of a ton of
east coast originated priority cargo to Saigon in 38 hours at a cost of
approximately $709. In the past, using C-124 aircraft and west coast
aerial ports, this same movement would have required a minimum of 95
hours at a cost of approximately $1,425.

In addition to the economies realized through introduction of the
jet-powered C-141 aircraft and the direct polar routings permitted by
such aircraft, significant improvements have been achieved in the
cost effectiveness of our commercial airlift augmentation. In fiscal
year 1962 the Civil Aeronautics Board’s approved minimum rates for
roundtrip chartered airlift procured by MA.C were $.029 per passenger
mile and $.1875 per cargo ton-mile. By fiscal year 1967, through the
efforts of MAC 1n reviewing and analyzing actual commercial costs
in coordination with the CAB, these rates had been reduced 30 percent
for passengers and 84 percent for cargo. These efforts have continued
each year, since fiscal year 1962. To appreciate the significance of these
efforts, it is necessary only to look at recent history. Based upon the
fiscal year 1965 minimum rates, for example, the MAC commercial
buy for fiscal year 1966 and fiscal year 1967 would have cost approxi-
mately $150-$200 million more than the DoD actually was required to
%);2‘; étt the rates established by the Board after coordination with
i .

At present the Board has not issued its final decision regarding the
minimum commercial charter rates for fiscal year 1968. However, based
primarily on the MAC analysis of commercial air costs, the Board
1in March 1967 did propose new minimum rates which would reflect
cost reductions of as much as 22 percent below fiscal year 1967 levels.
It is important to note that despite these rate reductions, the air car-
riers have continued to offer increasing numbers of modern turbine
powered aircraft to MAC and have provided capability far beyond
their contractual commitments during the build-up of forces and oper-
ations in Southeast Asia.

Prosect 81

Your April 27 letter also asked us to review with you any other
common-type activities developed under “Project 81.”

Project 81 was one of many study projects assigned by the Secre-
tary of Defense to various DoD components early in 1961. It was de-
signed to identify selected “common services” where efficiencies and
economies might be realized through consolidation of these services or
through other changes in organization and management. The initial
identification produced a large list of possible areas, some clearly
adaptable to consolidation and others clearly not. The areas that ap-
peared to offer the most promise for savings and increased efficiency
were studied in further detail to determine the feasibility of consolida-
tion as well as to identify savings and appropriate management
arrangements. Based on the findings of these studies, action was taken
to consolidate functions or improve management in order to achieve
savings and increased efficiency.

Today, Project 81 is no longer carried on as a separate study project.
Each of the Assistant Secretaries of Defense is responsible for rec-
ommending changes to the DoD structure to accomplish the objectives
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of increased effectiveness and efficiency. The focal point for changes in
the management of DoD has been established in the Office of the Assist-
ant Secretary of Defense (Administration). Thus, analyses and studies
of various potential areas for consolidation or improved management
are a continuous process in DoD and are not linked to a special project.

Major consolidation actions which have been reported to the com-
mittee in previous testimony include:

Formation of the DSA in November 1961 with responsibilities for
the organization, direction, management, administration and control
of the supply and service functions previously fragmented among
various DoD agencies.

Establishment of the Defense Contract Audit Agency to audit all
DoD contracts, replacing contract audit activities of the separate
Military Departments.

Establishment of the MTMTS to consolidate the operations of mili-
tary traffic, land transportation, and common-user ocean terminals
under the Secretary of the Army.

Establishment of a special assistant for strategic mobility in the
Office of the Joint Chiefs of Staff to provide the Secretary of Defense
with a single point of contact regarding strategic mobility matters.

Establishment of the defense attaché system under which the senior
military attaché at our diplomatic posts represents the Department
of Defense as a whole, rather than representing only his parent service.

Establishment of an Electronics Compatibility Analysis Center
under the management of the Secretary of the Air Force to gain a
more efficient operation in our analysis of electromagnetic radiations.

Consolidation of field contract administration offices of the BMilitary
Departments under the Defense Supply Agency to unify and improve
the administration of our contracts following their award to industry.

Consolidation of all language and information training under the
Department of the Army.

Consolidation of advanced sensor interpretation training under the
Department of the Air Force.

Consolidation of executive-level computer training under the
Department of the Navy.

These actions, plus many minor modifications, typify the progress
made in recent years.

The committee asked that we identify similar studies that are now in
progress or being planned. At the present time we have several areas
under examination to determine if changes should be made in the
existing management structure te obtain improved performance. These
are:

Audio-visual activities, to eliminate duplication and overlap among
the military services. :

Expansion of the Defense Communications System (DCS) under
the Defense Communications Agency to establish maximum integrity
of the DCS under one manager.

Environmental services, i.e., meteorology, astronomy, and oceanog-
raphy of the Military Departments to insure that these resources are
being managed properly and applied equitably among the users.

Food service procedures and practices of the Military Departments
to determine if a common ration base, master menu, and research and
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development activities can be standardized to effect savings and
efficiency. ‘

Procurement of ADPE for command and control from off-the-shelf
commereial sources to standardize computers and obtain savings by a
single large buy. o

In addition to the above items now under examination we have com-
pleted a study of DoD management of publications and printing.
Actions on the recommendations of this study were deferred at the
request of the chairman of the Joint Committee on Printing (JCP)
in March 1966, pending the outcome of a JCP survey of the Federal
printing program. To date, the JCP study findings have not been
made available,

ConNoLusioN

Mr. Chairman, we deeply appreciate the counsel we have received
from your committee in the past and solicit your continuing advice
and support. With me are Mr. Paul H. Riley, my Deputy for Supply
and Services, Mr. John M. Malloy, my Deputy for Procurement, Vice
Admiral Joseph M. Lyle, Director of the Defense Supply Agency,
and other key departmental officials. We are prepared now to respond
to questions or comments that you or the members of your committee
may wish to direct to our attention.

Chairman Proxmies. Thank you very much, Mr. Ignatius. As you
know, the report of the Comptroller General and the statement that he
made yesterday were critical in some very, very important respects.
I would like to start off with what you started off with in your state-
ment.

CONTFLICTING STATEMENTS ON COMPETITIVE BIDDING BY GAO AND DOD

You emphasized the increase in competitive bidding as an indica-
tion of the more efficient procurement in reducing the cost of procure-
ment. It seems to me that any reading at all of the Comptroller Gen-
eral’s statement yesterday would tend to challenge the argument that
this competitive bidding is competitive—is really effective competi-
tion. I would like to read just one part of what the Comptroller Gen-
eral said yesterday, and then ask for your comments. He said:

Our survey showed that of about $2 billion worth of aeronautical spare parts
bought in fiscal year 1966 by four major purchasing centers, about $425 miliion
or 21.5 percent was reported to have been purchased competitively. Of this
amount $114 million, or less than 6 percent of the total was accomplished by use
of advertising while $31i1 million or 16 percent was procured by competitive
negotiation wherein the number of firms requested to bid was semewhat limited.

A large percentage of the actions which were classified and reported to higher
management levels within the Department of Defense as competitive procure-
ments, in our opinion, were in fact made without competition.

The primary cause for misclassifying procurements as having been awarded
on the basis of price competition appears to stem from ithe criteria in the Armed
Services Procurement Regulation. The regulation permits a contract award to be
classified as competitively priced, even when only one response is received, as long
as two or more proposals were solicited and the accepted proposal meets certain
other evaluation tests. (See p. 9, supra.)

Then they went on to point out that, you have a situation of pro-
curement of less than $2,500, which are automatically classed as com-
petitive, whereas their study of a typical amount of $80 million of pro-
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curement actions found that $55 million or about 70 percent, 69 percent
to be precise, were not really competitive at all.

Then he went on tosay that:

Our survey tests of $174 million in procurements classified as noncompeti-
tive showed that about $103 million or 59 percent was procured noncompeti-
tively because of determinations that technical data were either not adequate
or not available.

He makes an illustration of that and concludes, “However, we
found that adequate technical data to support a competitive procure-
ment was on hand. Under these circumstances it would seem to me
that Congress would be better informed, the public would be better
informed, you would have a better understanding of what competitive
procurements means, if we were more precise and accurate in our
definition of what procurement is. Don’t you feel that that is correct?

Mr. Iewarrus. Yes, I would like to respond to those comments.
First this was a draft report which my office received only last night,
Mr. C}]lla.irman, and therefore I am not able to comment c¢n the report
assuch.

Chairman Proxarre. I understand, because it was just brought to
our attention last night.

Mr. IewaTrus. Mr. Malloy just learned about it this morning.

Let me, however, speak to these points, because they are important
ones that he has raised. First he points out that we may be overstat-
ing competition because we may count something as competitive when
only one bid is received. I would like to read from the Armed Services
Procurement Regulation.

Chairman Proxare. Of course our quarrel is with the regulation.

Mr. TeNaTros. Sir?

Chairman Proxamre. Our quarrel—my quarrel—is with the
regulation.

r. Iexarrus. What I would like to do is read it and then attempt
to give you my view on it.

Chairman Proxurre. All right.

COMPETITIVE BIDDING

Mr. IenvaTrus. Then the committee certainly will want to question
me or to judge for itself. What it saysis:

“This may include awards”—may include awards—“made follow-
ing the solicitation of two or more sources for price proposals where
only one proposal was received and accepted as the lowest evaluated
price.

This has been in effect since 1959 in the Department, and what it is
intended to cover, Mr. Chairman, is a situation like this:

Supposing the last time we bought something we solicited three
companies, and let’s say the low bid for the item was $5. We went out
again, and solicited three companies. We got a bid of $4.90, only
one bid. Now under that circumstance, we had a baseline of a $5 price
that was established when we had three bids.

The procurement was made in a competitive atmosphere, that is to
say three companies were solicited. In fact, only one responded, but
the price of $4.90, in this hypothetical example, was slightly less than
the last time it had been bought competitively.
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The rule was established in 1959 to accommodate situations of that.
kind, where to a reasonable man in effect a competitive price was
achieved even though only one bid in fact was submitted. .

Chairman Proxmire. No. 1, I think that I would certainly chal-
lenge that as competitive, because the $4.90 figure may or may not be
competitive in any real sense, because of efficiencies, because of lower
costs, because of all kinds of things that might have developed, that
$4.90 may be way out of the ball park. '

It would just seem not only a matter of commonsense but a matter
of common understanding that where you do not get actual competi-
tion it is not competition, even though you can make assumptions that
it has some elements of competition within it. Competition it would
seem to me, and I think to the overwhelming majority of people, means
that you have two or more people trying to compete for procurement.
If you only have one, only one responds, it is not competitive. I under-
stand your viewpoint. .

Mr. Iexarrus. This, as I say, has been consistently followed since
1959.

ASPR TO BE REVIEWED

Chairman Proxmire. I hope you will reconsider that regulation.

Mr. IewaTrus. We will certainly look at it. We will do more than
that. We will try to determine whether there is any abuse of this.
It is certainly not our intention to overstate. We made a sincere effort
to increase the amount of procurement that we have awarded competi-
tively.

Chairman Proxmire. You see the point I am making is not just the
point that a Senator makes here in criticizing your work. It is a point,
as I say, that is documented by the Comptroller General, who has gone
into great detail and has experts making this assessment, and when he
concludes—when they conclude—and as you know, they are careful in
their conclusions, that such a large proportion of this is noncompetitive
that you classify as competitive, 1t seems to me it should shake the
notion that you continue with calling this competitive bidding.

Mr. Iewatros. Let me say once again that it is a draft report, we have
not had a chance to look at, and I am sure the Comptroller General
would certainly say, were he here, that often when draft reports are
submitted, and the agency, whether it is Defense or any other agency
of the Government, has had an opportunity to comment on it, the final
reports are often modified in the light of the comments. We accept these
reports in a constructive way, Mr. Chairman, and will certainly look
at it in that manner, but I did want to state that this is a practice that
has been followed for a number of years, and to give the reason why.

PROCUREMENTS OF $2,500 AND UNDER

Now I would like to turn to the area of procurements of $2,500
and under, and here I think there is a matter of some importance.

We require in procurements of a dollar amount of $250 to $2,500
that three bids be obtained if at all possible, and we don’t require that
more than three bids be obtained, because of the time involved in get-
ting them. We try to have more streamlined procedures for our small
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dollar value purchases to be able to concentrate our effort on the
large dollar value purchases.

7,600,000 PROCGREMENTS UNDER $2,500 IN TFISCAL YEAR 1966

To give you some notion of the magnitude of this, Mr. Chairman, in
fiscal year 1966 we made 7,600,000 transactions in the category of
$2,500 and under. If we were to establish a reporting system that
showed in each of the 7,600,000 cases whether in fact the three bids
were received or not, it seems to me that we would be greatly over-
burdening our reporting system, and without any

Chairman Proxyre. May I just interrupt to say I raised this precise
point yesterday with Comptroller Staats, and they responded, the
Comptroller General responded that they had no difficulty at all in
analyzing this $80 million in procurement actions as to which were
competitive and which were not. They said all they had to do was read
and they could tell at once.

7,600,000 PROCUREMENTS EQUALLED 4.6 PERCENT OF DOLLAR VOLUME

Mr. Tewarrus. The peint is—if I can get one more point out that I
don’t think was mentioned—these 7,600,000 procurement transactions
in 1966 amounted to only 4.6 percent of our procurement doliars. In
other words, less than 5 percent of our dollars were associated with
almost 8 million procurement actions.

Again, the only point I am trying to make, Mr. Chairman, is that
T think you have to apply a cost/benefit analysis to reporting. In fact
in this area, as in the other area, we have consistently followed this
rule since 1659. Therefcre, the increases I reported, from 1961 when
we went up from 32 percent competitive to 44 percent in fiscal 1966
have the same reporting base. That is to say, we consistently followed
this rule.

This is de minimis, in other words; and if we were to establish an
elaberate reporting system for almost 8 million transactions that in-
volve less than 5 percent of our dellars, it seems to me that we would
be subject to criticism.

Chairman Proxarwe. I raised that point with the Comptroller Gen-
eral as I say, and his response was that they were able to find it cut
without any difficulty. Of course they have a very small auditing staff
compared to what you have. It would seem to me this again is a regu-
lation that ought to be reexamined. It is true that the procurements
of less than $2,500 are not the biggest or the most substantial part of
your procurement. As you say, they are less than 5 percent.

Mr. Texarros. Less than 5 percent; yes, sir.

Chairman Proxyrre. Nevertheless, this is a distortion. It would
seem to me that it would be worthwhile for the Congress and for the
public to know what is competitive and what is not. Let me move
into another area.

Mr. Texarros. Sir, I don’t believe it is a distortion if we followed
it consistently in our reporting. I will look at it.

Chairman Proxarme. I will say this. It is a consistent distortion. In
other words, it was a distortion before and it is still a distortion. It is
either competitive or it is not. They say it is not competitive and you
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say well, it is too hard to report, whether it is competitive or not. They
say they were able to get the information without difficulty, and their
judgment is it is not more difficult to report.

Mr. Ienativs. As I say, we will look into that, but I think we have
always got to apply the standard of cost effectiveness to reporting sys-
tems, and we will check with them and ask them perhaps to make some
kind of estimate of man-hours and costs, if we were to install this
kind of a reporting system.

PROCUREMENT OF TIRES

Chairman Proxmizre. In his report he pointed out that automobile
tires—about $17 million worth of automobile tires and tubes—are pur-
chased annually under negotiated Federal Supply Schedule contracts.
This would apparently affect not only your agency but other agencies,
too. This isn’t a great deal of procurement compared to what you have
altogether, but 1t raises a very significant point in my mind. They
found that there is no reason in the world why the purchase of auto-
mobile tires shouldn’t be competitive. It meets all of the requirements.
You have an ample number of suppliers. You have a homogeneous
product that you are purchasing.

It is standardized and so forth. And yet until the Comptroller Gen-
eral moved in on this and called attention to it, procurement was made
without competition. Under these circumstances it would seem to me
that it would be wise not only to correct this situation here, but for the
Defense Department and the GSA, which I think was the particular
agency that he quoted here, for your agencies to analyze all your pro-
curements, to find out what particular products would fall into this
competitive area, and then insist in these areas where you have an
ample number of suppliers, a standardized product and so forth, that
procurement is by competition.

Mr. TexaTros. Mr. Chairman, I certainly agree with the general
proposition, and that is in fact what we have done and that is
why we have been able to increase so significantly our competitive
procurements.

Chairman Proxsrre. Has this been done?

Mr. IncaTius. With respect to tires, GSA buys tires. The only tires
we buy are special aircraft tires or special sizes associated with tactical
vehicles.

Chairman Proxarrre. The reason I raised this is we did not have this
example with regard to your agency. It may be that you could establish
this across the board, but I would feel better if you, the biggest pro-
curement agency in the Government, could tell me now that you have
or will make an analysis because GSA apparently has done it, and
that is a fine and efficient outfit, an analysis of your procurement to
determine the products you procure, where there are a number of sup-
pliers, where it is a standardized product, where it is possible to have
competitive procurement, that in fact you insist that the procurement
officials purchase competitively.

Mr. Tevarrus. We have made such analyses many times in the past.

Chairman Proxmmre. Can you provide the committee with docu-
mentation on this?
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Mr. Iexatrus. Yes, sir, we can. This is really in the area of the
potential for competition. For example, some of our largest dollars
are in f,reas where there is no potential. The POLARIS missile is an
example.

I suppose theoretically it would be possible to have two sources of
the POLARIS missile, but it would be so costly to set up the duplicat-
ing tooling and incur the learning associated that as a practical mat-
ter you can’t do it, so that we deal with one company following de-
sign competition.

In other areas, for example—Iet’s say a relatively simple radio—
it is our policy to buy competitively as soon as we can, and the com-
petitive potential in that area is good. We have made analyses of
this kind. We have followed them vigorously, and it is because we
have done that that we have been able to increase our competitive
procurement since 1961 from 82 percent of our dollars to over 44
percent.

Chairman Proxmare. My time is up. I want to get into the next
and to me the far most interesting part of it in my next questioning
period. Congressman Curtis?

Representative Corrs. Well, Mr. Chairman, after reading this
paper and listening to these answers, it is almost like going back to
1951. When you say the POLARIS missile has to be a single con-
tract, after all the discussions we have had for years about breakout
contracts and competition, it just typifies your testimony, Mr. Secre-
tary, which amounts to excuses and the avoiding of the basic issues.

Now, this committee relied upon, as one of the key factors in fol-
lowing what we thought was progress, the definition of competition.
There is no question that you understood it just as we understood it,
and when you fall back on the way you did it in 1959 as an excuse,
well, that is what it amounts to. What you have done is to take a per-
fectly good product, labeled competitive, which has meaning, and
corrupted this meaning—if this testimony that we have received is
accurate, and I have every reason to believe that it is.

Now, there are other reasons why you would like to put competitive
labels on. If it is noncompetitive, then you come in and hopefully do
some auditing on those, and this is a key point.

Also if it is noncompetitive or negotiated, it comes at least under
whatever discipline might exist in the Renegotiations Act. I must say
that I don’t see any point in carrying on the interrogation.

Mr. Ienarros. Mr. Curtis, it would be very helpful to me if you
could give me the reasons why you have come to that conclusion. You
have commended us many times in the past for the efforts we have
made, the figures we have reported, which indicate the substantial in-
crease in competition in the last 5 years that has come about as a result
of devoted and sincere effort on the part of our military and civilian
people. The facts speak for themselves.

DEFINITION OF COMPETITION

Representative Curtis. The trouble we have here is that we thought
we understood definitions, and as I say, you have corrupted your labels.
‘When you come in with this kind of answer in respect to what is com-
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petition, and defend it in this fashion, I say it makes almost meaning-
less the things that I have said in praise, as I frankly have thought that
we were moving in this direction.’ N )

When T heard the testimony yesterday in regard to the noncompli-
ance with the Truth in Negotiations Act, when I still see, after all my
correspondence on getting Government out of business, the military
in this instance, engaging in the generalities we have had before with-
out zeroing in on crucial questions like commissaries and so forth, and
I don’t want to get into a hot subject particularly, because I find that I
can’t cope with that, but at least I would like to have the list of the
inventory that you mention in your statement. )

I think the better way for me to proceed is to go over this statement
and your answer, and as best I can present the reasons why I have made
these statements. ) )

I can’t express my disappointment more. This generality that you
have given us here, and the evasive answers, after all the work that
we have been trying to do in this thing o

Mr. Iewarros. Mr. Curtis, I must respond because of the admiration
I have for the guidance you have given us, and when you say evasive
answers, if you will give me an example of that, I will be as forthright

as I possibly can. I thought I was being forthright in saying that we
have followed rules .

Representative Curris. Well, for example, in saying that it only
applies to 4.6 percent of your procurement. What has that got to do
with the issue?

Mr. IenaTros. What it has to do with the issue is that we must be
very careful, particularly in a hearing associated with economy in Gov-
§rnment, that we not spend money beyond the benefit that is attained

Tom it.

Representative Curris. Of course that is an understandable prin-
ciple, but that is not an answer. If what the GAO tells us is true, these
small contractors just automatically put it on their own records,
whether it was bid or not, and then you give us this answer that it will
require a great reporting system. When we come to the detail, this is the
kind of thing I regard as an evasive answer. The Federal Government
has an annual bill that is approaching $2 billion in the use of computers,
so that we can bring about this kind of reporting by process. You dis-
miss this matter and say you are following procedures of 1959, and that
11:f onlyda,pplies to 4.6 percent, which I suspect is about $2 billion worth
of goods.

But the main thing I am concerned about is the coverup or the mis-
use of the term “competitive bidding” which has become sort of a
checkpoint that I have used myself over a period of years, to test out
the progress. Now I find, after listening to this, that I am going to
have to review in my own mind all that has gone on in the past.

I know you are well aware that the Armed Services Committee has
been accusing the Defense Department of rigging figures for years
in their claims of benefits. I have defended you on the floor of the
House. I was shaken a bit when I made a suggestion that maybe we
get some outside people to evaluate your savings. I did not get a very
good response in the Defense Department on it. Frankly, it just shakes
me to the point where maybe I have to review what I have said in
the past about our progress here.

79-459—67—pt. 1——8
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TRUTH IN NEGOTIATIONS ACT

I think probably as shocking a thing as I know was the apparent
failure of the Defense Department to implement the Truth in Negoti-
ations Act, and the statement of the General Accounting Office that
although they do do post auditing, that the Defense Department says
they can’t do post auditing, that DoD can’t get access to the books.

We interrogated to find out. Well, surely if these are negotiated
contracts, and these are independent contracting parties, namely the
(Government and private contractors, you can put into the contract
itself the right to look at books and records and whatever is necessary.
Maybe we ought to have a respense to that.

Is it the Defense Department’s position that they can’t have post-
audits, that they can’t do this kind of auditing of these contracts that
GAQO has been doing, and come up with some of these points that
they have made to us?

Mr. Iewarrus. We will respond to that. Let me say in regard to
competition I will welcome your comments after you have had a
chance to review the situation again.

Let me simply say that in 1966, despite the urgency of many of our
procurements in support of our operations in Vietnam, the DeD as
a whole increased the amount of its price competitive procurement
from 48.4 percent in fiscal 1965 to 44.4 percent in fiscal 1966, despite
the exigencies of the war. Secondly, if T may say so——

Representative Curtis. Wait, let me stop you there just a minute.

Mr. Igwarius. Yes, sir.

Representative Curris. This is true if we can count on the definition
of “competitive.” That is why I say we go right to the heart of this
thing, and now I am finding that I have to review very carefully
what the Defense Department has called competitive.

Mr. Iexatros. The definition is

Representative Curris. Now on the other thing, the exigencies of
the war are there. But one of the points that I have thought was very
good that the Defense Department has said was that they were able
to handle this war with great efficiencies. Also, you have said that the
war is a lesser percentage of the gross national product than any
previous one, and so forth.

I recognize the problems that exist when you have a heated-up
situation. But let’s don’t argue both ways. Let’s get to the one ques-
tion I did ask on this proposed auditing. What is the position of the
Defense Department? Can you or can’t you postaudit? Do you or
don’t you postaudit?

Mr. Iewvatrus. The question with respect to postaudit differs by
type of contractor—whether it is cost reimbursable or whether it is
fized type.

We also postaudit under cost-reimbursable contracts. With regard
to fixed-price-type contracts our practice with regard to postaudit
has been limited to an audit up to the time of award under fixed-price
contracts, and not afterwards. The question of whether it should be
extended beyond that in the case of firm fixed-price contracts is now
under study in the Defense Department, between the Comptroller’s
Officer and my office, and no decision has been reached as yet.
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Representative Curris. May I ask what do you have to study this
for? Is there any question in your mind of the actual essentiality of
postaudit in these cases?

Mr. Iewatrus. I think the question, Mr. Curtis, has to do with the
nature of the firm fixed-price contract. This is the preferred type of
contract. It is preferred because it costs the Government the least to
administer, and secondly, it provides the greatest incentive to the
contractor to reduce costs.

Under this kind of a circumstance, where the contractor bears the
risk, if the price is $1 and his costs are $1.05, he is still paid only $1.

If by greater efficiency he is able to bring his cost down, we take
the position that he is entitled to the profit he would make as a resuit
of this. If you begin to do too much auditing of costs under a firm
fixed-price contract, following award, we believe that you might be
damaging the basic Intent of the firm fixed-price contract, and in effect
converting it to a redeterminable contract, which we have tried to avoid.

ACCOUNTABILITY FOR CONTRACTOR INVENTORY

Representative Cortis. Well, that is very interesting. One other final
point, because my time is up anyway. In our efforts to find the account-
ing for equipment that is furnished to the contractors, the Defense
Department is respensible for a great deal of this. This has been an
issue that we have raised continually, and the reports from the GAG
indicate almost no system at all. That is what it looks like, Will you
comment on that? Do you think that the Defense Department has some
system established of accounting for this equipment?

Mr. Ievatius. Yes, sir, we do. I pointed out in my statement that
this is a difficult area. This last year

Representative Corris. Let’s stop there. Why is it so difficult just to
have an inventory of what the equipment is? Some of this, of course,
is very valuable. Why is that more difficult than some of these other
things? Any area is difiicult.

REPORTING USE OF EQUIPMENT

Mr. Iewatros. Yes. It is not difficult in terms of an inventory. It is
difficult in order to maintain an efficient reporting system with regard
to the utilization of the equipment by contract.

Representative Currs. Well, that is the issue. Why is it difficult
to maintain a system of reporting inventory? That is a problem that
everybody in business has. What is so difficult about it

Mr. Ievarros. I would say that the number of pieces of equipment
involved, the number of contractors involved, and the varying use.
Now let me comment on this.

Representative Corrs. Well, that is what I mean by an evasive
answer.

DCAS SURVEYS OF CONTRACTOR'S SYSTEMS

Mr. Texarros. Well, if I could complete my statement, sir. This
last year the Defense Department Contract Administration Services
surveyed some 4,389 contractors out of the total of some 4,466 that
were large enough in terms of the number of pieces of equipment,
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Government properties they had, to require a reporting system. This
survey

Representative Corts. Let me stop you there. Do you mean that
because one company might just have one piece of equipment, there-
fore you forget 1t, that your system would say the only ones we are
going to talk about are those that have maybe eight or 10 or 100 pieces?
Now that is what I mean by saying it is not a system, if you don’t
include every item,

Mr. Iexarrus. No—

Representative Curris. I don’t care whether it is one small com-
pany, if it has got a machine that is worth only $5,000 if you have a
system, you should have that included.

TOOLS OF $1,000 REPORTED TO DIPEC

Mr. Ienatrus. We do have such a system, and all machine tools of
$1,000 or over must be reported to our centralized management office
for this, the Defense Industrial Plant Equipment Center.

Now where large numbers are involved, the system is more complete
than it is when smaller ones are. As I was saying, our Contract Ad-
ministration Agency this last year surveyed about 4,400 in round
numbers out of 4,500 of these companies, and they found all but 725
had systems that met the standards, and in the case of the 725, there
were some deficiencies.

Since then, and as of March 31 of this year, all but 159 of those
725 have been corrected. We have done a number of other things in
this area to improve performance, as I indicated in my prepared
statement.

Representative Corrrs. Then this of course is very proper. You are
asking time to respond in depth to the reports of the GAO and this
would require that you are looking at their reports, which is quite
inconsistent with your testimony.

Mr. Ienarrus. Let me say, Mr. Curtis, we just got the GAO re-
port. It is a draft report. We intend to study it. We have begun that
already, and if there are any indications of improper utilization on
the part of our contractors, we will stop it.

CONCERN ABOUT ITS SYSTEM

Representative Curtis. I am concerned about the fact that they
make spot checks, Mr. Secretary, to test the system. If these spot
checks were done on a random basis, a scientific basis, and that is the
way you reported them to us, then we can conclude something about
the system. We are not concerned about calling to your attention a
specific, whether it is a prior contract, but only as that illustrates the
system 1itself. . i

What I am saying is that if the GAO report of the sampling of this
system is accurate, then there is complete inconsistency between your
testimony and that, but I do think you make a very proper point that
you haven’t had a chance to look at the report. .

Our testimony here is probably too early. I would like to have you
back after you have had a chance to look at those reports, and get your
statements there, and then I will interrogate you on those. I will do a
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little homework of my own and report back to you, but I can’t avoid
making the temporary conclusions I have made.

I am always subject to change after thinking about them, but I
frankly have been shocked by the testimony yesterday and the testi-
mony here today which I just regard as generalities. It is like going to
a high school or even a grammar school course in management and
procurement practices.

We have been in this thing in depth and this committee is ac-
customed to talking about specifics, not generalities, and I am just left
cold by this presentation. I am sorry, Mr. Chairman.

Chairman Proxmire. Congressman Rumsfeld ?

VIETNAM CONSTRUCTION CONTRACT FOR $1.2 BILLION

Representative RuMsreLp. Mr. Secretary, is this contract, the con-
struction contract in Vietnam of $1.2 billion, under your jurisdiction?

Mr. IenaTrius. Yes, sir; this is the contract with the joint venture of
Raymond, Morrison, Knudsen, Brown and Root, and J. A. Jones——

Representative Rumsrerp. The so-called combine.

Mr. Tenatrus. The specific responsibility is within the Navy—the
Navy Facilities Engineering Command.

Representative Rumsrerp. Right. How you describe the contract?
It is a unique contract as T understand it ?

Mr. Ievatros. Yes. There was a civilian contractor:

Representative Rumsrerp. No, the specific words I am thinking of.
Isit a cost-plus incentive fee?

Mr. Ievatrus. Cost-plus award fee.

COST-PLUS AWARD FEE

Representative Rumsrerp. Cost-plus award fee?

Mr. Jenarrus. Yes, sir. It was initially a cost-plus fixed fee I be-
lieve, where the fee did not vary based on performance, but rather was
paid as a percentage of the originally estimated cost, and the Navy
thought it would be desirable to change this to an award fee, where the
amount of fee varied with the quality of performance and instituted
that change a couple of years ago.

Representative Rumsrerp. 1t is my understanding that under the
cost-plus-award-fee contract as it now stands, the award fee in fact
includes a percentage of cost as a major portion of determining what
the award fee will be.

Mr. Texatius. I am not prepared this morning to respond specifi-
cally to the details of the award fee. I am sure the Navy could develop
that information. We could provide it for the record, should you de-
sire usto, but the basic change

Representative RuMsrerp. Have you not been involved with this
particular contract? It is the biggest one you have, isn’t it ?

Mr. Ienatius. The administration of the contract is assigned to
the Navy, formerly the Bureau of Yards and Docks, now the Facili-
ties Engineering Command. '

Representative RumMsreLp. Under your jurisdiction,

Mr. Iewarrus. Under Secretary Bannerman’s overall jurisdiction
in the Navy Department, under Rear Admiral Husband’s immediate
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supervision in the Navy’s Facilities Engineering Command. It comes
under my general area of policy surveillance.

I am familiar, as I indicated, in my response earlier, with the con-
tract, with the fact that the CP¥F arrangement was converted to a
CPAF arrangement. I know generally the terms of it. In specific
detail we would need to get this furnished for the record.

Representative Runisrerp. What is the Government’s policy with
respect to contracts that are cost-plus a percent cost?

Mr. Iexarros. They are illegal. Cost-plus percentage of cost con-
tracts were used in World War I and were declared illegal.

Representative Rudysrero. That is my understanding, that they
are illegal, and I would like to know from you whether or not cost-
plus award fee isn’t really a euphemism for cost-plus percentage of
cost.

Mr. Tenvartrus. No,sir, it isn’t.

Representative Ruissrerp. In what way?

Mr. Tenartrus. It would be an illegal contract if it were.

Representative Ruasrerp. I have studied the contract, and I must
confess I don’t pretend to be an expert in it, but there is no question
in my mind but that it is a cost-plus contract, and the plus, at least a
portion of the plus, is a percentage of cost.

Mr. Ienarrus. What it is, Mr. Rumsfeld, is an attempt to get a
ittle more incentive into what otherwise would have been o situation
without any. The cost-plus fixed fes contract is a legal contract, which
we don’t like to use, incidentally. One of the things we have done in
the last 5 years is to reduce the use of the CPFF contract from 88
percent of our dollars in 1961 to less than 10 percent today. Under
certain circumstances it is used as in this construction contract, where
the nature of the work and the uncertainties involved precluded a
firmer type of contract, this CPFET type of contract was first used.
Later on, in order to get some kind of incentive for performance, the
Navy converted it from CPEFF to CPAT, varying the fee in terms of
the performance attained. It isnot

LEGALTTY OF VIETNAXM CONTRACT

Representative Rumsrerp. Do you have a ruling from somebody
saying that thisis a legal contract?

Mr. Ienatrus. Well, this was approved within the Facilities En-
gineering Command and in the Office of the Assistant Secretary of
the Navy, and the legal counsel always participates in decisions of
thiskind.

Representative Ruazsrerp. In my study of this contract I note that
the Defense Department has had a great deal of difficulty in perform-
ing audits, and has been rather slow on it.

Mr. Ienatius. In performing audits on this?

Representative RuarsreLp. On the contract.

Mr. Tewatrus. The Navy Auditor was involved in this. Subsequently
the Defense Contract Audit Agency was. )

Representative Ruoasrerp. They were doing it from the United
States and Japan.
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AUDITING THE VIETNAM CONTRACT

Mr. Tewatrius. Initially, they established an audit Office in Cali-
fornia, in the general area of San Francisco, where RMI, this firm,
maintains its West Coast headquarters, the United States headquarters
for this effort, and where it does its purchasing and other efforts. Sub-
sequently I believe Defense Department auditors, from Mr. Petty’s
Defense Contract Audit Agency, were sent to Saigon to conduct audits
of the contract.

Representative Rumsrerp. I don’t see any particular mention of
this activity in your statement. In retrospect are you proud of the way
that contract has been handled with respect to auditing ?

Mr. Ienatius. First my statement was responsive to the Chairman’s
letter of April 27th, in which he outlined the subjects that he wanted
me to discuss. I could have discussed to this had he so asked me to do.
That is why it isnot in my statement.

Secondly, with respect to the performance of the contract, this has
been a tremendous effort as I am sure you know. We went into Viet-
nam at a time when there was only one port able to receive deep draft
ships. We made a large-scale deployment in a short period of time.
General Westmoreland——

Representative Rumsrerp. I am not talking about the buildup in
the contract. Once the contract is signed and you decide what you
are going to do, you still ought to know whether or not and, if so, how
you are going to audit it.

My study of it is that you were trying to audit it with one or two
auditors located many thousands of miles away. It seems to me that
as the Secretary in charge of this portion of the Defense Department’s
responsibilities, that this is clearly not an adequate auditing system,
and anyone who has studied it I think has come to exactly the same
conclusion.

Mr. Ienatros. First, Mr. Rumsfeld, audit is not my responsibility.
It is the responsibility of the Comptroller of the Defense Department,
who is responsible for auditing activities, and not me. Now, secondly,
this contract;

Representative Rumsrerp. Let’s stop right there.

Mr. Yowarius. Yes.

Representative Rumsrern, Your title is Assistant Secretary of De-
fense for Installations and Logistics. Within that category don’t
you have auditors in the staff ? I know you have a Defense Auditing
Agency that is somewhat separate, but don’t you have auditors?

Mr. Tenatros. I am not responsible for auditing activities of the
Department of Defense or its components. The Assistant Secretary
of Defense—Comptroller is, and his counterparts in the Military De-
partments, namely the Assistant Secretaries for Financial Manage-
ment, are responsible for audit rather than the '‘Assistant Secretary for
Installations and Logistics. This is in keeping with normal practice.

Representative Rumsrrrp. Yes. I was under the impression it was
in the administration of the contract that there was an audit respon-
sibility, and that in addition there was the Defense separate audit
responsibility. Apparently I am incorrect.
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CONTRACT AUDIT AND ADMINISTRATION

Mr. Ienatrus. No, sir, I don’t think you are in that last phrase, be-
cause you made a distinction between administration and audit. Ad-
ministration of the contract, namely post-award after the contract is
awarded is, broadly speaking, within the procurement function, the
post-award function of contract administration as it is called.

Representative Ruatsrern. That is my information.

AUDIT SEPARATE FROM OPERATION

Mr. Texarrus. But audit has always been, in business or in Gov-
ernment, tended to be independent of the operating people, in order
that the auditing people can be objective and detached. For that rea-
son, the auditing function is the responsibility of another supervisory
channel, and not in the supervisory channel of the operators. In other
words, you don’t want to audit yourself.

Representative Ruasrerp. is the construction contract in other
countries in Southeast Asia the same kind of a contract?

Mr. Iexatrus. We have a contract in Thailand with Dillingham,
Zachary, and another one in Thailand with Utah, Martin and Day,
both under the administration of the Navy’s Facilities Engineering
Command. I believe, but will need to check the record, that these may
also be on the award-fee basis. Those contracts are important, but they
are smaller in scope than the RMK contract in Vietnam is, one less
than $100 million and the other around $160 million.

I will have to check the record to see the amounts. We have aug-
mented them and the current value I would think of those contracts
would not aggregate $300 million.

Representative RoatsFerp. Mr. Secretary, my time is up. I would
just want to echo the concern that Mr. Curtis expressed. It may be
that your testimony is responsive to the Chairman’s letter,

It is not responsive to the questions that are on my mind, and it
seems to be a rather superficial and in some ways a little heavy on the
adjectives—at least your answers have been, as to what is going on.

‘When you say the competitive price was achieved in answer to
Chairman Proxmire, when you had one firm submitting a response
to your request for a proposal, it leads me to the inevitable conclu-
sion that you and the Department of Defense have a very different
definition of the word “competitive” than I do.

Mr. TewaTrus. Yes.

DEFINITION OF COMPETITION

Representative Ruarsrern. And it seems to me when you talk about
increasing from 43.4 to 44.4 your competitive proposals, I believe
those were the figures, that you might very well be talking about
something entirely different than I am talking about, and there is a
tendency to——

Mr. IexaTros. Mr. Rumsfeld, if you will look at the record when it
is available, I did not say what you said I said. I used a hypothetical
example in response to the chairman’s question, where an award was
made in a competitive atmosphere, and the price was competitive, even
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though only one bid was received. I did not say that you would auto-
matically have a competitive situation on the submission of one
you said it, and I think if we check the record we will find you said it.

Representative Rumsrerp. I did not say you said that. I said you
said the competitive price was achieved, and I wrote it down when
you used the hypothetical case saying that $4.90 was the competitive
price that was achieved. And, it is not necessarily the competitive price.
It is what you think might be a competitive price, if you had had
competitive bidding which in your hypothetical case you did not.

Mr. YowaTrus. We got one bid, that is true, in that hypothetical
case.

- Representative Rumsrrrn. And you don’t have the vaguest idea if
that 1s a competitive bid or if that bid is a competitive price, other
than your previous experience. :

Mr. IexaTrus. Previous experience is often useful in evaluating a
current situation. That is all I was trying to say. And if it isn’t com-
petitive, we shouldn’t count it as such.

Representative Rumsrerp. It seems to me that there is a tendency
to attempt to bury the committee here in percentages and statistics,
without really getting down to the hard facts of defining our terms and
seeing what in fact the problem has been. .

The GAO report was carefully worded. It was not a wild report.
It was very cautiously and carefully drafted—their statement, I mean,
to the committee—and the statement to the committee certainly doesn’t
jibe with the considerably different picture you have painted of your
successes and lack of successes.

Now if there are problems in the regulations, if there are problems
in the procedures, I think there ought to be enough candor on the part
of the Department of Defense to come in, and talk about them and see
if we can’t point towards improving them, rather than saying how you
have made the “analysis repeatedly” and you have “followed them
vigorously” and “devoted and sincere efforts” and “the facts speak
for themselves.” I wrote down those four or five quotes, which don’t
add to my input, and I am being very sincere.

Mr. Ienatros. I know you are, sir, and so am I. T believe we are at
some disadvantage with draft GAO reports that we haven’t seen, and
testimony that preceded us by only a day, to answer specific comments
that are made, and without the chance to confer with the people who
have made them. S :

The point that I attempted to make to the chairman is that we al-
ways are receptive to GAO reports. We learn from them. The record
speaks for itself. We welcome this look from the outside, and we will
gddress these reports in a systematic and objective way, as we always

o.

We have not had an opportunity to do that as yet, since we just got
them. We will do that, and if they disclose any wrong application of
the rules that govern us, we will reassess the rules as the chairman
asked me to do. We will be happy to do that, This is part of normal
administration of responsibilities.

Representative Rumsrerp. Mr. Curtis estimated that the portion
you were talking about—where it might not be advantageous from a
cost standpoint, to audit more fully—he estimated it was about $2 bil-
lion—the 4.6 percent. Is that pretty close?
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Mr. Yexarivs. It is a little high. It will vary from year to year
obviously. I think in fiscal 1966 the 4.6 percent was under $2 billion,
it was about $1.7 billion, so he wasn’t too far off. But the number of
transactions is the thing that I think is significant here, Mr. Rumsfeld.
There are almost 8 million purchase transactions involved in that. All
Iamtrying tosay isnot

) Representative Ruarsrerp. You said the de minimis rule applies
there.

Mr. Ienatros. It might well.

Representative Runssrerp. For about $2 billion.

Mr. Ienatrus. This is presumably why the rule was set as it was in
1959. I checked with the people who set that rule. That was before my
time here. That is the reason that was given for doing it in that
manner,

Representative Ruatsrerp. I have trouble agreeing when you argue
that the number of pieces of equipment involved and the number of .

_contractors involved and the quantities involved in this say $2 billion
figure is your excuse that it is, from a cost effectiveness standpoint, not
worth the effort.

It is almost like you are saying the Department of Defense is too big
to be Tun, that you are doing too many things, and you can’t do it all,
and that the only alternative is to break it up in bits again.

Mr. Tenatrus. That is not what I am saying at all. I don’t think that
there is any business, or even indeed in running your own house, where
you don’t give more intensive effort to the more significant dollar
amounts than you do to the smaller ones. I don’t spend the same time
appraising a dollar purchase that I may make in my family, that I do
a $3,000 purchase when, let’s say, I am buying a car. You put the
emphasis where you have the significant values. Now in small
purchase

Representative Ruarsrerp. With a small agency handling $2 billion,
they can handle the money efficiently and effectively and know what
they are doing.

Mr. IevaTrus. Sir, it is not the $2 billion. It is the 8 million trans-
actions, A small agency couldn’t make 8 million transactions. This
couldn’t be done by a small Agency.

Representative Ronmsrerp. My time is up.

Mr. Tevatrus. The second point is that these are local purchases that
tend to be made in the community where we are buying in the market
g]gce, where our rule requires that there be only three competitive

ids.

Thus, all of these things taken together, on balance, led the people
who established this rule in 1959 to say, “We will assume that all of
these are competitive procurements and report them as such, even
though in some instances they may not be.”

Now, if there is any large-scale error in that, I suspect we ought to
change it, even though it won’t have any real significance on the totals
reported, because it is less than 5 percent of our total. But we will look
at that and reappraise it.

Representative Ruasrerp. Mr. Chairman, I apologize for taking so
long. I do hope we can have these gentlemen back after they have had
a chance to study that report.
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ADVERTISED PROCUREMENT 15.1 PERCENT OF TOTAL

Chairman ProxmIre. Yes, I agree.

Now, I would like to proceed in this competitive bidding area. I
have here a table the source of which is the Office of Secretary of
Defense Military Prime Contract Awards and Subcontract Payments
on Commitments, showing that formally advertised procurement con-
stituted 15.1 percent, and the negotiated procurement constituted
about 85 percent, 84.9.

NEED FOR SOUND NEGOTIATION

The reason that I am happy that we had this discussion on competi-
tive procurement or formally advertised procurement is it indicates
the very great importance in the negotiations of having sound nego-
tiations, on which you have full information, which brings me to the
fact we have had on the books the Vinson Law since 1962, which pro-
vided for the truth in negotiations, provided that the contract shall
specify the accurate, complete, and current costs on which the nego-
tiations are based, and yet I think we had very good documentation
that this law is not being enforced by the Department of Defense, and
I would like to ask you about it.

STATEMENT OF COMPTROLLER GENERAL

Mr. Staats said this. I refer to the transcript of yesterday. He said
first that he conducted a study, because he was so concerned about this,
and they thought it was so important that they felt that there may be
lack of compliance, so they conducted quite a comprehensive study. I
will quote from the transcript (p. 62):

Mr. STaaTs. And our purpose in undertaking the study was to find out really
whether or not it had been carried out in accordance with the intent of Congress.

Chairman PrRoxMIRE. Would you agree there is a serious lack of compliance?

Mr. StaaTs. Yes.

Chairman ProxMIRE. And a comprehensive lack of compliance?

Mr. StaaTs. Yes. We felt the matter was so important that we were not willing
to rest just on a few isolated cases, and that is the reason it took 242 cases of
either prime or first tier subjects.

‘Chairman ProxMIRE. What were the results of your finding in some of those
cases?

Mr. Staats said in part:

In 165 of these awards we found that the Agency officials and prime contractors
had no records identifying the cost of pricing data submitted and certified by
offerors in support of significant cost estimates.

‘We also found that of the remaining 57 of the 242 procurements examined—

and there was some compliance with some of them—
of the remaining 57—

which was not compliance and which did not fall in this other category
I mentioned, there was not a record certifying that the reason for lack
of compliance was because they were based on adequate price compe-
tition.

So my conclusion on the basis of this is there was about, 10 percent
compliance with this law which it seems to me is just vital, if you are
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going to have a basis for procurement of this 85 percent of your
procurement, which is on a negotiated basis. )

Then I asked if this kind of Truth in Negotiations Act would in-
volve a burden on the Department of Defense. My question was:

Would this involve any burden, any big serious burden, on their part?

Mr. Staars. Notin our opinion,

Chairman ProxMIRE. Is it possible for the Defense Department to determine,
especially in view of the lack of competition, is it possible for the Defense De-
partment to determine the real assessment on these contracts without having
aceurate, up-to-date cost data?

Mr. Straars. Not on a central basis or a post-audit review. It cannot be done.

Chairman Proxatire. They cannot do it?

Mr, STaATS, We could not do it. All we could find out was that the information
was not present, that that information had in fact been made available to the
contracting officer. (See p. 63.) ' )

Then one other point before I ask you to comment. Mr. Weitzel of
the Comptroller General’s Office said this:

Even if they are given, Mr. -Chairman, no one can come along later and find
out what costs were given at the negotiating table, and if you did not have
something to.measure against then you do not know whether the Government
has been overcharged as a result of the failure to furnish the information
because you do not know whether it was furnished or was not furnished.

INDICTMENT OF OUR PROCUREMENT PROCESS

This seems to me to be a most serious indictment of our procurement
process, and it seems to me that the taxpayers could well expect that
we are losing not hundreds of millions but billions of dollars because
of the failure of enforcing a law that has been on the books for more
than 4 years.

DOD REQUIRED CERTIFICATES BEFORE “TRUTH IN NEGOTIATIONS” ACT

Mr. IeNatros. First, Mr. Chairman the Department of Defense by
administrative regulation required certificates of this kind before the
law was passed.

LAW NOT APPLICABLE TO ALL NEGOTIATED CONTRACTS

Secondly, it does not apply to all negotiated contracts. It applies
to those negotiated contracts over $100,000 where price competition is
not present, so I don’t believe the 85-percent figure is correct, but it is
(sltill a substantial figure. It probably is of the order of 65 percent of our

ollars. :

Thirdly, we have worked assiduously on this matter.

Chairman Proxmire. Just at that point you say it does not apply to
all of the areas that are not subject to advertised competitive bidding.

Mr. Iexarrus. That is correct. It is limited in several ways. It
is limited by dollar value, and I believe it is contracts of $100,000 or
over. ,

Secondly, it is limited to contracts that are noncompetitive, that
is to say where competition is not present in the form of ——

Chairman Proxaare. I don’t want to belabor this point, but T think
it is important to recognize that where you have competitive negotia-
tions as it is put—r
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Mr. IenaTrus. Yes, sir. .
Chairman Proxmire. This kind of cost data should be extremely
important, even though you don’t have a sole source.

COST BREAKDOWNS NOT REQUIRED WHERE ADEQUATE COMPETITION
IS DEEMED PRESENT

Mr. Ienvarius. We do not require cost breakdowns in competitive
negotiations where adequate competition is deemed to be present.

Chairman Proxuire. Well, I think that just from the questioning
this morning and yesterday as indicated that competition isn’t ade-
quate enough to provide procurement on the basis of reasonable cost
absent cost data. Go ahead.

CONTRACTORS MUST CERTIFY AS TO COST AND PRICING INFORMATION

Mr. Ievatius. Then the law require contractors to certify that the
cost and pricing information that underlies their proposal is based
on data that is current, accurate, and complete. They must so certify.

JUDGMENT TFACTOR AS TO ADEQUATE COMPETITION

Now we are obtaining those certificates, and we are complying with
the law. There are two questions I think that relate more in the area of
judgment and these are, one, where does the law apply, that is to
say where does adequate competition exist. If adequate price competi-
tion exists, it is not necessary to negotiate from cost breakdowns. So
there can be a difference of judgment. The GAO has said in this and
other reports and comments to us that they have not seen adequate
documentation in the contracting officer’s file in situations where he be-
lieved the law did not apply.

Now, we need to work on this to make sure that——

Chairman Proxmire. But what they are also saying is that in this
65 percent area, where you stipulate that there is no competition, that
%n that area there obviously is a great deal of failure to abide by the

aw.

Mr. IaxaTrus. Yes.

Chairman Proxmire. And to get the kind of cost data which is
essential if procurements are going to be at a reasonable cost.

Mr. IenaTrUs. Yes, sir; that is the second point. I said there were
two.

Chairman ProxmIre. Yes.

JUDGMENT FACTOR AS TO ADEQUATE EVIDENCE ON COSTING IN FILES

Mr. Ienarrus. The first was where does it apply. The second is
where it a%plies, and we do obtain the certificate which we are re-
quired to obtain, do we have adequate evidence in the contracting of-
ficer’s file that in fact data submitted were current, accurate, and com-
plete? Here there can be a difference of judgment and interpretation.

SPECIAL COMMITTEE WORKING ON PROBLEM

We are working probably harder on this point and have in recent
months than any point really in the procurement area. We have as-
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signed a special ASPR committee composed of our top people, a blue
ribbon committee headed by Col. George Thompson, who is our top-
pricing man, working on this.

We had some difficulties at first. We believe that it is improved now.
The GAQ report that you addressed, 3r. Chairman, did in fact deal
with implementation in the early period. I am not trying to condone
any fét.ﬂures on our part. I am simply saying that this was in the early
period.

: We think we have improved it, but we need to continue to work on
what constitutes adequate compliance with respect to the documenta-
tion—that the data submitted were current, accurate, and complete.

Chairman Proxmigre. Yes, but it seems that the Defense Depart-
ment hasn’t even gone through the simplest kind of procedure to
require compliance.

Mr. IenaTrUs. Yes, sir.

Chairman Proxmire. Wait a minute though. The basic form was
form 683, I understand.

Mr. IevaTrUs. Yes, sir.

ISSUANCE OF FORM DD 633

Chairman Proxmire. Now this was the testimony yesterday. I said:

The cost contractors haven't even got the forms; is that correct?
Mr. NEwMAN. We have forms now.
Chairman ProxarIre. Form 633, I understand, has not been distributed by the

Defense Department.
Mr. NEwWMAN. At that point in time they had been distributed, we were out

working on the audit of 242 contracts, and the forms had been sent to the ware-
house instead of to the contracting officers, so we got them to get them out of
the warehouse and send them to the contracting officers. (See p. 64.)

Now this was 8 or 4 years after the law had been passed. Instead
of sending these forms which should be filled out if the law is going
to be fully complied with, instead of sending those forms out, they
were sent to the warehouse and sat in the warehouse as I understand
it for 7 to 9 months untii the GAO got on top of it and insisted or at
least called your attention to it, and then they got some action.

Mr. Iexarius. Form DD 633 was our form. I would like 2ir. Malloy,
if I might, tc comment on this, because he is intimately acquainted
with this part of it. o -

Mr. Marroy. Mr. Chairman, the DD form 633 is a form which can
be labeled a cost breakdown form. It is a form which has been used
in the Department of Defense going back into 1958 and the 1959 time
span. The form that we are now talking about is a revision of our
standard form. We put it out in late 1964. . .

The reason for putting out the revision was to take advantage of
the experience that we had had, that we had gained in implementing
Public Law 87-658 in the previous 2 yvears. We found that we had to
make improvements in the way we got data, in order to be more precise
in our implementation of the law. So we revised that form, and
published 1t and sent it out to the field.

It had been published to the field about 4 or 5 months as I recall,
some part of which was taken up in the distribution process getting
it out to where the forms are held in stock, when the General Account-
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ing Office made an initial review. They found that in many of our
offices, not. all of them but in many of our offices, they had not yet
requisitioned the form and they were using the old form.

As a matter of fact, when the General Accounting Cflice people
found this, they came over to my office, not even bothering to write a
report, and reported this to me verbally. We checked it and found
there was some substance to the information we had been provided
by the General Accounting Office.

Forthwith, within a week or two, we published to all contracting
officers within the Department of Defense an instruction over Mr.
Ignatius’ signature, in which we told people again that they must now
stop using the old form, and use the new form.

Now, you could comply with the law using the old form, but the
new form made it more precise in terms of what people were sup-
posed to do. That is the story. :

Chairman Proxmire. Let me make sure I understand the situation.
Maybe I shouldn’t have gotten off on the form situation. Are you tell-
ing this committee this morning that there is now and has been for
some time compliance, full compliance with the Truth in Negotiating
Act, the contractors are stating their cost accurately, that it 1s current
and that it is complete in virtually all cases?

REQUIREMENTS OF PUBLIC LAW 87—653

Mr. Marroy. Mr. Chairman, Public Law 87-653 requires three basic
actions. It requires that we request the contractor submit cost and
pricing data in the areas in which the law applies.

The law also requires that the contractor sign a certificate that that
data that has been submitted is current, accurate and complete.

And it further requires that contracts that are subject to the law
contain a clause which gives the Government a contractval right for
a contract adjustment in the event it is later determined that the data
were not in fact current, accurate and complete.

Now ag to these three basic provisions of the law, we always have
and continue to get cost or pricing data. We have been getting these
certificates and we have been including the contract adjustment cost
in all of the contracts which in our judgment are subject to the law.
There should be no question about our getting cost data in connection
with noncompetitive procurements. This is the way we negotiate a non-
competitive procurement. ,

In the normal situation, you will receive a quotation from a con-
tractor with a cost breakdown, because we ask for that information
when we send out our requests for proposals to him. We take——

Chairman Proxmire. I agree with you that there is no question you
should get it. Are you getting it ?

Mr, Marroy. Yes, sir, we are.

Chairman Proxmire. You are getting it?

Mr. Matroy. We are getting cost and pricing data generally.

Chairman Proxmire. What is your answer to the charge that there
is not compliance, what is your answer to the charge that there is not
comprehensive compliance? I am trying to find the words he used

~ain, but I did read them in my inquiry of Mr. Ignatius.
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Mr. Marroy. Mr. Chairman, there are two points that the Comp-
troller General has made. In the first instance, he says that as he
looks at the decisions that the contracting officers are taking on a
case-by-case basis, that he is unable to find clear documentation in
our files as to the reasons why the judgement was made that the law
did not apply in a particular case. The Comptroller General is not
saying that the law either applied or did not apply in that particular
instance, but he could not find the documentation.

Chairman Proxmire. That is certainly a serious failure on the part
of the Department of Defense, the absence of a justification for the
exception; isn’t that right?

My, Macroy. Mr. Chairman, our regulations require that there
be sufficient documentation.

Chairman Proxymre. He couldn’t find them.

Mr. Marroy. There should be, I agree with you, there should be
that type of documentation. Now I could not tell whether in the given
cases that the Comptroller General looked at, whether all of the
facts might not have been able to be verified in other ways. But this
is an area in which over the past year or so we have been concentrat-
ing in our training programs and insisting that our people do this.
There is no question in my mind that this should be done, and for
the most part it is being done.

Now the second question comes up not in the case of whether or
not we are getting cost data. We are getting the cost data. We are
having the cost data audited by our au%tors who go in and make an
independent check of the contractor’s books and give us an inde-
pendent report, and thereafter there is a negotiation. Whereas in the
normal situation, the contractor might well take an optimistic ap-
praisal of the future from his point of view, our people might take
a pessimistic approach, and the negotiation process is to arrive at a
mutually acceptable price with give and take.

Now in that situation, you are looking at sometimes almost moun-
tains of cost data. The contractor must certify as to the factual base
on which the price was negotiated, and there are literally thousands
of facts that are potential to be certified to.

RELATING CERTIFICATE TO THE FACTS

The problem comes when the contractor executes a certificate. The
problem that we need to overcome, and it is a most difficult problem,
Mr. Chairman, is to be sure that that certificate is related to the
specific facts. Then you have to pick out which specific facts are
material. They are all involved in the transaction, but which are
material and how do you identify them.

Now our objective is to identify the major important items, because
we as anybody else are interested and vitally concerned that if it sub-
sequently turns out in a postaudit by the General Accounting Office,
by our own postaudits, and we now do postaudits, if we find data that
isnot in fact current, accurate and complete, that we have a contractual
basis for a recovery. We work diligently to see that that result comes
off. But this is a type of thing, with the amount of data that is in-
volved, that we have some difficulties in being sure that this is done. I
suspect that we will always have difficulties in this regard.
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STATEMENTS CONTRADICTING COMPTROLLER GENERAL

Chairman Proxmire. Let me just say—my time is up again—that
you are saying that this is a very difficult law to carry out. The Comp-
troller General said that he did not think it would constitute a heavy
burden. You are saying that there is a substantial compliance or vir-
tually complete compliance. He said there is a serious lack of com-
pliance.

I get the feeling from your answer, Mr. Malloy, that your depart-
ment feels that there are serious difficulties in this law as it is presently
written to comply with it. It seems to me that a law of the Congress
that has been on the books for four and a half years, that there is some-
thing wrong with it, if it is difficult for the agency which is given the
responsibility for enforcing it, that you should have been up here on
the Hill long ago indicating what is wrong with it, how it can be im-
proved, how it would be possible to comply with it, if it is unrealistic
what it is unrealistic.

At the same time it is hard for me to believe, to make any con-
clusion except that the position of the Comptroller General is right,
and that there should be the accurate, current and complete cost data
in every case, and on the basis of his findings, and I must say on the
basis of your responses, my feeling is that we aren’t getting that, in
this enormous amount of procurement which costs tens of billions of
dollars a year.

Mr. Marroy. Mr. Chairman, I——

SUGGESTED CHANGES IN THE LAW?

Chairman Proxmire. Do you have any change in the law to sug-
gest—so that you can comply with it?

Mr. Matroy. I do not at this time have any changes in the law that
I would suggest to the Congress. We are working as the Secretary
indicated very diligently in defining some of the terms that are used
in the law in the way in which they will be given practical effect at
the working level.

This is t%le type of situation that requires training and education
and precise regulation writing, and we have made a major change
along these lines in 1964.

CHANGE DUE IN REGULATIONS

Now we are taking all of the experience that we have learned in the
past 2 years, and we are about to put out another change in our regu-
lations, and adopt a major training program along with it, to be sure
that the people at the working level understand clearly what the re-
quirements are.

I must say, Mr. Chairman, that we have been working very co-
operatively with the General Accounting Office in this regard.

Chairman Proxmire. I know you have, and I don’t mean to be
critical of your efforts, and so forth.

Mr. Marroy. They are very helpful to us.

Chairman Proxmire. That just is very, very difficult for us to
understand here in the Senate and in the House, when we pass a law
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and find the Comptroller General, who is our principal adviser in this
area, who tells us that there is the lack of compliance, and I can con-
clude nothing except that it must be costing the taxpayer a whale
of a lot of money, and it is shocking.

I realize it is difficult to train people and it is difficult to get people
fully cognizant of it, and if there were a failure to comply in 1 or 2
percent of the cases, it is understandable although this would be
costly. But when the failure is so comprehensive as indicated in these
242 cases, wherein 57 of the 242 cases there was no reason for waiver
of the trust certificate entered into the file “and this constituted a
violation of the Defense Department’s own regulations”, it is very
hard to accept.

LAW APPLICABLE TO 18,000 CASES PER YEAR

Mr. Marroy. Mr. Chairman, we handle considerably in excess of
18,000 procurement situations every year, in which this law applies.

Chairman Proxamre. You are not telling me by that answer that
the Comptroller General picked a nontypical situation?

Mr. Marroy. No.

Chairman Proxarire. He finds there is this huge percentage of nen-
compliance, it would seem to me it is fair to conclude that he is being
objective and fair in this selection of cases, and that you can apply
this generally.

DOD COOPERATES WITH GAO

Mzr. Iexatrus. I think this is an area, Mr. Chairman, if T may make
a comment here, where we have been working cooperatively with the
Comptroller General. We have a number of efforts underway.

Cur aim is to comply fully. If in our judgment after the passage of
further time we conclude that despite what we would regard as a
sincere and significant effort we can’t do it, then we would want to
come back to the Congress. I don’t think we should do that yet.

I think we need to continue to work within our own department and
in consultation and cooperation with the Comptroller General, in large
part addressing our effort toward the question of when is compliance
mn fact clear and evident.

SIMILAR STANDARDS NEEDED

I think it is important that we and the Comptroller General have
a similar standard as to what constitutes adequate compliance. There
are some areas for judgment here, and it is our aim to comply fully.
We need to insure that our standards, which are in our judgment
addressed to full compliance, are similar to those of the Comptroller
General—to narrow the gap, if there is one.

It is my own assessment in looking at what is going on, that an effort
is being made, but that problems still remain. I would like to work
on this for a while longer with our own people, and in consultation
with the Comptroller General, in particular as I say to bring into focus
the question of what constitutes adequate compliance.

Chairman Proxare. And you would agree that it is not simply a
matter of argument over standards, that the Comptroller General is




ECONOMY IN GOVERNMENT 121

very sincere when he argues, and I think he is probably right when
he argues that you simply can’t know whether or not the cost is reason-
able, whether or not the profit is excessive, unless you have the kind of
information which has been lacking in a very large proportion of these
cases; is that correct?

Mr. IenaTrus. It is correct that we need to have adequate support
for the costs and prices proposed, and the question I think, Mr.
Chairman——

Chairman Prozyrire. And you don’t have that.

Mr. Tewarius. No, sir, I don’t say that. What I say is that we need
to have a common understanding as best we can in a situation of this
kind as to what constitutes adequate support and documentation.

Chairman Proxmire. You think you have it and he thinks you do
not have it; is that correct?

Mr. Iewarrus. Mr. Malloy, who has been closer to this than I have,
feels that we have been complying. I have made the statement that
there are judgment areas here. We have been obtaining the certificates.
I believe that in that sense we have been complying.

The question I think that has been raised is have we in some in-
stances failed to obtain certificates in circumstances where we should
have. This as I understand it can be a matter of documentation.

MAJOR ISSUE WITH GAO

Second, the question of documentation both of decisions and of the
support behind them, that lies behind the certificate, is the major point
at issue with the GAO.

Chairman Proxmire. I want to apologize to Congressman Rums-
feld, but I do want to raise this point. Mr. Staats speaking :

165 of these 242 awards we found the agency officials and prime contractors
had no records identifying the cost or pricing data submitted, and certified by
offerors in support of significant cost estimates.

If this is true, and I am sure the Comptroller General is honest, I
don’t know how you can possibly accept the argument that you have
adequate cost information.

Mr. Marroy. Mr. Chairman, that statement by the Comptroller
General does not mean that we did not have cost or pricing data. I
would almost guarantee, and I haven’t seen the specifics, that we had
the cost and pricing data.

IDENTIFYING COST DATA WITH CERTIFICATE

Chairman Proxmire. You have no means of identifying it.

Mr. Marroy. What he is talking about is the record of identifying
this mass of cost data which we had in great volume supporting the
certificate. That is a narrow area in which there is some difficulty.

Chairman Proxmire. That is a pretty big area where you have this
massive amount of cost and you have no records of identifying it so
that you can relate it and so that it can be specific and useful.

Mr. Marroy. We have a great many records, Mr. Chairman,
identifying this data. It becomes a question as we try to pick out of
this total the things that are most meaningful, whether we do it in the
most precise way. It is not an easy chore, and we are working on it.
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Chairman Proxure. He said you have no records identifying the
costs or pricing data submitted. He did not say your records may not be
adequate or precise enough or satisfactory. He just said no records.
Do you reject that?

Mr. Marroy. Again I don’t know the specific case—

Chairman Proxare. This is in most of the cases, 165 out of 242.

Mr. Marroy. The question that the Comptroller General addresses
himself to here, and as I say, we have been discussing these matters
with the Comptroller General people, is the problem of documenting
the connection between this mass of data which we have and the
certificate. It is not a question of whether we are getting the data or not.

Chairman Proxmtre. I want to come back again. Congressman
Rumsfeld?

Representative Ruarsrerp. Do you agree that having this cost data
isn’t really of much value unless you have the records relating to 1t?

Mr. Marroy. We have the records, sir.

Representative Runsrerp, Then the Comptroller General is wrong.

Mr. Marroy. Iam not saying that the Comptroller General is wrong.
I am trying to explain the kind of records that we have.

NEGOTIATION PROCEDURE

In a normal procurement of the kind we are discussing here, we will
send out to the contractor a letter asking for a quotation and send him
the specifications and the requirements of the procurements, and ask
him to submit a proposal plus certain kinds of cost or pricing data.

The contractor fills out our forms and submits this data to us. We
take all this cost data, make our own preliminary analysis of it, give
it to our auditors and send the auditors back out to the contractor’s
plant, where they check every one of those figures against the con-
tractor’s books and records and submit it as an independent audit
report. All of these things are in the record so we have plenty of records.

After we get through the negotiation process, in which more data is
often supplied, we then have to have the contractor execute the cer-
tificate. We are asking him to do that, and we are doing our best to
insure that we know precisely what he had certified to. That was the
point in develo%ing a new form, the revised DD Form 633, where the
instruction on that new form is much more precise than the old form.
A proper following of that form, tying the figures to source data, will
in our opinion and in the opinion of the Comptroller General be
compliance with the law.

Representative Ruasrerp. I think maybe one of the problems I am
having is that this hearing is going to show literally dozens of instances
where you and the Secretary%)a.ve said that you are “doing your best”
and that “it is a dificult chore” and that you are “working hard at it”
and that you are “being diligent.” I don’t think there is anyone on
the committee who is suggesting that you are not “doing your best,”
0}1; tha;g you are not “working hard at it,” or that it is not a “difficult
chore.

ADEQUACY OF COMPLIANCE WITH THE LAW IS THE QUESTION

The question is whether you are complying with the law and whether
you are doing well enough, and that isn’t answered by saying you are
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“working hard at it” or that “it is a difficult chore.” I hope that when
you come back, we can peel through some of those things and try to
narrow down specifics as to how good a job is being done. It is for the
Congress to decide whether it is good enough or whether it ought to
be better.

GOALS SET BY DOD

Now three quick questions. In the Secretary’s statement you have
your goals charted out, and you have the actual achievement. Without
going into really breaking down what this really means, let me ask
you on these goals, were those goals set 5 years ago and not revised ?

Mr. Ienatrus. The goals were set initially as I recall, Mr. Rumsfeld,
at the outset of the program.

Representative Rumsrern. You started in 19612

Mr. Iewarrus. They moved from about 82 percent, which was the
situation at the start of the program, to about 40 percent I think was
the long-range goal. But as experience developed, and the Departments
were able to exceed the goals that were set, revised goals that were
higher were established.

Representative RumsreLp. Then why doesn’t your chart show 40
percent, if that was your original goal ¢

eri. lewaTros. That was the goal that was set for fiscal 1966 as I
recall.

Representative Rumsrerp. My question is are the goals shown on
this chart the goals that were set 5 years ago and not revised? Is the
answer no?

Mr. Yenatrus. The answer is that there was an initial goal set, and
then it was revised year by year as progress improved. The initial
goal was in fact lower than the goal that was finally set. I will need
to check the record to be exact.

Representative Rumsrerp. I have trouble believing that you are
accurate on that, because your goal, if it was revised year to year
depending on what success you had, why did you revise down your
rate of improvement between 1965 and 1966 ¢ Obviously if you draw a
straight line up between 1963 and 1966, you will see it would have
gone higher. Instead your goal is revised down. Yet you had tremen-
dous success in here—-—-

Mr. Ienarrus. Yes, we did. I am glad that you feel we had tre-
mendous success.

Representative Rumsrerp. Now, I mean according to your graph
and in relation to your goals as shown. My statement prefacing it was
that assuming we are :ﬁl talking about the same thing when we are
talking about competition, goals, and so forth.

Mr. TewaTros. Yes.

Representative Rumsrerp. I don’t concede that for a moment after
our earlier discussion.

Mr. IenaTros. Let me check with my predecessor, Mr. Morris, who
was responsible for the initial goal setting in 1965, and submit for
the record if I may, Mr. Chairman, a statement responsive to
Mr. Rumsfeld.

Chairman Proxmire. Very well.

(The information referred to follows:)

‘When the DoD Cost Reduction Program was established in 1962, initial cost
reduction area goals were established for a five-year period. For the area entitled,
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Shift from Non-Competitive to Competitive Procurement, the initial five-year
goal was set at 39.9% of the total dollar value of contract awards. All goals are
reviewed and revised annually. The FY 1966 goal was established at 40.5% since
it did not appear that we could again achieve the 43.4% competitive rate realized
in FY 1965. The fact that 44.4% of our FY 1966 contract awards were let on a
price competitive basis, 3.9% in excess of the established goal for FY 1966 and
1% in excess of the FY 1965 rate of competitive awards, is indicative of the
continuing attention being given by the Department of Defense to increasing the
percentage of procurement dollars spent on a competitive basis.

Representative Ruatsrerp. In your “cost reduction program” table,
what is the difference between the chart figures and your plans for the
future? Specifically in this chart, as shown right here, if you make a
decision that is going to result in $10 million of savings in a given
fiscal year, and it will involve savings in the future, do these figures
show cumulatively over each year, or s it a one $10 million saving the
first year?

Mr. Iexarrus. It depends, sir, on the nature of the savings. We have
had savings that are one-time and if they are one-time they are shown
only in the year in which they were incurred. If they have repetitive
or recurring value, the recurring saving is shown, and in the case of
the Tecurring savings as opposed to the one-time, the cumulative value
would be included in the figures.

Representative RuMsreLD. So in other words, if you make a decision
with respect to handling of a contract that is going to result in some
savings, then from now on you call that savings by the Department
of Detense?

Mr. Texatrus. No, sir, we are not. In this program which was set
as a B-year program, as I addressed in my statement, we did set some
long-range goals, and we did take over the 5-year period the recurring
value of the savings.

Representative Ruamsrerp. I see.

Mr. Ievarros. Having completed that, we are now on an annual
basis, and don’t proceed in the way we did in the 5-year program.

Representative RusisreLD. Except that your program for the future
is going to be on an annual basis, and that the annual report will reflect
for each action savings realized in the current year and separately esti-
mated savings to be realized in the 2 succeeding years.

Mr. TowaTrus. Yes, sir. Our reason for that, Mr. Rumsfeld, is that
we will take a decision let’s say in fiscal 1967, and if it had savings
value in 1967, it will be audited and recorded as such.

If it has recurring value, we have gone on a 3-year cycle here, be-
cause we are on a 3-year budget cycle. We are executing one budget,
defending a second and planning a third, and our aim here was to
complete the 3-year cycle, so that if the savings was recurring 1n na-
ture, it would have been reflected in a budget, and at that point, no
further recurring value is taken. We believe that is a desirable thing
to do.

Representative Russrerp. It sounds like it makes sense.

In your statement, under “Utilization of Personal Property Inven-
tories,” you use the words “excess property and excess stocks.” Are
they interchangeable in the context of this paragraph, or are they
different?

Mr. Ievatros. They are meant to be the same, and it is just two
words that mean the same thing. Property and stocks in this case are
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synonymous, and what we are talking about is our supply system in-
ventories. This would involve real property, and since they are items
of supply, the word “stocks” was used. But they are synonymous.

Representative Rumsrerp. Thank you very much.

Chairman Proxmire. Thank you.

I would like to pursue this now, Mr. Ignatius, by getting into the
third area. : '

POSTAUDITING CONTRACTS

We talked about competitive bidding, we talked about negotiations.
I would now like to ask you to talk about, tell us about postauditing.
There was testimony yesterday that the Defense Department had no
program for postauditing contracts until the GAO prodded it into
ggcep?ting one. Why did the Defense Department need such prod-

mg ¢

Mr. Ienarrus. Thisisin the context of Public Law 87653

Chairman Proxrire. This is in the context of the entire negotia-
tion process.

Mr. IenaTtrus. Well, the question of postaudit I don’t think there
is any difference between us and the GAO in respect to cost reim-
bursement type contracts. The question relates to fixed price type
contracts.

On cost reimbursable contracts we do postaudits. In the case of
fixed price type contracts, we have limited our postaudit to those
data that were involved in negotiation of the contract up to the point
of award as opposed to after award. The GA.O believes that we ought
to postaudit in fixed price contracts. We currently——

Chairman Proxmire. That is a matter of difference of opinion as
to what you ought to postaudit and what you should not. The GAO
did persuade you to proceed with the postaudit, which you have now
accepted, as I understand it; is that right?

Mr. Ievatius. I would like Mr. Malloy to comment. It is my under-
standing, Mr. Proxmire, and I believe this is correct, that we have
this as an issue before us now in the Office of the Secretary of Defense
involving the Comptroller; Dr. Anthony, and myself.

We have an issue before us, which the ASPR committee has ad-
dressed, namely, should we do the kind of postaudit that the GAO
believes should be done:.  That is an issue before us which has not
as yet been resolved. It refers to the postaudit of fixed price contracts
only. I am not aware of any differences between us and the GAO in re-
spect to the cost reimbursement type of contract.

Now, Mr. Malloy may want to amplify that.

Chairman Proxmire. Go right ahead.

Mr. Marroy. Mr. Chairman, I believe your question may have been
also addressed to the question of the whole concept of a postaudit
operation by our own auditors. It is true that there was a GAO report
to that point that we received during the past year.

Prior to that time our auditors were doing some postaward auditing,
but as I understand it they were not doing 1t on any systematic large-
scale basis. The Defense Contract Audit Agency, as you know, is a
relatively new agency, and the demands for the time of the auditors
with a stepped up program was such that they were just not doing
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this type of audit as much as the General Accounting Office thought
they should.

Chairman Proxmire. Weren’t enough people available to do it?

Mr. Marroy. Well, I think that they were using their staff for the
more current procurement matters rather than for the postaudit
review.

Chairman Proxare. Wouldn’t it have made sense to expand the
staff? Isn’t the return immense to the taxpayer? The postauditor,
wouldn’t he bring in far, far more in relationship to the cost?

Mr. Marroy. I just don’t know how to answer that, Mr. Chairman.
There is some potential. What the trade-off is I really don’t know.
But to get to your point of——

Chairman Proxmire. Wouldn’t it be rather easy to determine this,
based on the auditors that you have?

RETURNS FROM POSTAUDITS

Mr. Ienarrus. The audit agency believes there would be a good
return.

Chairman Proxmire. An immense return. The Internal Revenue
Service finds in auditing tax returns, that an auditor brings back
$10 for every dollar he costs. Here I estimate it would be many, many
times that.

Mr. Ienatius. You are correct that in the sense that the Director
of the Defense Contract Audit Agency does believe that that would
be the case. He has so stated.

Mr. Marroy. But it is true, Mr. Chairman, that——

Chairman Proxmire. But it wasn’t done as you say until recently,
is that right, Mr. Malloy # '

POSTAUDIT PROGRAM INSTITUTED DURING PAST YEAR

Mr. Marroy. This was a recommendation that we received from
the Comptroller General, and the Comptroller of the Department of
Defense, Secretary Anthony, considered the General Accounting
Office recommendations, felf that it had merit, and instituted the
program during the past year.

Chairman Proxyare. During the past year. Now even on this new
program there was testimony that the Defense Department’s new pro-
gram still contains a large loophole, and that is the access to the con-
tractor’s records. That issue apparently hasn’t been resolved. The
GAO has access to the contractor’s records on the basis of the law, but
the question of whether or not the Defense Department as I under-
stand it, has access of that kind has not been resolved.

Mr. Marroy. Mr. Chairman, that particular issue relates to the
matter that Secretary Ignatius was talking about earlier. It only re-
lates to the fixed-price area, and it only relates to access to records of
the cost of performance of the contract.

‘We have full access to records on all types of contracts except fixed-
price contracts, and we have full access to records even on a post-
award basis to all of the data submitted by contractors and used in the
negotiation of the contract.
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There is a narrow area applying to firm fixed-price contracts in
which the General Accounting Office has from the Congress authority
to audit the actual costs that were incurred under that fixed-price con-
tract, and we have never done that in the Department of Defense.

Chairman Proxyme. How much money is involved per year? How
much money would be involved last year in contracts that have this
exemption from access to the contractor’s records# How many billions
of dollars?

Mr. Marroy. I don’t have that. I will try to develop that figure for
the record, Mr. Chairman. We know of course the total number of
firm fixed-price contracts. We would have to make an estimate of the
number of the total that the law applied to. I think we could, and I
will certainly try.

(The information referred to follows:)

‘We do not have the precise number and dollar amount of noncompetitive firm
fixed price contracts of $100,000 or more executed in fiscal year 1966 in which the
Department of Defense would have had access to contractors’ records under
Public Law 87-658—if that had been our policy during that fiscal year. However,
from other procurement statistical data we estimate that there were approxi-
mately 4,500 such contracts with an estimated value of $4 billion.

Chairman Proxyire. You say that the Comptroller General has a
law. Do you feel that you would have to have a law? Couldn’t you
simply put it in your contract. You have a postaudit?

Mr. Marroy. We certainly could provide for this contractually,
though I should point out that another committee of the Congress last
year indicated in one of its reports that at least in the udgment of that
committee, the provision of this type of an audit should not be done
by contract, and maybe ought to be a matter for the Congress to
consider.

But it certainly as a technical matter could be done by contract, and
if the results of our current discussions indicate that we are going to
proceed on this basis, we will do it by a contract provision.

Chairman Proxyire. Certainly we ought to have a proposition in
the Defense Department that either you go ahead on the basis of mak-
ing a contract that you can postaudit, or you can request Congress for
a Jaw authorizing you to do so, because meanwhile we are losing bil-
lions of dollars. Are we not? These postaudits pick up in general, they
are inclined to pick up a substantial amount of difference.

Mr. Marroy. We might, Mr. Chairman, but I think as Secretary
Ignatius said earlier, that we are concerned as we analyze this mat-
ter—and we have not made our decision yet—but we are concerned
that we preserve the integrity of firm fixed-price contracting, because
we think that this has great advantages to the Government.

What we would like to do is to have the best of both worlds, and
we are considering various alternatives that might give us the optimum
approach to the matter.

BUSINESSLIKE COST ESTIMATING SYSTEMS

Chairman Proxmire, There was testimony yesterday that the De-
fense Department had been dallyinig for 10 years despite recommenda-

tions from its own auditors and from the GAO on the question of
whether to require contractors to adopt what was called business-
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like cost estimating systems. The reports of your auditors on this
subject have been strangled by redtape over the years. How much longer
will it take before this issue is resolved?

Mr. Marroy. Mr. Chairman, the question of cost estimating, formal
cost estimating systems was addressed by the Comptroller General in a
report to us during the past year. I might say that we have been con-
cerned with estimating systems for years. Essentially we are concerned
with the proper estimate, and to the extent that a formalized esti-
mating system can contribute to a good estimate, we think that this is
advantageous, and we have always been of that mind.

The Comptroller General has suggested during the past year that
we ought to require more formalized estimating systems on the part
of contractors. v

DOD AND GAO IN GENERAL AGREEMENT

As a matter of fact, we agree with the Comptroller General in this
regard, and we are now putting more emphasis on this, and our
auditors, who have the primary responsibility of reviewing con-
tractor estimating systems, have adopted a comprehensive system of
surveying contractor estimating systems.

We are supporting this effort with our own people, and this is an
extension of a program that we have had, but the new dimension that
has been added by the Comptroller General is a renewed emphasis on
the formalities of estimating systems, and to the extent that we don’t
get too formal, we will make some good progress here.

Chairman Proxyre. Then as I understand it, the new system that
you have doesn’t meet all the GAO recommendations. In what respects
doesit fall short? ' ' :

Mr. Marroy. I believe that our new system does meet the GAO
recommendations. I am not aware that we are at cross purposes with
them on this point.

Chairman Proxyire. As far as you know it meets all the GAO recom-
mendations, or most ? _

- Mr. Marroy. Yes, the recommendations that we have made—as a

matter of fact, the General Accounting Office, I believe, in their report
on estimating systems pointed out one of the things that we did in
issuing directions to all of our contracting officers, to tell them to get
solidly behind this program that our auditors were launching. So I
believe that the General Accounting Office and ourselves are not at
odds on this point.

SECRETARY M'NAMARA ON “TRUTH IN NEGOTIATIONS”

Chairman Proxaire. Mr. Ignatius, 8 years ago Mr. McNamara
issued a memorandum signed by him personally as I understand it
which said in effect the findings by GAO did not relieve the Defense
Department of the responsibility of making such findings on its own
issues. In other words, Mr. McNamara made it plain it was the Depart-
Xent’s responsibility, not GAQO’s, to enforce the Truth in Negotiations

ct.

- He also laid down some ground rules for his auditors and other
departmental personnel spelling out their jurisdictions and directing.
them to cooperate with one another. Why 1s it that 8 years after Mr.
McNamara supposedly settled these issues, the issues are still alive?
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Mr. Tewarios. I don’t know that I can add to what Mr. Malloy has
said or what I said earlier with respect to that particular action. We
have gone into it in some detail with you. We are working cooperatively
with the GA.C on it.

There remains some differences which I am hopeful we will be able
to resolve in the near future. I certainly agree and subscribe to what
the Secretary has said.

We are responsible for the conduct of our assignments here. He
has strengthened our own audit functions in many ways, through the
establishment of the Defense Contract Audit Agency and other meas-
ures, working with the official to whom he looks for audit, the Assistant
Secretary of Defense, Comptroller.

LACK OF COMPETITION IN PROCUREMENT REQUIRES POSTAUDIT

Chairman Proxyire. What concerns me overall is that, No. 1, we
have a very limited amount of advertised competitive bidding. We
have, we ave still having a limited amount by your definition, less than
half of our procurement of any kind of competitive bidding by any
stretch of the imagination.

The Congress passed a law, the Truth in Negotiations Act, which in
my judgment lacks full compliance or anything like full compliance.
The only remaining safeguard is a postaudit, and it seems on the basis
of the response we got this morning that there is-a very substantial
area for improvement here,.

So as we look at the overall procurement process, it seems that there
is a vast area in which there may very well be a substantial loss to the
taxpayer, and a substantial additional expense, and this concerns me
a great deal. ‘ :

DECISION PENDING ON POSTAUDIT OF FIXED-PRICE CONTRACTS

Mr. Texarivs. Mr. Chairman, we have it before us, immediately
before us, the question of postaudit of fixed-price contracts. We have
not as yet reached a decision on it, but we will in the near future.

STAFF LIMITATIONS NOT A QUALITY FACTOR

Ch%-irman Proxuire. Do you have any limitations on staff in these
areas?

Mr. Ienarios. I would say that the answer is yes and no. I suppose
that any person in Government or in business or any organized en-
deavor has some limitations on staff, and I think desirably so.

On the other hand, I don’t believe that there is a limitation where
we can demonstrate that we can improve the quality of our perform-
ance, if we have additional staff.

VALUE ENGINEERING

An example of that would be in the value engineering area, where
we_are achieving significant savings. The Secretary authorized an
additional 265 people in the value engineering area on the basis of a
study that demonstrated that these people could save substantially
more than the cost of adding them to our rolls, by virtue of the efforts
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that they made. That is a specific instance of how we have added staff,
and you might say spent a little bit of money with the prospect of
saving a lot.

Chairman Proxnire. Well, yes. The amount is so fantastic and so
far beyond the imagination of any of us, who can say how much $37
billion is, it isn’t really comprehened. It is obviously 1mmense.

Obviously under these circumstances, if we can follow policies that
comply with what seems to be a reasonable law, the Truth in Negotia-
tions Act, for example, postauditing and so forth, the saving potential
is very, very great.

Mr. Ignatius, I want to thank you very much. You have been most
patient. I realize it is not easy to submit to this kind of questioning,
and I appreciate your sincerity and your ability in responding, and 1
want to thank the distinguished gentlemen who are with you, too.

TESTIMONY OF ADMIRAL LYLE

Now we would like to turn to the admiral for his presentation. I
want to apologize to you, Admiral Lyle, for having kept you waiting.
You are an expert in the areas that we haven’t covered very much.

As you know, this subcommittee has a fond, perhaps a paternal
interest in DSA, and we are looking forward to hearing your state-
ment. I have had an opportunity to review it. You may proceed.

The hour is late. I apologize for that. I don’t know what we can
do about it, but if you would abbreviate it I would appreciate it. May
I say, Mr. Ignatius, if you would like to leave, you can do so. You
}ﬁave been most patient, as I said. You have been here more than two

ours.

Mr. Iewatros. I appreciate that. I would like to stay just to hear
the proceedings. They are of interest to me.

Admiral Lyie. Mr. Chairman, I welcome this opportunity to re-
port to you on the performance of the Defense Supply Agency, and
1o describe the progress that we have made in our major programs for
improving integrated management of supplies and logistics services.

In my testimony to the committee last year, I stated that we had
experienced an extremely large increase in demands for supply and
logistics services support of the military forces deployed in South-
east Asia and related troop augmentations in the United States. I
went on to state that we had been and were giving primary manage-
ment attention and first priority in the application of resources to
satisfying these requirements. The volume of the services’ demands
has continued to increase in the current fiscal year and we have con-
tinued to apply priority management attention and allocate available
resources accordingly. )

As an indication of the direct impact of Vietnam operations on our
supply operations, a special review of our total shipments from Jan-
uary through June of 1966 revealed that more than 60 percent were
destined for the Pacific area with the lion’s share of these shipments
earmarked for direct support of the forces in Vietnam. The growth
in supply workload experienced over the past 2 years, almost all of
which 1s attributable directly or indirectl{f to the military operations
in Southeast Asia, is illustrated by the following comparative figures:
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The dollar value of issues of stock fund materiel rose from $1.9
billion in fiscal year 1965 to $2.9 billion in fiscal year 1966. On the
basis of experience through the first 9 months of this fiscal year, we
expect this figure to exceed $4.0 billion by June 30, and to increase to
almost $4.4 billion during fiscal year 1968.

The value of Stock Fund contracts placed to replenish issues and to
build up inventory and on-order levels, which totaled $1.8 billion in
fiscal year 1965, rose to $4.2 billion in fiscal year 1966. Fiscal year 1967
stock fund obligations, including some mobilization reserve augmenta-
tion, will aggregate approximately $4.5 billion. The stock fund pro-
gram for fiscal year 1968 contemplates total obligations of $4.15 billion.
The total DSA procurement programs for fiscal years 1967 and 1968,
including purchases of bulk petroleum and purchases under the co-
ordinated procurement program, will approximate $6.2 billion and
$5.8 billion, respectively.

Requisitions received and processed by our supply centers rose from
15.4 million in fiscal year 1965 to 19.4 million in fiscal year 1966. The
requisition volume had climbed to 15.8 million by the end of March
1967 and is expected to reach 20 million by the end of this fiscal year.
The estimated volume for fiscal year 1968 is 20.7 million.

Total tonnage received and shipped through the eight DSA-
operated depots rose from 1.7 million tons in fiscal year 1965 to 3.0
million tons last year. With total tonnage handled at 8.1 million tons
through March, we expect the fiscal year 1967 volume to reach 4.0
million tons and 4.4 million tons in fiscal year 1968.

SuprLy SUPPORT PERFORMANCE

In spite of this increased workload the agency has responded well
to the emergency demands placed upon it. I am happy to report a
marked improvement in our supply posture in comparison with that
of a year ago. I indicated at that time that with an increase in de-
mand of the magnitude we were then experiencing, on a supply system
encompassing more than a million and a quarter items, we could ex-
pect support problems and some shortages from time to time. We did
experience such problems.

Principal among these problems was the trouble we had, almost
from the start of the major build-up in forces in Vietnam, in keeping
pace with demands for certain clothing and textile items. The highly
publicized “jungle” boots and tropical combat uniforms were trouble-
some because they were newly developed and the limited stocks we had
on hand had been originally intended to support small numbers of
selected Army troops. Although items in the “clothing bags” issued
to recruits were not new and we had ample stocks on hand to meet
programed troop input, the initial demand surges stemming from the
build-up in forces quickly depleted our on-hand stocks of some items
and we had to rely heavily on receipts from production. As a result,
issue of the tropical combat boots and uniforms were restricted to
troops actually In or directly supporting combat operations, and the
Services had to reduce the numbers of certain items issued to recruits.
The situation has improved to the point where today the current
production of “jungle” boots and tropical combat uniforms exceeds
the Vietnam requirements, and some months ago the military services
were able to ret arn to the issue of full “clothing bags” to their recruits.
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We have encountered similar though generally less acute problems
in other areas. However, except for construction supplies, supply per-
formance in other commodity areas has also returned to satisfactory
levels. In the case of construction supplies, we had difficulty, initially,
with fortification and construction materiel, because of large orders
and lengthy production leadtimes. This situation has improved, and
our principal concern now is with repair parts for construction equip-
ment. In the Vietnam environment, construction and other engineer-
ing equipment parts wear out at an abnormally high rate. Increased
production and expedited delivery to Vietnam are satisfying the cur-
rent requirements of the deployed forces for these items. In the case
of industrial, electronic, and general supplies, current supply per-
formance is at or near pre-Vietnam levels, while performance in the
medical and subsistence categories actually exceeds those levels.

The overall “effectiveness” of our supply system is measured by
the rate of stock availability. This rate 1s expressed in terms of per-
centages of the requisitions for stocked items we are able to fill im-
mediately from stocks on hand. With the first impact of the Viet-
nam build-up this stock availability percentage fell several points
from the highly satisfactory 91 percent we averaged during fiscal
year 1965 to 87 percent during fiscal year 1966 to a low point of 83
percent last October. As a result of special efforts to obtain materiel
from commercial suppliers, cooperation of the military services in
easing nonessential specification requirements and accepting substitute
items or basic materials, and the efforts of industry to met or antici-
pate specified delivery dates, the trend of our stock availability has
turned upward and it currently is ranging from 88 to 90 percent.

Before I depart from the subject of our support of the Southeast
Asia operations, I want particularly to comment on two aspects of our
procurement program—competitive procurement and procurement
from small business.

T am happy to report that in spite of the pressure of high priority
requests for support of the combat forces in Vietnam, we have main-
tained a high rate of competition in the procurements made by our
supply centers. As of the end of March, 1967, 92.5 percent of the $4.8
billion worth of the procurements made during the current fiscal
year have been competitive. With regard to this percentage, T might
add that we do not have a potential for significant increase because
of the continuing high volume procurement of brand name merchan-
dise for commissary resale and off-shore purchases of bulk petroleum,
neither of which qualifies as competitive procurement.

In the area of use of small business firms in our procurements, we
have been able to achieve a participation rate of 45 percent of our
procurements this fiscal year. This is the highest percentage achieved
in a comparable period since the Agency became operational in 1962.
We are especially pleased with this accomplishment because during
this fiscal year we have had substantial increases in demands for such
items as standard electron tubes, prefabricated buildings, heavy con-
struction equipment, and certain repair parts and components, all of
which have little small business potential. We also have had increased
vequirements for aviation fuels, especially for tanker loadings, which

have outstripped the capacity of small business concerns. Another fac-
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tor impinging on our small business performance has been the num-
ber of Defense contractors which once were small businesses and which
now qualify as large businesses and therefore adversely affect our
small business percentage. ‘

CoNTRACT ADMINISTRATION SERVICES

Fiscal year 1967 will be the first year of full operations for our
Contract Administration Services organization. I mentioned in my
statement last year that the Contract Administration Services assign-
ment had felt the impact of éxpanded requirements from the Southeast
Asia build-up. These figures will give an indication of the extent of
this impact :

The dollar value of materiel inspected and released for shipment
by our Contract Administration Services Regions totaled $11.7 bil-
lion in fiscal year 1966. We expect this figure to rise to $18.2 billion
in the current fiscal year and to hold at or above that level in fiscal
year 1968. Funds obligated on prime contracts administered by De-
fense Contract Administration Services Regions reached $48.6 bil-
lion at the end of March, 1967, as compared to $40.5 billion at the end
of fiscal year 1966.

Since assignment of the Contract Administration Services respon-
sibility we have successfully overcome the usual problems of consolida-
tion within a new organization while taking no a progressively in-
creasing workload in support of the expanded procurement programs
of the purchasing activities.

We have designed and installed uniform procedures to capitalize
on the best features of the separate systems used by the military de-
partments in the payment of contractors, with a view to achieving
an optimum combination of effective control and timely payments.
Because of activation problems, including training of personnel and
reorientation of contractor personnel in the new procedures, the proc-
essing time of invoices for payment initially averaged 16 days. Cur-
rently, the average processing time for payment of invoices to con-
tractors has been reduced to 10 days.

We are developing and employing uniform quality assurance
methods to replace the widely varying practices previously applied
by the military services. Where we find that the quality control system
employed by the contractor results in a continuing high quality prod-
uct, we can reduce the number of inspections and tests during and
upon completion of the manufacturing process. Also, when we find
that contractor quality control systems consistently satisfy our stand-
ards, we can reduce the frequency of periodic system evaluations.

We have consolidated at the Defense Industrial Security Office in
Columbus, Ohio, the security clearance function for contractor per-
sonnel employed on classified contracts. Security administration of
contracts involving classified material is accomplished through our
11 Contract Administration Services regions and—unlike other ele-
ments of the contract administration assignment—extends not only
to contracts assigned to DSA for administration but also to contractor
facilities retained for administration by the military services, and
classified contracts awarded by the National Aeronautics and Space
Administration and seven other Federal agencies. In addition, our
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Contract Administration Services organization is responsible for the
safeguard of foreign classified information released to U.S. contrac-
tors under security agreements entered into between the United States
and the foreign government involved. Since consolidation of the se-
curity clearance of contractor facilities function in our Contract Ad-
ministration Services organization, we have acted to identify and
terminate clearance for facilities which have not been engaged in
classified production for 18 or more months. As a result, we have
reduced the number of cleared facilities from over 22,000 to ap-
proximately 15,000. This has improved efficiency of the industrial
security program and permitted us to limit expenditure of industrial
security resources to those facilities actually engaged in classified
work.

We have undertaken a series of steps to mechanize certain contract
administration services. Because of the size and complexity of this
undertaking we are approaching it in increments. We began with the
systems used in mechanized contract administration by the Air Force.
Towever, we recognized that changes in these systems would be re-
quired to accommodate the needs of a consolidated contract admin-
istration services function.

The first phase in development of an improved system was begun
in April 1966 and full implementation is scheduled for July 1967.

The second phase was begun in July 1966 and we are currently en-
gaged in equipment selection. Full implementation of the system will
not occur before March 1968.

Mr. Chairman, I am pleased to state to this committee that Defense
Contract Administration Services functions are being performed
effectively and efficiently, and with savings in costs over the methods
used prior to their consolidation. As a result of improved manage-
ment of contracts in the field through uniform policies and procedures,
the initial contract administration mission assignment has been broad-
ened in scope through plant cognizance reassignments and functional
transfers. Some of the major plant cognizance reassignments to DSA.
include General Dynamics’ Convair Division, San Diego; Martin-
Marietta Corp., Orlando; and Sperry-Utah Co., Salt Lake City.

Other functional transfers include surveillance of safety matters
concerning hazardous and dangerous materials and processes for-
merly performed by all military departments; and contract admin-
istration functions related to military construction supply contracts
for supplies and equipment produced in contractors’ plants formerly
performed under Army cognizance.

Itey MaxaceMENT CoDING

Last year I mentioned that we were participating with the military
departments, under the direction of the Office of the Secretary of De-
fense, in a joint review of the application of uniform item manage-
ment coding criteria to all of the items in the Federal supply classes
which have been designated for integrated management. On the basis
of application of these criteria, an estimated 457,000 items currently
managed by the military departments will be transferred to DSA for
integrated management by the end of fiscal year 1968. As of 31 March
1967, a total of 147,600 items had been transferred to DSA.
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DSA/GSA Item Transrers aNp CIVIL AGENCY SurPORT

Under terms of the Department of Defense/General Services Ad-
ministration agreement of December, 1964, DSA and GSA have been
moving forward in the transfer of supply items in the 52 Federal
supply classes which will be managed by GSA for the entire Federal
Government. According to present plans, on 1 July 1967 we will com-
plete transfer to GSA of a wide range of items in these classes. This
will involve approximately 17,000 items managed on 2 centralized and
decentralized basis. Stocks of these items and any other items trans-
ferred in the future, will be inventoried prior to transfer to assure
accuracy of records. Other classes and/or individual items will be
examined under the terms of the criteria contained in the agreement
to identify those which are more economically manageable under cen-
tral Federal-wide GSA control, without impairing support of essen-
tial military programs.

Another feature of the DoD/GSA agreement was the provision
that DSA consider support of all Government agencies with elec-
tronics, medical, fuel, clothing and textiles, and subsistence supplies
whenever definite economic benefits will accrue to the Government
and no adverse effect on support of the military services will result.

We have completed evaluation of support to Federal agencies for
these five commodity areas. As a result, DSA support of civil agencies
in the areas of fuel and electronics has been found advantageous and
feasible, and has been approved by the Secretary of Defense and the
‘Administrator of General Services. Fuel support is primarily a pro-
curement function and involves no adverse effect on our military serv-
ice support. It is planned that it will be phased in over a 10-month
period beginning 6 months from completion of coordination with the
civil agencies which GSA expects to accomplish by June of this year.
Tentative scheduling for electronics support provides for phase-in
over a 12-month period beginning July 1, 1968, to assure civil agency
support without adverse impact on our present heavy workload in
the electronics area.

In the clothing and textile commodity, where there is substantially
less commonality, savings are less significant and workload impact
greater. In view of our already heavy operational commitments in
support of Defense, it is planned to limit extension of DSA support
of civil agencies to specific cases clearly justified by cost savings and
assurance of no impairment of DSA military support. From time to
time, in coordination with GSA, we will review the feasibility of
DSA support of all civil agencies for clothing and textiles.

The medical and nonperisﬁa,ble subsistence areas involve a relatively
heavy additional workload for us. Moreover, study of these areas does
not evidence significant economies under a Government-wide support
arrangement. This is due largely to the present lack of substantial
commonality in civil agency and DoD items of supply. For these
reasons, we have recommended that complete support for all Govern-
ment agencies not be undertaken at this time. However, in view of the
fact that an increase in commonality could, in turn, provide the
potential for Government-wide savings, we plan to accomplish a tech-
nical review of DoD/civil agency medical and nonperishable sub-

79-459—67—pt. 1—10
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sistence items for the purpose of identifying those areas in which there
exists the potential for increased commonality. Following this review,
GSA and DSA can again assess the feasibility of DSA assuming
overall support responsibility in these areas. In the interim, we plan
to continue providing support to civil agencies on a case-by-case basis
in those instances where there are definite economic advantages to the
Government and where no adverse impact on our military support
capability will result.

Meanwhile, through individual interagency agreements, we are pro-
viding substantial supply support to Federal agencies of the Govern-
ment. We are supporting the Coast Guard and NASA with a full
range of DSA managed materiel; the Veterans Administration and
Public Health Service with selected medical items; the Federal Avia-
tion Agency with a broad range of electronics materiel and with com.-
bat type packaged subsistence items; the Maritime Administration
with selected items, including fuel and substantial numbers of elec-
tronics and clothing and textile items; the Office of Economic Oppor-
tunity with clothing and textile and subsistence items; the General
Services Administration Transportation and Communications Serv-
ice with electronics supplies; and, in conjunction with the Arm , the
Agency for International Development with selected medical items
for AID programs in Southeast Asia. An agreement has recently been
reached with the Post Office Department to provide selected electronics,
general and industrial item support. In addition to these arrangements
we currently have under study perishable subsistence support of the
Bureau of Indian Affairs school program.

As I stated last year, there are certain benefits from our furnishing
Veterans Administration and Public Health Service hospitals with
support in perishable subsistence items, with the scope of this support
based on local agreements between individual hospitals and our sub-
sistence regions. Since April, 1986 such agreements have been made
with 45 hospitals and through mid-April, 1967, we have supplied per-
ishable subsistence worth $1,189,000 to the hospitals. During the course
of developing cross-servicing perishable subsistence arrangements with
the Veterans Administration and the Public Health Service, it was
agreed that a joint DOD-VA review of item specifications used in hos-
pital feeding programs should be undertaken. This review has been
completed and the results are being evaluated by the affected agencies
with the goal of optimum standardization of perishable subsistence
used under military and civil hospital feeding programs,

CaTavoging

Our efforts to reduce the number of items used in the supply system
of the Department of Defense have continued. But in spite of the
progress which we have made in several concerted efforts in this direc-
tion, the overall number of items listed in the Department of Defenss
portion of the Federal catalog has increased in the past year.

During fiscal year 1966, we reviewed over 283,000 items. As a result
of identification of duplicate or similar items already in the catalog
and of actions to standardize such items, we obtained military service
concurrence in the elimination of more than 116,000 items. We have




“ECONOMY IN GOVERNMENT 137
set our sights on eliminating 91,500 items during fiscal year 1967, and
by the end of March, 1967 we already had service concurrence in the
elimination of nearly 67,000.

We still are convinced that the best way to control the growth of
he number of items in the Federal catalog is by preventing items from
entering the system initially. One method which we use to do this is a
mechanized screening of manufacturers’ part numbers or Federal stock
numbers proposed for cataloging incident to provisioning a new equip-
ment. During fiscal year 1966 our Defense Logistics Services Center
in Battle Creek, Mich., screened nearly 4 million part numbers against
master catalog record files. Almost 36 percent of these were found to
‘match items already assigned stock numbers in the DoD portion of the
Federal catalog.

‘Another method and one which holds the greatest promise in terms
of effectiveness and efficiency is the Department of Defense item entry
control program. We have found that approximately 75 percent of new
item growth occurs in only 67 Federal supply classes. We have, there-
fore, concentrated on a critical technical review of items in these 67
classes to prevent entry of new items when fully acceptable items are
aiready in the system. By the end of this fiscal year we will have 13
‘Defense technical review activities established at DSA and military
department inventory control points to review all proposed items in
the 67 high growth classes. The results of total item entry control ef-
fort thus far have been most encouraging. As of the end of the first
half of this fiscal year, 282,000 proposed new items have been sub-
jected to the scrutiny of item entry control. Forty-two percent of those
ltems were rejected Including 83.8 percent outright duplicates and 8.2
percent returned to the originator for correction of various adminis-
‘frative errors in the item identification or other cataloging data.

Despite these concentrated efforts, however, the number of items in
‘the catalog increased during calendar year 1966 by a net 128,377. This
is a reversal of the trend of calendar year 1965 and is attributable in
part to the introduction of parts for support of new major end items
-of equipment, and to fewer deletions due to retention of older equip-

‘ments.
UTILIZATION OF ASSETS

Tforts to increase utilization of long supply and excess stocks within
the Department of Defense continue to show progress and I will touch
briefly on the results.

Tnter- and intra-service utilization of military service releasable as-

sots totaled $403 million in fiscal year 1966 and $174 million through
the first half of fiscal year 1967. DoD utilization of excess stocks
in fiscal year 1966 amounted to $1.46 billion and $609 million through
the first half of fiscal year 1967. Total DoD utilization of both releasa-
ble assets and excesses reached $783 million by the end of the first half
-of fiscal year 1967,

We are making some progress in using the facilities of the Defense
Logistics Services Center at Battle Creek to centrally screen Federal
agency requirements aginst Department of Defense inventories of re-
leasable assets. On September 28, we signed an agreement with the

“Federal Aviation Agency which will provide for screening both FAA
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requirements against DoD inventories and FAA releasable assets
against DoD requirements. Agreement also has been reached with the
National Aeronautics and Space Administration for an operational
test and evaluation of NASA’s full participation in the Defense Logis-
tics Services Center’s central mechanized screening of NASA require-
ments against DoD assets. Needless to say these two agreements have
not been in force long enough for their full benefits to be felt, but we
are hopeful that economies will be forthcoming which will prove the
advantages of the screening process for these two agencies.

In recognition of the potential savings inherent in a central mecha-
nized screening of the Government’s releasable assets against require-
ments prior to initiation of new procurement, we have embodied in
the planning of a new Defense integrated data system, to be installed
at the Defense Logistics Services Center during the fiscal year 1970-71
time frame, the capability to perform such screening for agencies
outside DoD more effectively and efficiently. It should be noted, how-
ever, that the real success of centralized mechanized screening depends
on more than computer capacity at the Defense Logistics Services
Center. It requires civil agency completion of catalogs, mechanization
of their supply procedures, and most important of all, the capability
to interface with the Defense Logistics Services Center’s mechanized
system either through the General Services Administration or central
control points in the civil agency segment of the Government. Any-
thing short of this will produce second-rate results and the full poten-
tial of centralized screening will not be attained.

DSA. is administrator of the Department of Defense program to
reutilize automatic data processing equipment within the Department
and for coordination with the General Services Administration for
the exchange of excess automatic data processing equipment between
DoD and the other Federal agencies. This program too has shown
encouraging improvément during the past year. From July 1, 1964
through March 31, 1967, automatic data processing equipment, both
leased and owned, valued at $204 million had been reutilized through
this Department of Defense program, including transfers coordinated
with the General Services Administration.

Improved management of Government-owned industrial plant
equipment is being approached from three directions:

One, applicable provisions of the Armed Services Procurement
Regulation have been given additional emphasis to assure that pro-
curing contracting officers critically examine the contractors’ need
for industrial plant equipment and provide such equipment only when
it is in the best interests of the Government to do so. This requirement
is in keeping with the Government’s policy that the contractor pro-
vide all equipment, except when there is no alternate means of obtain-
ing contract performance and the use of Government-owned indus-
trial plant equipment is less costly.

Two, requests for procurement of industrial plant equipment are
screened by the Defense Industrial Plant Equipment Center to deter-
mine whether equipment, available for use, can be obtained from
industrial nonmilitary sources or from the Defense Industrial Plant
Equipment Center’s mventory of idle equipment, Only when equip-
ment is found unavailable are certificates issued permitting
procurement.
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Three, to assure proper utilization of industrial plant equipment
by contractors, industrial specialists of our Contract Administration
Services organization visit facilities of Defense contractors to assess
the use of Government-owned industrial plant equipment loaned to
the contractor; to evaluate the development of current and projected
use controls by which the contractors can plan more effective use of
‘Government equipment; and to identify items of Government-owned
equipment no longer required for Government contract performance
so that such equipment can be reported to the Defense Industrial
Plant Equipment Center as idle and available for other use.

‘We are also conducting a one-time equipment inventory reconcilia-
tion program. The program will provide adequate and compatible
central inventory records of the industrial plant equipment located
at contractor facilities under Defense Contract A-dministration Serv-
jces’ cognizance. This 2-year program envisions a reconciliation of ap-
proximately 83,444 industrial plant equipment items in the hands of
1,081 contractors. At the conclusion of the first 3 months of 1967, 18,000
industrial plant equipment items reported to be or found to be in the
possession of 248 contractors had been reconciled and records corrected.

Mr. Chairman, this concludes my prepared statement. I shall be
happy to respond to your questions.

hairman ProxMIRE. Kdmiral, are you familiar with the letter
which was written to the Secretary of Defense on May 3, by Director
Newman of the General Accounting Office ¢
Admiral Livee. Not by those terms.

GAO REPORT INVENTORY CONTROL

Chairman Proxmire. I wish to ask you some questions from that
particular letter and from the report which he sent, a draft report he
sent on May 3, because it does raise some questions as to your responsi-
bility. The question in the first place:

The reliability and usefulness of the inventory record control depot levels of
inventories—

that is wholesale inventories—

within the Department of Defense. We found that substantial differences existed
between stock record balances and the actual quantities of items in inventories
throughout the depot supply system. Depot supply activities in the Department
of Defense adjusted inventory records up or down an average of $2.4 billion an-
nually in fiscal year 1965 and 1966, in order to bring the stock record balance
within physical quantities.

He goesontosay:

These imbalances result from inadequate control over documentation affecting
the inventory record as well as the overall physical assets. Thig necessarily has
an adverse effect on the total supply mission. These inventory records must be
accurate and current and relied upon to use requisitions to be satisfied, and
whether procurement actions are necessary.

‘What is your answer to this?

Admiral Lyte. Mr. Chairman, T have seen the draft of that report.
I have not had time to review it in detail. I would say that I generally
agree as far as DSA is concerned, with its findings and recommenda-
tions. They fairly closely parallel our own resulting from a study
which we undertook starting last December.
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I would say that the extent of the problem, as far as DSA is con-
cerned, is not as great in actual, practical effect as the dollar value of
the arithmetic total of the inventory adjustments cited in the report
indicate, and by that I mean this:

‘We have in the past pursued a practice that when a depot receiving:
a shipment order from an inventory centrol point was unable to locate
the material, either because the storage location records were inac-
curate or because there was a new and recent receipt that had not been

laced in its proper location in the storehouse, denied the order, say-
g, “I don’t have the material”, our inventory control points enter an
inventory adjustment to reduce the stock record balance to zero. This
would result in our records showing a loss by inventory of that amount,
of whatever the stated balance was. We would then institute, under
our regular practice, a special inventory to find the material which
we were sure was there, and when we found it, we would pick it up in
our records as an inventory gain. So you would have in effect, a loss
and a gain and arithmetically you would have double——

Chairman Proxyrre. Yes, but do you think if that is the only
problem this, in general, would be only inclined to wash out because
you would make, as you say, a reduction and later on a restoration ?

Admiral Lyre. That is true algebraically but arithmetically it re-
sults in a very large total of adjustments.

Chairman Proxyire. I can see the difference, but the difference he
raises here of $2.4 billion which is how large your inventories are—is it
$40 billion?

Admiral Livre. He is speaking of adjustments in one direction or the
other; this is the point I am getting at.

Mr. Iexarrus. May I comment on that. On page 38 of the GAO’s
report, which I did look at, they showed that in the net. The Comp-
troller General reported a gross adjustment of 2.4, but on page 38 of
the draft report the net adjustment is given, and the net adjustment
over the 2-year period is $66 million, or less than 1 percent of the in-
ventory value that he is talking about. So that the net does tend to
cancel out as I read this.

Chairman Proxaze. From the point of view of the record it is
inadequate.

“We believe that the organizational structure of the supply system
contributes substantially to the difficulties in control of inventories.”

In other words, he feels that there is a weakness and a deficiency here
that should be corrected.

Admiral Live. There is no question about that. I just wanted to let
you know that our situation in DSA is not as bad as the gross figure
Indicates.

Chairman ProxMIze. I see.

Admiral Lyre. Now, I am not at all satisfied with our situation, as.
I previously indicated, and we now have going into effect for fiscal
1968, this next fiscal year, a new approach to our formal inventery
system. '

INVENTORY DISCREPANCIES

Chairman Proxyire. Let me just interrupt one more time, to say
that there is such a discrepancy between the services. For instance, the
Navy had a percent of gross physical adjustment of 13 percent. The
Air Force had 85 percent and the Army about 60 percent.




ECONOMY IN GOVERNMENT 141

Now, recognizing that there are substantial differences of course in
the kind of inventory they have, it seems to suggest that may well be
a serious problem as far as the Army is concerned.

Admiral Livre. T cannot speak for the Army, sir. I am only speak-
ing for DSA in my remarks. ’

Chairman Proxmire. Perhaps that is Mr. Ignatius’s responsibility.

DSA INITIATING CORRECTIVE PROGRAM

Admiral Liyze. But I want to leave you with the feeling that we do
respect the report. We are not satisfied with the state of our inventories,
and we have a corrective program going into effect soon, which will
focus on the items that have had movement.

We have found that this is where errors occur, that they are a func-
tion of the movement, the rate of demand, the volume of movement
of the item, so we are focusing on the heavy movers in our new inven-
tory process.

Chairman Proxmire. Along this line, it seems to me that there is,
and I get this impression, Admiral Lyle, from reading your state-
ment, that the important improvements are planned, that they have
been in stage for a long time. I am concerned, and the staff of this
committee suggested that they feel concerned, but there is a lack of
urgency.

It is puzzling to us to understand why it takes so long to inven-
tory a contractor inventory, for instance, when so much is at stake.
You always seem to look forward to a situation that it is going to im-
prove and are working on it, but we never seem to solve this
problem, you see.

Admiral Lyce. Well, in the case of the contractor inventory, shift-
ing fields entirely as I follow you now, we have an entirely different
situation. You have—as I read the Comptroller General’s report in
this area—a separate report from the one we were just discussing—
you h;fwe basically three broad areas involved. You have the ques-
tion of——

SCOPE OF PROBLEMS REQUIRE. SWIFTER ACTION

Chairman Proxmire. Yes; I did not mean to bring that in as some-
thing that requires a detailed explanation. I just meant to bring that
up as another example of what seemed to be, and I don’t want to be
unfair to you, what seemed to be a lack of urgency, a lack of deep
concern, a failure to make these improvements promptly, and a feel-
ing that you always had to look off in the future on these things, rather
than have them accomplished swiftly.

DCAS A NEW ORGANIZATION

Admiral Lyee. I think not, sir. What I was coming to was the
simple point that with reference to the Contract Administration
Services’ part of the contractor inventory problem, they are a new or-
ganization. They only completed their organization and went opera-
tional at the end of calendar 1965. They are only a year old, and these
large-scale improvement programs are not done overnight. As far as
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the DIPEC part of the problem, which is another related part, DIPEC
is only about 2 years older than CAS. These developments are not ac-
complished overnight. It takes a significant amount of time for a
new activity just to get born and grow a bit, and to develop its organi-
zation and staffing, and its basic procedures, and indoctrinate its people
into a common approach to its tasks. We have inherited a diverse
group of people, brought up in different systems, so there is some sig-
nificant amount of effort that goes into the development and training
process.
DSA INHERITED ROLES AND PROBLEMS

Chairman ProxmIre. You are saying you inherited this from the
other services?

Admiral Lyre. Yes. Almost everything DSA does now is a con-
solidation, an amalgamation, an inheritance of roles, functions trans-
ferred from the services and consolidated in us,

Chairman ProxMre. Let me ask you this: Mr. Newman said that—

In regard to the broader problems relative to inventory control, we are sug-
gesting the Secretary of Defense establish a group made of representatives from
the military departments and the Defense Supply Agency whose sole funetion
would be to study this problem in depth—
and try to come up with some answers. Is this being done?

Admiral Lyie. I don’t think it has been done formally, but I
think—I’m sure—that Mr. Ignatius would regard it as a good idea.

Chairman Proxare. There obviously are areas that do require——

Admiral Lyie. You see we just heard about this Friday—about
this particular report, sir, and about that particular recommendation.
We have not had time to absorb it, but my reaction is that it is sound
and is worth careful attention.

Chairman Proxyire. On page 16 of this report, the Accounting
Office says this:

During fiscal 1965 and 1966 the DoD supply activities, except those of the
Department of the Air Foree generally, did not accomplish the regular periodie
inventories described by their own directors. The Army, for example, the overall
data for the period of February 1965 to June 1966 submitted for the 20 Army
depots showed that 55 percent of them took no complete inventories, 45 percent
toc:ilgtn'o sampling inventories, and 25 percent performed no location record
auaits.

This does seem to be a standard, especially since the other service,
the Air Force particularly, was able to do it. Now they have made
some criticism of the way the Air Force did it, but at least they ac-
complished alot more than the Army did.

Admiral Lze. I can’t speak for the Army, but I am aware that at
that time they were undergoing a reorganization of their depot sys-
tem, and this very well could have had a profound effect.

As far as DSA itself was concerned, we did fairly well in fiscal
1965, and in 1966 we were involved in the Vietnam buildup and this is
where we put our priority and our resources, and frankly as a result,
we did not do very much on inventorying in fiscal 1966.

NEED FOR ADEQUATE INVENTORIES

Chairman Proxmiee. The Navy did rather badly, too. It showed
66 percent of the items of Navy supplies of fiscal inventories, 88 per-
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cent in 1966, but this compared with a much higher percent, close to
100 percent in the Air Force, and it would just seem that when you
don’t take these inventories, even on a sampling basis that it is hard,
as we indicated before, to meet the supply mission if you don’t know
what you have in stock, and that often the supply mission would be
frustrated.

Admiral Lyre. No doubt about it, sir. It is a fundamental part
of your supply operation, and it must be done well.

Chairman Proxyare. It was not done well last year but you feel
that it is something that is on its way to correction

Admiral Livre. I do,sir.

PAINT AND HAND TOOLS

Chairman Proxmire. Are you familiar with the indictment by the
Com&)troller General of the handling of paint and hand tools?

Admiral Lixce. Yes, sir.

Chairman Proxmire. What is your response to that perfectly enor-
mous writeoff and loss of at least a portion of the inventories?

Admiral Liyce. Well, again, Mr. Chairman—

Chairman Proxmige. Is this typical?

Admiral Lyie. No, I don’t think so, and for this reason. We had
recently taken over inventory management of items in these two com-
modity areas from the Service Single Managers. You see, this situa-
tion occurred very early in our life, 1962, somewhere along in there,
possibly 1963.

We furned over to GSA, I think in January 1963, in the case of
paint ; and for hand tools maybe a little bit later than that.

Chairman Proxmirre. Yes. They say “DoD transferred paint in-
ventories of GSA and the Navy during the period of 1963 to 1966,
transferred its hand tool inventories to GSA. during the period Janu-
ary 1964 to February 1966.”

TRANSFER TO GSA AS RECORDED ON BOOKS

Admiral Livce. Yes. Basically we did not have time, in the interim
between transfer of these inventories from the services, from the
Service Single Managers, and the transfer to GSA, to assure ourselves
of the accuracy of the records, so we transferred the material to GSA
at the quantities we had recorded on our books.

NO INVENTORY VERIFICATION MADE

There was no special, mutual inventory verification of assets at the
time of the transfer. We have learned from this, and this is why I
said in my statement that in future transfers to GSA we will have a
special inventory, mutually attested, to be sure that they start out with
accurate knowledge of assets.

PAINT WRITEOFFS

_ Chairman Proxmire. The writeoffs are just fantastic here. The
initial paint transfer to GSA was about $8 million worth of stock.
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Subsequently there was a transfer of $6.6 million. The total writeoffs
are over $3 million. As a percentage that is a tremendous writeoff.
It would be something in a private corporation that would result in a
most serious problem, maybe bankruptcy.

HAND TOOL WRITEOFFS

In hand tools there was a transfer of $46.7 million initially, followed
by an additional transfer of $4.1 for a total of $50 million. The writeoff
there of $4.5 million, not as big a percentage, but still very big and more
troublesome.

REASONS FOR WRITEOFFS

Admiral Lyre. You see, as I said, Mr. Chairman, this adjustment
includes the period prior to DSA’s establishment, and goes back to
some undetermined time in the past, whenever the last inventory may
have been taken in those areas.

It is also affected, particulariy in the case of paint, by unsatisfactory
material, unfit material which had to be written off.

PROOF OF SOUNDNESS OF DSA IDEA

Chairman Proxyme. That is right. All this proves that DSA is a
good idea. It shores up the previous situation.

Admiral Lyze. I think that is true, this is our experience, that
where you consolidate the management of common services and mate-
rials in this way, you do maximize your visibility of the situation and
your ability to control it.

Chairman Proxyre. Thank you, Admiral Lyle. Once again I want
to apologize for having detained you so long before you testified at
all, and I want to thank Mr. Tgnatius and the other gentlemen for their
patience and good humor. As 1 say, it is not easy to come up and face
the kind of questioning which you got this morning, but you handled
it well, I thought.

The committee will resume its hearings tomorrow morning here in
room 4221 at 10 a.m. with Martin Gainsbrugh, chief economist of the
National Industrial Conference Board.

(Whereupon, the committee was adjourned at 12:55 p.m. to recon-
vene Wednesday, May 10, 1967 at 10 a.m.)
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WEDNESDAY, MAY 10, 1967

CoxnarEss oF THE UNITED STATES,
SUBCOMMITTEE ON ECONOMY IN GOVERNMENT
or THE JoINT KooNoMIc COMMITTEE,
Washington, D.C.

The Subcommittes on Economy in Government met, pursuant to re-
cess, at 10:10 a.m., in room 4221, New Senate Office Building, Hon.
Thomas B. Curtis, ranking minority member of the subcommittee,
presiding. ) .

Present: Senators Proxmire and Jordan; and Representative
Curtis. _ )

Also present: John R. Stark, executive director, and Ray Ward,
economic consultant. o .

Mr. Curmss. Inasmuch as Senator Proxmire is engaged in a number
of other tasks, he has asked me if I would open the meeting here.
The subcommittee will be in order. .

‘We are pleased to have with us today the Honorable Martin R.
Guainsbrugh, senior vice president and chief economist of the National
Tndustrial Conference Board. I want to personally say how happy I
am to see you here and express my personal appreciation for your
being willing to give us the benefit of your wisdom. - ) )

Chairman Proxmire’s letter to Mr. Gainsbrugh will be included in
the record at this point.

(Letter referred to follows:)

Aprm. 27, 1967.
Mr. MARTIN R. GAINSBRUGH,
Chief Economist, NICB,
845 Third Avenue,
New York, N.Y.

Dear MR. GAINsBRUGH : 1 am pleased that you will be able to testify before
the Subcommittee on Economy in Government of the Joint Economic Committee
on May 10, 1967, at 10 a.m. (room to be announced later), concerning the Gov-
ernment’s business activities in their relation to economy in Government.

it is a subject of high priority inasmuch as the Government’s role vis-a-vis
the private sector is an initial step toward achieving economy in Government.
The scope of the Government’s business activities and their impact on the busi-
ness and the tax structures at Federal, State, and local levels are subjects also
of great importance to the Subcommittee.

Your analysis of President Johnson’s memorandum of March 3, 1966, and
Budget Bureau Circular No. A-76 as effective instruments for dealing with the
“Government in Business” problem will also be of value,

Please furnish 100 copies of your prepared statement to Room G-133, New
Senate Office Building, Washington, D.C., at least one day before your appear-
ance on May 10th.

~ Under separate cover we are sending you copies of the 1966 hearings and re-
port of the Subcommittee on Procurement and Regulation. If any additional in-
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formation is desired, you may contact Mr. Ray Ward, Staff Director of the Sub-
committee, phone 967-8169, Study Room 161, Library of Congress Annex, Wash-
ington, D.C.
Sincerely yours,
WILLiAM PROXMIRE, Chairman.

During the past 2 days, the Subcommittee on Economy in Gov-
ernment has received testimony from representatives from the Gen-
eral Accounting Office and the Department of Defense on economy
measures taken or to be taken in the real and personal property man-
agement areas which consume the bulk of the annual budget. Today,
however, we want to discuss the subject of the Government’s involve-
ment in so-called business-type activities. These are activities which
have been started and continued for a variety of reasons—cost; health,
asin the case of the dairy we discussed Monday ; only source of supply,
as a yardstick as in clothing manufacture; quality assurance, as in cof-
fee roasting; too costly or hazardous for private industry, as with the
Alaska Railroad ; utilities, for many reasons; et cetera, et cetera, over
a wide range of activities. '

This subject was given consideration by the Bonner committee in
1951-52, which I might say I had the pleasure of serving on; the
Harden committee in 1953-54; by the Second Hoover Commission;
and more lately by the House and Senate Government Operations
Committees.

The Subcommittee on Federal Procurement and Regulation, the
predecessor to this subcommittee, has for a number of years urged a
stronger program for (@) control of new programs and (5) reduction
of old ones.

We were pleased, therefore, when President Johnson gave impetus
to the program on March 3, 1966, and the Budget Director issued cir-
cular A-76 to the heads of the executive departments and establish-
ments on “Policies for Acquiring Commercial or Industrial Products
and Services for Government Use.” It seeras apparent that a defini-
tion of the Government’s role vis-a-vis the private sector is an im-
portant step in developing a program on economy in government. It
1s also important for the public to be aware of the scope of this subject
and the impact on the Nation’s tax structures.

Mr. Gainsbrugh, I think most of us have seen your excellent booklet
entitled “Government in Business.” We certainly know the distin-
guished organization of which you have been the guiding light for so
many years.

We will be pleased to hear your statement at this time. I would like
to have you, before you begin your statement, tell us a little of your
background and something about the organization you represent. This
1is essentially for the record.

TESTIMONY OF MARTIN R. GAINSBRUGH, SENIOR VICE PRESI-
DENT AND CHIEF ECONOMIST, NATIONAL INDUSTRIAL CON-
FERENCE BOARD, INC. (NICB), NEW YORK, N.Y.

Mr. Garvssroer. Thank you for an opportunity to at least resort
to the soft sell so far as the National Industrial Conference Board is
concerned, and put a modest bit in the record so far as my own achieve-
ments.




ECONOMY IN GOVERNMENT 147

The conference board is the largest private business research
a%ency in the United States. It has recently completed its 50th year
of existence, and it marked that anniversary by a world convocation to
which I would like to refer in my statement at a later time. The theme
of that convocation was “The Future of Capitalism.”

The board is a nonprofit institution. It is supported by the sale of its
services. It has no endowment. It, by charter, must refrain from lobby-
ing, and my appearances before this committee over the years have
been primarily in terms of funneling what information we had to this
committee for its potential use, rather than to advocate any particular
bit of legislation.

Mr. Curtis. And may I interrupt by saying that almost invariably
we seek you out by invitation, as we have here.

Mr. GainssrueH. I feel honored to be back again with this com-
mittee. I believe I have appeared before it almost from the time it
was first established.

The NICB is currently financed by around 4,000 business organiza-
tions, educational institutions, governmental agencies and labor
unions. Its fees range from a minimum of $350—less than that for
educational institutions—and there is a maximum subscription that
we will accept from any business organization, so that we don’t have
to depend too much upon any particular contribution.

The research we do is determined by the research staff alone. No
one tells us what areas we shall research. We have complete academic
freedom as to the manner in which these materials shall be presented.
1 believe our work over the years has gained acceptance not only in
business circles but is highly regarded by the academician, and by
government and is very frequently cited.

So far as my own competency is concerned, I have been with the
National Industrial Conference Board as its chief economist for
nearly 80 years. I have also been a professor of economics at New York
University School of Commerce and Graduate School of Business for
about 20 years. I am a past president of the American Statistical As-
sociation. I have chaired the Conference of Business Economists, the
Society of Business Advisory Professions. I have served as a con-
sultant to the Bureau of Labor Statistics, currently to the Bureau of
the Budget, to the Federal Reserve Board and other governmental
agencies. I believe I could add a few additional items if I weren’t
using up my own time.

Representative Curris. I know you could. In fact, we will add some
ourselves. I appreciate that very much. I wonder if you would proceed
then with your statement ?

Mr. GainsprueH. Perhaps something is to be gained by reiteration,
so this morning I am again presenting in an updated version the ma-
terials we have previously collected dealing with the enlarged role
of Government in modern day society, with the thought in mind that
this committee is just as interested in government in the economy as it
is with economy in government.

I might preface my statement by citing for you what occurred at our
world convocation, to which I referred earlier. To this convocation we
invited the greatest minds in the world, to discuss the future of capi-
talism, and one series of presentations was concerned with the evolu-



148 ECONOMY IN GOVERNMENT

tion of modern-day capitalism, the changes that have come about in
the 20th century, particularly in the relationship of government to
the economy.

The individual invited to discuss that particular development was
Lord Franks, the provost of Oxford. His is one of the most search-
ing of minds in this whole area, and what he proceeded to do at this
particular convocation was to trace the evolution of modern-day
capitalism, particularly the relationship of government to our society.

His basic thesis was that, when we came nto the 20th century, the
United States and most of Western Europe was still largely in the
laissez-faire state, and that between the entrance into the 20th century
and World War IT, we moved into the second stage in the evolution
of modern-day capitalism, from laissez-faireism to increased govern-
mental regulatory activity.

He referred as illustrative to the various governmental agencies,
SEC, and others that were created in this interim period. But the
point I want to emphasize is that he then went on fIIJ'om the second
stage to the third stage, in which he said we in the United States and
virtually every Western industrialized power now finds itself, and
ﬂi&t is an increased degree of government intervention in the market-

ace.

P This was of deep concern to him as it related to the basic structure
of capitalism, and the strength that capitalism derives from the ration-
ing process performed by the free market.

It is in a sense against that particular background that I wanted
to develop the statement that has been placed before you. Rather than
read this rather lengthy statement, I thought what I would like to do,
and I would welcome questions as I move along, if you like that form
of procedure, was to emphasize some of the empirical data that we have
collected, that perhaps highlights these changes in a more significant
way than just through broad historical recital.

Representative Corris. That will be agreeable, and without objec-
tion we will put the full statement in the record, and then proceed as
you would like.

(Mr. Gainsbrugh’s prepared statement follows:)

PREPARED STATEMENT OF MARTIN R. GAINSBRUGH
THE GOVERNMENT IN THE MARKET EcoNOMY

Bconomic growth, first quarter of 1967 execluded, is perhaps more rapid and
pervasive than ever before. Swift as has been the national growth rate and that
of private industry, however, both have been outstripped by the public sector.
Thig speed-up in public expenditures and governmental influence in the market
place is particularly pronounced in the United States for the period following
World War 1I. So complex is the scope and variety of federal, state, and local
activities that time permits only a broad-brush pieture of its impact upon the
market place.

A. GOVERNMENT AS A PURCHASER OF GOODS AND SERVICES

A significant economic dimension of total governmental activity is its total
outlay not only for the purchase of goods and services, but also for interest on
its debt and subsidies, transfer payments for veterans, welfare and similar pur-
poses. The combined expenditures of Federal, state and local governments after
eliminating duplication that arises in such a total from Federal grant-in-aid,
were roughly $209 billion in 1966. At the turn of the century the corresponding
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total was somewhat less than $2 billion. The peak of public outlays prior to World
War IX never exceeded $20 billion. At their postwar trough in 1947 such expend-
itures were still barely above $40 billion.

TABLE 1.—Government as a purchaser of goods and services

{Dollar amounts in billion]

Total out- | Purchases of
Total Purchases of {  Transfer Net lays as goods and
Year outlays goods and payments interest 2 percent of services as
services GNP percent of
GNP
SL7 $1.5 $0.2 $0.1 7.5 6.6
10.3 8.5 .9 1.0 10.0 8.2
17.5 13.3 2.5 1.7 19.3 14.6
42.4 25.1 13.0 4.2 18.3 10.9
101. 2 81.6 14,7 4.8 27.8 22.4
208.8 153.1 44.2 1.5 28.2 20.7

1 Fiscal year.
2 Including subsidies less current surplus,

Interest and transfer payments have both contributed to this acceleration in
government expenditures. Transfer payments have experienced the sharpest
growth, reaching $44 billion last year as compared with $2.5 billion prewar.

HEconomists prefer to use changes in the share of gross national product taken
off the market place by government rather than total governmental expenditures
as a guide to trends in its economic influence. Interest and welfare payments are
by convention exciuded from gross national product. Only the public payroll and
what is otherwise bought from the private sector for government consumption
or investment enter into this frequently cited comparison of governmental growth
and national economic growth. The underlying rationale is that such a compari-
son reveals the changing extent to which existing resources are being channeled
into the public sector.

In such comparisons government looms ever larger in terms of its influence
in the nation’s market place. We entered this century with little more than 5%
of all goods and services destined for government use. Under the maximum pres-
sure of World War I this set aside reached 21%.

‘With peace restored, the proportion declined and by the late ’20’s such pur-
chases were equivalent to a twelfth of annual output. The enlarged role of gov-
ernment during the Depression helped raise this to nearly a seventh of output
in 1939. The lowest postwar set aside in 1947 again found littlemore than a tenth
of national output allocated to the publie sector.

With the Korean War the progression upward resumed, the war peak alone
requiring close to a quarter of all output. Subsequently our provision of a defense
shield for the Western World together with the enlarged scope of state and local
activities kept the share of gross national product devoted to government to fully
a fifth of annual output throughout the past decade.

The record of government as a purchaser clearly reveals that for two thirds
of this most prosperous century with its years of war and peace and of deflation
and inflation, government demand has grown more rapidly than the private
sector. The trend is unmistakably upward. As one level of government—ZFederal,
state or local—at times declines, the other level expands. Wars bulge the public
sector. Peace deflates it. But its market share holds above where it had been
prior to war in the familiar ratchet effect. The long run secular trend indicates
government absorbing an even larger share of national output, thereby expand-
ing its influence not only as to what shall be produced but also where and by
whom.

In similar fashion, government’s direct or latent power has steadily risen to de-
termine who shall be employed and where. The actual number of full-time equiva-
lent workers directly employed in the public sector, including those in the Armed
Forces, was about 14.6 million in March, 60% of whom worked at the state and
local level. This means that of each 100 persons at work, including those in the
Armed Forces, 18 were on government payroll.
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TABLE 2.—~Direct Government employment

[Thousands of persons]

Federal
Total State Local

Civilian | Military?

1929._ 3,320 533 255 2,532

1939 4,329 905 334 3,090

1947 7,057 1,892 1,583 3, 582

1953. 10, 200 2,305 3,565 4,340

1966 13,972 2,565 3,123 2,152 6,132
1 Esfimated.

In addition, estimates are also available of the indirect employment arising
from the $67.9 billion of receipts of the private sector from government purchases
in 1965. In combination, the direct and indirect employment arising from govern-
ment totaled nearly 20 million jobs. Thus 26 out of 100 individuals employed in
the United States in 1965 were at work directly or indirectly for the government.
Two generations ago only 5 out of every 100 employed were public servants. As in
the case of the share of national output it purchases so, too, in the case of its
impact upon employment direct or indirect—the immediate and potential influ-
ence and power of the public sector over ‘the market place has been steadily mag-
nified and gives little, if any, sign of tapering off.

B. GOVERNMENT AS A SUPPLIER OF FREE GOODS AND SERVICES

In much the same way that business 1ooks more frequently toward government
for its orders for goods and services, and labor finds itself steadily more dependent
upon government for employment, so too, do more and more individuals look to
government to provide them with transfer payments and with other free goods
and services. Transfer payments are officially defined as income received by in-
dividuals from government for other than current contributions to production.
Among the beneficiaries of such payments through this redistribution process are
the aged, the orphaned, the widowed, the unemployed, the poor and needy, and
veterans., Such payments in 1966 represented almost 89, of all personal income
received by individuals in that year. In 1929 they accounted for less than 29, of
individual income,

TABLE 3.—Government transfer payments

Transfer pay-
Total ments 8s per-

(billions) cent of per-

sonal income

1929. $L.5 1
1966. 4.6 7.

PPN}

A recent estimate of the Office of Research and Statistics of the Social Se-
curity Administration found that social welfare expenditures by all forms of
government were in relative terms equivalent to 129, of gross national prod-
uct in the last fiscal year. They were 2.49, toward the close of the 19th Century,
4.2% not only in the late Twenties but also as recently as the close of World
War II. Bducation and social insurance have experienced the greatest increase
since that time. With medicare now extended, more gains faster than national
economic growth are apparently in store. About one guarter of this nation’s
entire bill for health and medical care is already met out of public revenues.
These sharply increased outlays reflect health and medical care for veterans and
other dependents, the medical bill of the Armed Forces, payments to private
practitioners for public assistance cases and for medical and related research.

C. GOYERNMENT AS A REVENUE COLLECTOR

As the share of national output allocated to government rises, so, t0o, must
the share it collects of the nation’s income, less its bill for goods and services




ECONOMY IN GOVERNMENT 151

purchases is financed out of debt. In 1966, the receipts from all sources including
trust funds exceeded $212 billion. The comparable take was only $11 billion in
1929 and $15 billion as late as 1939.

TaBrLe 4.—Government revenue

[Dollar amounts in billions]

Total
Total Federal State and revenue
local 1 as percent

of GN
............................................ $11.3 $3.8 $7.5 L0
- - 15.4 6.7 8.7 17.0
- 51.2 41.0 10.2 24.4
- 212.3 142.5 69.8 28.7

t Excluding Federal grants-in-ald.

The extent to which income flows have been affected by taxation since World
War II is strikingly evident in the dramatic change in the relation of govern-
ment receipts to gross national product. What the public sector now collects
annually is equivalent to about 299 of annual output—a larger share than the
249, it received at the maximum war effort in 1944. Taxes alone in 1965 were
equivalent to 239 of gross national product or 289, of national income, as com-
pared with 219 of gross national product and 25% of national income in 1944:

Tederal receipts are presently greater than this nation’s total annual output
as late as 1941, But the relative gain in recent years is most pronounced in state
and local government. Until the early 1950°s the receipts of such units were no
larger relative to national product than in the late Twenties. Thereafter they
rose from 7.5% to about 129 of gross national product in 1965, Including Federal
grants-in-aid of over $10 billion annually, the receipts of state and local govern-
ment now total over $88 billion, in 1963, nearly three and a half times the 1950
take. Even so, expenditures have bulged so that state and local debt has in
turn, quadrupled since the early 1950's. _ _

By way of highlighting the transformation of market forces, accompanying
the growth in government, it is pertinent to note that in the late Twenties and
Jjust before World War II, personal consumption expenditures were equivalent
to about three fourths of the national output. Today consumers take less than
two thirds of annual output off the market place. The comment offered by the
U.S. Department of Commerce on this continuing secular decline in the consum-
er’s share of what is produced.? . )

“The consumer market throughout the postwar period absorbed around two
thirds of total gross national product. This share was lower than that which pre-
vailed in prosperous prewar years, when three fourths of total output flowed
through consumer channels.

“This fundamental change reflected the expansion in the role of Government
resulting primarily from the heightened requirements of national defense, al-
though an inecrease in civilian-type services rendered by Government was in-
volved also. This shift to Government in the use of current output was accom-
plished through a considerable step-up in the rates of taxation. The ratio of dis-
posable personal income to GNP was thereby lowered; and, in turn, there was
a ‘corresponding reduction in the ratio of consumption to GNP as individuals in
the past decade spent and saved roughly the same proportions of their after-tax
incomes as they did in the prewar era.” '

D. GOVERNMENT AS A PRODUCER AND SELLER

Few, if any, changes in the market structure of this century have been so laden
with social, economic and political significance as the movement of government
into areas of activity previously reserved for tax-paying enterprise. This has

1 A possible offset exists in the direct flow to consumers of government-provided goods
and services at little or no cost (e.g. national parks, toll-free express highways; higher
education at public expense, etc.).

79—459—67—pt. 1——11
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blurred, if not obliterated, such border lines as may earlier have existed between
the public and the private sectors. Along with its growth as a source of market
demand, employment and transfer payments, the government’s share of total
domestic tangible wealth (structures, equipment, inventories, land, ete.) has
risen from about 7% in 1960 and 9% in 1929 to an estimated 149, in 1966. Al-
ternately, this means that the share held by the private sector dropped from 93%
in 1900 to 869, in 1966. The lion’s share of public tangible assets is owned by
fitate and local governments, In 1958 this share amounted to 185 billion com-
pared to $50 billion held by the Federal government, according to Kendrick's
estimates.
TABLE 5.—Tangible wealth by economic sectors

1900 1929 3958 1966
Tangible assets 1 (billions of current dollars) - 88 423 1,654 2,390
Share held by private sector (percent).._ a3 91 87 86
Share held by public sector (percent) . . ___._____._____. 7 9 13 14
Federal o e 1 1 3 @)
Stateand local_ o _________.. — 6 8 10 ¢

1 Exclusive of gold.
2 Not available,

The production of electric energy is the classic illustration of entrance of
government into an industry previously privately financed and owned. In 1929
the publicly-owned facilities accounted for only 5% of all electrical power gen-
erated for public use. Investor-owned utilities have raised their output from 88
billion kilowatt hours then to more than 881 billion kilowatt hours in 1966.
However, government owned electrical energy output continues to outstrip even
this high rate of expansion, so that currently nearly 23% of all power is publicly
produced against 5% in 1929. Federally-owned facilities have undergone phe-
nomenal growth in the 1929-1966 period. In 1929, for instance, only 300 million
kilowatt hours were generated while by 1966, 153 billion kilowatt hours of elec-
tricity were produced by Federally owned facilities. The 1966 figure is 510 times
the 1929 output compared to a far more modest 25 fold expansion in state and
local power output and a comparatively flimsy 10 fold rise in private power
production.

TABLE 6.—Electrical energy production

Percent Publicly owned
Total publicly Privately
production owned owned
Federal Municipal State t

Millions of Miltions of | AMillionsof | Millionsof | Millions of
kilowatt-hoirs kilowatt-hours| kilowatt-hours| kilowatt-hours| kilowatt-hours
s 5.1 300 3,916 451 87, 510
329, 141 18.9 40, 387 16,101 5,793 266, 863
1,143,737 23.0 153,021 52, 558 57,309 880, 480

1 Includes cooperatives.

In similar fashion, the Rural Electrification Administration’s activities grow
and assume new dimensions well after fulfillment of its original purpose of elec-
trification of all farms. If, too, has moved into commercial-type ventures aided
by the low interest rate at which it can borrow funds from the Federal Gov-
ernment.,

In shipbuilding, distribution, particularly through PX operations, construction
and printing, are other major sectors where Federal government enterprise
competes vigorously with private business. Sales of Government-run commis-
sary and PX operations totaled $3.2 billion in 1965 placing this government enter-
prise third in sales of the top ten U.S8. retailers, outranked only by Sears, Roebuck
and A & P.
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Of all the ship construction worlk performed for the U.S. Navy in 1964, the
government accounted for 289, of it.

State and loeal governments have also enlarged their activities in these fields.
Liquor store and utility revenues of state and local governments, for example,
totaled $6 billion in 1965 as against barely $1 billion in the late Thirties, Both
deliar amounts, however, accounted for about 8% of total seif-generated revenue
in their respective periods.

Aleoholic beverage distribution facilities (state liquor monopolies) are pres-
entiy operated by 16 state governments—Alabama, Idaho, Iowa, Maine, Michi-
gan, Montana, New Hampshire, Ohio, Oregon, Pennsylvania, Utah, Vermont,
Virginia, Washington, West Virginia, W yoming~——and by some counties and small
municipalities in a few states.

TABLE 7.—Operating revenue and expenditure of local utilities*

[In millions of dollars]

‘Water supply Eleetric power Transit QGas supply
Fiscal year .
Revenue | Expend- | Revenue | Expend- | Revenue Expend- | Revenue | Expend-
iture iture iture iture

939 631 713 453 500 529 295 228
1,246 912 965 738 542 552 138 114
1,621 1,116 1,450 966 588 636 197 155
2, 004 1,367 1,833 1,216 776 885 295 228

! Expenditure includes interest on utility debt.

Liquor store revenue amounted to $1.4 billion in fiscal 1965. Retail sales of
liquor stores nationwide totaled $6.3 billion in calendar 1965 so that roughly
20-25% of all liquor store sales are presently channeled into the public sector.
This is exclusive of taxes on aleoholic beverages which amounted to $4.6 billion
;at all three levels of government in fiscal 1965.

Among the utility enterprises, run in the main by local governments, are water
supply, electric power (usually distribution systems), gas supply and traunsit sys-
tems. About 75% of all localities with water systems are operating them under
public ownership. Publicly-owned water systems along with electric power and
gas supply systems, without paying tons, seem to be self-supporting, at least
in the aggregate; that is revenues cover operating costs plus depreciation and
interest, but no allowance is made for taxes. This is apparently not the case when
it comes to public transit systems, where deficits are the rule rather than the
exception.

State-run lotteries are beginning to appear, but the competition here is with
underworld private enterprise.

Rather than curtailment of state and local activity in commercial areas, such
activity may well increase as tax sources become fewer and more cost pricing
comes into effect with regard to utilities.

E. GOVERNMENT AS MONEY LENDER AND GUARANTOR

The structure and internal composition of financial markets, much like the
market for commodities and the consist of employment, has been markedly al-
tered by direct government lending but even more by the widespread use of Fed-
eral guarantee. Unlike the Congressional ceiling that control Federal debt, there
is no statutory limit to Federal guarantee of loans or on the amounts quasi-
public agencies can borrow for their operations. Neither the guarantee nor insur-
ance activities are directly reflected in the administrative, cash or national-in-
come budgets. “Comparisons over time are misleading if there is a shift from
direct-loan programs, which are included (with net amounts) in the budget, to
guarantee programs which are not included.”?

1David J. Ott and Attlat F. Ott, “Federal Budget Policy,” The Brookings Institution,
Washington, 1965, p. 15,
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TAsBLE 8.—Federal credit programs
[In billions of dollars}

Total QGuaranteed
Federal and insured Direct
loans loans loans
outstanding
1938, 10.0 2.2 7.
1953, 25.9 15.8 10.
1966 (estimated). 136.3 98.2 38. 1

Government lending entered its take-off state in the Great Depression to fill
credit gaps then prevailing and to finance improvements for social reasons. In
total, Federal credit programs are now well in excess of $136 billion as compared
with their prewar peak of $10 billion. Guaranteed loans alone have risen from $2
billion to roughly $98 billion over this period! This unparalleled expansion re-
flects the penetration of Federal direct loans and underwriting into mortgage
financing. Nearly a third of all mortgages written since 1949 have been financed
or guaranteed by Federal credit agencies. These guarantees have in turn affected
the quality as well as the quantity of mortgage credit through down-payment re-
quirements, length of amortization, appraisal procedures and related factors.
With the risk of loss through default limited or removed, mortgage loans have
tended to move up relative to market or appraisal values.

Interest rates vary widely among public lending agencies, ranging from 29 for
direct loans by Rural Hlectrification Administration to 6% for certain lecans of
the Veterans Administration.

TaBLE 9.—Morigage debt ouistanding at year end

[Dollar amounts in billions]

Financed or underwritten
by Federal credit agencies

Total, all Privately
holders : financed
Total l Percent of all
mortgages
|

1939 el cciiccmmmammmeemmccaocenn $35.5 $6.8 19.2 $28.7
1950 - 72.8 24.9 342 47.9
1966. .- - 366. 0 99.8 I 27.3 266.2

F. GOVERNMENT SUBSIDY AND QUASi-SUBSIDY

Government can significantly condition or alter market response through
the use of subsidies to supply goods or services at less than. cost. It can offer
capital to governmental or private enterprises at less than prevailing interest
rates in financial markets. State and local governments, through the remission of
taxes or other charges can influence plant location. Still another form of subsidy
is the provision of government insurance at rates less than in the private sectors.

The intent of subsidy is to achieve a desired social or economic objective by
providing a product or service that would otherwise be offered at a higher
market-determined price. Federal subsidies have been estimated by the Legisla-
tive Reference Service of the Library of Congress ¢o total about $8 billion an-
nually in recent years. The cumulative outlays for such purposes since 1950 are
now about $83 billion and this sum does not include veterans programs, foreign
aid and some of the other major expenditures that might well be embraced in a
broader definition of subsidy. :

Over half of all subsidy over this period has been extended to agriculture in
connection with carrying costs and losses involved in price supports, agricul-
tural surplus disposal abroad and soil-bank acreage restrictions. Business sub-
sidies largely in the form of postal deficits and shipping and aviation subsidies
have comprised about a fifth of all Federal subsidies. Subsidies to labor, largely
for unemployment trust fund administration, have in turn totaled about $6.5
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billion or more than 7.59% of all subsidies. Other such aid has been directed
toward home owners and tenants, private hospital construction and health
research facilities. Until very recently stockpiling of strategic materials had
been regarded as a subsidy, but the new subsidy figures prepared by the Library
of Congress no longer include this item. These stockpiles have of late been
employed as an anti-inflationary device, with their actual or threatened release
timed to exercise maximum leverage on efforts by private producers to raise
prices, as in the case of aluminum or copper.

G, .GOVERNMENT AS REGULATOR OF BUSINESS STRUCTURE AND OPERATIONS

Market operations and business structure have been increasingly subjected
to both direct and indirect controls by government, especially through the cre-
ation of independent agencies endowed with regulatory powers, ranging from
the Interstate Commerce Commission established nearly a century ago to the
Commission on Civil Rights and NASA. Business decisions must now weigh the
net effect on present and prospective profits not only of the formal and informal
rulings of the established agencies as the Internal Revenue Service, Securities
and Exchange Commission, Federal Trade Commission and Tariff Commission
and the National Labor Relations Board to name ounly a few of the well estab-
lished agencies, but also the “voluntary” guidelines suggested by various
branches of the Executive Office. Much of management’s struggle for success, if
not survival, has indeed shifted from fratricidal competition within its own
industry or with products of other industries serving similar markets to emerg-
ing without fatal consequences from government inspection and interrogation, if
not intervention through direct or indirect public competition.

One indication of the growth in such governmental activities is the enlarged
staff of many of the regulatory agencies over the past decade, even though total
civilian Federal employment remained virtually unchanged.! Lawyers in govern-
ment practices for example, numbered nearly 30,000 in 1963, half again as many
as in the early 1950’s. The corresponding rise in the number in private practice
was only about 139,.2 The various regulatory agencies increased their employ-
ment from 1955 to 1966 :

Agency 1955 1966
Interstate Commerce CommiSSiON . o meeeeees 1,822 2,276
Tariff Commission_ __..____.__.______._ - 262
Securities and Exchange Commission . - ..o 666 1,314
National Labor Relations Board - 1,150 2,210
Federal Trade CommissIon ..o oo i ccceccmcendeee 584 1,118
Federal Power COmMIMISSION . . o oo cemccccccmaaeamann 657 1,072
Federal Communications Cominission. _ 1,004 1,468

Mr. GamnssrueH. Thank you, Mr. Chairman.

On the first page of this statement then is perhaps the best aggre-
gate measure we have of the impact of government upon the market-
place. This is the Government as a purchaser of end products, as
purchaser of goods and services. Here we are the beneficiaries of the
system of national accounts that has been painfully developed by the
economic profession over the past quarter century. No previous gen-
eration had bodies of data assembled of this character. It is an excel-
lent way of communication, using the framework of national accounts.

As is clearly evident here, there is ample documentation of - the
thesis that the Government has intervened more in the marketplace
with the passage of time. The total purchases of goods and services
by the Government, as can be seen from this table, in the year 1966,
amounted to around $153 billion. This contrasts with barely more

1In the Federal administrative budget, expenditures for ‘“regulation of business” in con-
nection with commerce and transportatlon are shown to be $38 milllon in 1955 agalinst
§100 million now. (Stat. Abstract 1966, p. 392,)

2 (Statistical Abstract, 1966, p. 158.)
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than $1 billion of purchases of goods and services in the marketplace
by Government when it came into the 20th century. o

In addition to the purchases of goods and services, there are other
ways in which the Government Intervenes in the marketplace or
affects the economy, in part through transfer payments. Notice the
growth there. In part, through interest on its debt.

The total purchases of goods and services and transfer payments
and net interest in the year 1966 crossed the $208 billion mark. No
single economic statistic in and of itself contains much meaning. It
is when you relate any individual economic statistic to the whole of
which it is a part that it takes on meaning, and the whole of which
this Government purchases is a part of the gross national product,
and so, referring again to the beginning of my prepared statement,
we express this in terms of meaningful relatives.

There you see the documentation of the thesis originally advanced.
When we came into the 20th century, the Government intervened in
the marketplace to the extent of possibly 5 to 714 percent, the figure
for 1903 being 714 percent. I believe most conservative economists
would accept the thesis that 5 to 10 percent intervention would still
warrant the label “laissez-faireism.”

The comparable figure for 1966 is 28 percent of the GNP, repre-
sents the share of aggregate purchases of goods, transfer payments,
and net interest. So that this is not misunderstood, included under
Government, of course, are not only the Federal but the State and
local units as well—this is the aggregate of governmental activity.

Senator Jorpax. Mr. Chairman, may I intervene? :

Representative Curtis. Yes, please do. That is the way you want
to proceed?

Mr. Garxssrucn. Yes, I would prefer this.

Representative Curris. Yes, that is perfectly agreeable.

Senator Jorpan. Perhaps you are going to get to it. Your table
shows a constant rising percent the total cutlays bear to a percentage
of the gross national product, but in the final column, purchases of
goods and services as a percentage of gross national product, I notice
that the percent for 1966 is less than 1t was in 1953.

Mr. GarixserueH. Yes. The observation is correct, and I think the
primary reason is not a reduction in the influence of government upon
the marketplace, but rather the fact that 1953 was the peak of the
Korean war, and so we pick up in 1953 the expenditures for Korea.
These are then reduced subsequent to the Korean war, and if we were
to net out the influence of the Korean war in the opening years of
the 1950’s, I believe the upward progression would still be evident.

(Mr. Gainsbrugh later supplied the following:)

The percentage referred to declined to 18.6 percent by 19335, then rose to 19.5
percent in 1957, 19.8 percent in 1960, and reached 20.7 percent in 1966.

Mr. GaixserueH. I do not want to make that too doctrinaire a
statement. I think there has been far less growth in the Federal sector
over the past 10 years than previously, and most of the growth that
has come about in the past 10 years has been at the State and local,
rather than at the Federal, level. That has been in good part helped




ECONOMY IN GOVERNMENT 157

by grants-in-aid to the various States, funneled from the Federal to
the local units of government.

Over the long sweep of time, however, the significance of the table
I think is as I would emphasize it. The secular trend is upward. And
having referred to the impact of war, it is true that when wars come
along, as in the case of World War 1I, the Korean war, and possibly
in the case of the Vietnam war, there is a decline in the Federal rate
of expenditure following the war, but there is also a ratchet effect.
The Federal, State, and local expenditures, relatively, never go back
to where they were prior to the war. They start from a somewhat
higher figure even after the cutback in war and defense expenditure.

What I have underscored then in the first table is the increased in-
fluence of the government directly upon the marketplace. I turn from
that to another manifestation of the increased influence of the gov-
ernment on the marketplace, where we shift from its impact in terms
of purchases of goods and services to the employment created within
government, This is another indicator of the growth of government
in the economy, and as can be seen from this table, and we haven’t
carried this back as far as the previous table; it could be carried back
if there were interest, the direct government employment as late as
1929 was about 3 million, 8.3 million to be exact. This could be in
turn broken down into the civilian employment, a very low figure for
military, a relatively high figure for State and local employment.
Contrast that with the nearly 14 million people on governmental pay-
rolls now. Again, so that the story is not distorted, it should be noted
that civilian employment at the Federal level was 2.3 million in 1953,
2.6 million in 1966. There has been, to repeat, a relatively modest
growth in the Federal sector, both in terms of its influence upon the
marketplace and in terms of its direct employment.

The growth is more marked in the case of the State and local units
of government, where over the same period of time, from 1953 to 1966,
you can see that employment has doubled.

Representative Curtis. On that, I don’t know how much you have
gotten on the components, but a good bit of that local increase is in
education.

Mr. GainserueH. That is correct, sir.

Representative Curris. And I think it serves the purpose if in
expenditures, too, we were able to break that out. Do you have any
idea of how much of that local increase is educational ? I can’t recollect
myself other than that I have the impression that that is a very large
part of that increase.

Mr. GamnserucH. I don’t have those figures at my command, but
what I can do in the record is to insert them and perhaps supply a
companion figure for that for education in table I.

Representative Curris. Yes.

Mr. GAINSBRUGH. So we can see what the figures were, both in terms
of expenditures and in terms of employment.

(The information referred to was subsequently supplied by Mr.
Gainsbrugh and follows:)
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STPPLEMENTARY TABLE

Total government educational expenditures as percent of total government

purchases of goods and services, selected years: Percent
1938 20. 4
1946 13.7
1948 24.5
1953 . 12.4
1966 21.7

State and local government education expenditures as percent of total
expenditures:

1938 ~ 24.9
1946 23.9
1948 25.3
1953 _ - 28.5
1965 83.0

State and local educational employment as percent of total employment,
sele9c2t§d years:
1€

45.1
1939 41. 8
T e e 41.8
1953 43.6
1966 50.6

Mr. GarnserucH. I do know that I believe the last figure I looked
at for the education bill of this Nation, public and private, was some-
where around $40 bhillion.

(Mr. Gainsbrugh later supplied the following:)

Actually $39 billion in 1964-65, $30.4 of which was public.

Representative Curtis. Yes, and in this area too, I have been im-
pressed with the still relatively small percentage of that expenditure
made up by the Federal Government. We hear of the tremendous
publicity given to the Federal programs, but it is remarkable to me
how small a part still remains. This would not be true, I guess, if we
broke out that which is research and development that is tied into
education. But the bulk of educational expenses do come from local
government and a lot of it is private. I have seen some figures—I
think someone at the University of Chicago is developing them—
that show how much industry spends on training and retraining.
These are rough estimates, but as much as $14 billion a year was
suggested.

Mr. GarxsprucH. An amazingly high figure when you see them in
the aggregate.

Representative Corris. Yes.

Mr. GarnserucH. And this after the completion in many instances
of the investment in public education.

Representative Currs. That is right, ves. This is a constantly oc-
curring thing. A great deal of adult education is tied into this too,
in the colleges and universities,

Mr. GainserueH. I welcome this emphasis upon the productive
character that underlies both the employment and the purchase fig-
ure. I am not necessarily reading into this growth in the governmental
sector wasteful activity. There are activities carried on in the public
sector that have their counterpart in the private sector. This is recog-
nized in national accounting.

In national accounting we do incorporate the expenditures in the
public sector as well as in the private sector, in the belief that they are
equally constructive.
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Representative Corris. I should have given the reason so you can
comment on that, in our study and the study that you are directing
our attention to as the Government directs goods and services, 1t
really doesn’t matter whether it is education or something else, because
it shows the impact. That is, at least as far as the more narrow band
that we are considering when Government gets directly into business
itself, the field of education is not one that traditionally we have
identified in the before-profit or the totally economic sector of our
economy.

Mr. GainserucH. Yes; public education is regarded, I believe, as
a warranted form of expenditure by those right of center, although
I know in some instances those extremely right of center would wish
to see more of this in the private sector.

Representative Curris. That is true.

Mr. GamnserucH. I did want to offer 2 comment on the thesis of
the productive character of some of these expenditures and employ-
ment, At times I will lecture at State universities, and rather than
have my compensation come from New York University and appear
in the private sector, that compensation for a lecture at the University
of Wisconsin or Jowa will appear in the public sector. Yet I am per-
forming exactly the same service in the public sector as in the private
sector. This is the underlying rationale.

The steel corporation, for example, has men in uniform and calls
them security officers. These expenditures appear under the private
sector. If these men were in the garb of municipal police or in the
military uniform, the same service might well be performed and ap-
pear in the public sector rather than in the private sector. '

1 can remember at one meeting of the American Economic Associa-
tion, where I was taken to task for aggregating figures of this sort,
and being concerned about the growth of Government. The then pres-
ident of the American Economic Association turned to me and said
one huge sector of expenditure was the military, and was I in any way
advocating that the military be moved over to the private sector and
compensated there rather than in the public sector?

It was recognized, of course, even by Adam Smith, that some of the
expenditures by Government belonged basically in the public sector—
the police force, the military.

Representative Curtis. Let me comment there because it brings
home a point I have been trying to get across in the Congress and
elsewhere for some time. In the field of education, particularly voca-
tional education, I think the military bill must run around $2 or $3
billion a year. Yet, because it has had a uniform put on it, it isn’t
identified as vocational education. There has been practically no coor-
dination of the military training programs with the Federal voca-
tional education programs, apprenticeship training programs, which
is Federal, too, and not with the State and local training programs and
educational programs that go on. So following your basic thesis of
breaking out these endeavors and looking at them, here is a good one
to break out from the military.

In fact, this committee over a period of years has been involved in
that very thing and we have used the phrase: “Let’s take the uniform
off of this activity to see whether it is well performed and better per-
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formed in the governmental sector.” So just putting a uniform on it
and calling it “defense” isn’t a complete justification for saying that
it is, per se, a governmental responsibility.

Our discussions yesterday with the Defense Department about what
they contract out and the techniques they perform, and what they do
in-house and what they contract out, is in thisarea.

Mr. Gamxseruca. I have been on the Board of Advisers of the In-
dustrial College of the Armed Forces for nearly a decade, and one of
the points I have observed over the years is the extent to which the
educational process goes on in the Department of Defense.

In many instances the private sector relies upon the training in the
field of space, aeronautics, in the computer field, and will very fre-
quently attract from the defense forces men who have picked up their
basic training in these areas, and then employ them very productively
in the private sector.

Representative Curris. Yes. As a matter of fact, the Department of
Labor has conducted some surveys I have seen and maybe you have
seen them, too, asking people where they acquired their skill that they
are presently engaged in. Those who acquired it in the military is a
sufficient encugh percentage to show up in these studies. The military
in some instances claim, too, that they are being drained of the people
they have trained.

I noticed in a newspaper 2 days ago that the Marine Corps is com-
plaining that they have a shortage of pilots because so many of the
people they train as pilots go into the civilian sector or work for the
airline companies. But then, this works the other way, too.

I have also seen figures, which I think are the most interesting figures
of them all, of a comparability ratio between the skills that the military
needs and the skills that exist within the society, and with the tech-
nological warfare as it is, this comparability ratio has continued to
move upward.

Before the Civil War, I think the figure was around 40 percent. It
went up around 60 percent in World War II, and it is well over 80
percent now, depending on what sort of estimates you use. I would
suggest myself that it probably is closer to 90 percent, thereby indi-
cating the great need for correlating the training that goes on in the
Military Establishment with the similar training that goes on in the
private sector.

I have interrupted you.

Senator Jorpax. In this connection may I suggest a problem?

Representative Curtis. Yes.

Senator JorpaN. And ask for advice on it. So many times we have
the case of a young man starting out in life who perhaps comes from a
broken home, or very reduced circumstances, maybe even abject pov-
erty. He tries to go to school, and he ends up as a school dropout. He is
hailed before the draft board and he fails the examination, perhaps, for
induction into the armed services.

Then he seeks employment in the labor market. He has two strikes
against him: No. 1, he is a school dropout. No. 2, he is a draft reject,
and this employer, under our present Minimum Wage Act, must look
at him with an eye to see how productive he might be under the circum-
stances of employment that might be offered to him.
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The chances are he has a hard time getting a job. What do we do with
this kind of man? What do we do with him ¢ Having been notified by
reason of his history that he is a problem, and probably is a likely
recruit for the crime, what is our responsibility, both in the public and
private sector, to do something about this at the time the signal, the
danger flag goes up, and we know that this is the beginning of a
problem ?

Mr. GainserueE. This is more widespread than is generally recog-
nized. It is one of the reasons those of us who believe in the inadequacies
of the approach to the resolution of the unemployment problem
through demand creation alone have stressed. The need to concentrate
upon the problem of the individual at the grassroot level, rather than
concentrating upon the problem of resolving unemployment through
stimulation of demand.

Until we reached about the 414- or 4 percent unemployment level,
there was indeed something positive gained by stimulation of the
economy, both through private and public needs. But when you get
to the 4-percent level, more and more of the individuals who are un-
employed have the peculiar characteristics that you have cited—un-
trained, unskilled, lacking individual motivation, needing to be “re-
treaded” as it were. And here the emphasis is I believe rightfully
shifting from stimulation by the demand route to concentration upon
the problems of making these individuals productive members of
society.

In the private as well as in the public sector, there is recognition now
that more needs to be done to help retrain these individuals. In part,
such efforts are held back through the minimum wage law to which you
have referred. In part, they are held back by reluctance on the part
of various sectors of society, including labor, to accept as wide a resort
to apprenticeship as used to prevail.

What is happening in various parts of our society—and I have seen
this happen in my hometown, Rochester—is that the private sector,
growing aware of this problem, has resorted to special measures, in a
sense overcompensation, seeing what can be done to pick up the rejects
and give them, through technical training at a vocational school,
through bringing them into a new type of classrcom, a combination of
education and employment. For girls lacking stenographic skills,
acquainting them with proper garb for business purposes, office mores,
et cetera; and making them more productive members of society in the

rocess.

P This is largely the type of activity that I would call investment in
the individual, investment in the human resources as distinct from
investment in brick and mortar. Its basic characteristic is that it is
largely localized effort rather than centralized effort that can help
resolve this particular problem. The problem is fairly acute. As you
look at the composition of our unemployed now, you will find, for
example, that the rate of unemployment of the married male is down
to 174 percent. It used to be 4 or 414 percent. The quit rate, the volun-
tary rate of departure from one job to another of a married man is
around 2 or 234 percent, so we have virtually overfull employment of
the adult male, of the seasoned worker. »

For the young, the 16-, the 17-, the 18-year-old, the particular group
you are speaking of, the unemployment rate there is 8 to 10 percent
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rather than the 4 percent. For the nonwhite unskilled, the unemploy-
ment rate there is 15 to 20 nercent, and even this fails to adequately
describe the unemployment, there. Unless these youngsters are actively
seeking employment, under the new definition of unemployment, they
will not be counted as unemployed in our own community. There are
many on the streets who are not picked up as unemployed, primarily
because they are no longer seeking jobs. They have given up the pur-
suit of seeking legally recognized type of activity. Some of them
gnd employment in pursuits that don’t show up in the national income
gures.

“But under this new definition of unemployment, unless the individ-
ual is actively seeking employment, and can specify the types of
activities that he is pursuing, in his search of a job, he wouldn’t even be
picked up in the official figures.

Senator Jorban. Very few of them voluntarily go back to school.
It seems to me like about all there is left for this young fellow is to
drift into a life of crime many times to start with, and then from
there on.

Mr. GarxserucH. The question basically is how do you motivate
that particular individual to aceept his responsibility. The community
I think is beginning to recognize its responsibility ; the private sector
is, also. In part, I think this comes back to problems of training within
the home, by the church, as well as by the private sector and by the
community. We need all of these efforts I believe to transform this
human resource into a productive resource under the conditions that
you have described.

Scnator Jorpan. Thank you, sir.

Representative Corris. We will get back to aggregates now.

Mr. GarnseroeH. 1 am delighted that the stress has been upon the
productive pursuit in which many of these individuals on public
payrolls are engaged, and the constructive activity for which these
expenditures are made. But I don’t want to leave not fully under-
scored the fact that this means concentration of power somewhere
within the public structure. When we have 18 of every 100 persons
on government payroll, there is the growing power within govern-
ment to determine who shall work and where an individual shall
work. When you have over 20 percent of the marketplace determined
by government buying, you get some indication of the power that
resides somewhere in government as to what shall be bought and
where it shall be bought.

Referring to my prepared statement, we look at still another dimen-
sion of the government in the economy—and slowly we are working
our way toward the area that is of specific interest to this subcom-
mittee—direct competition with business counterparts in the private
sector.

All we have done here has been to highlight the extent to which the
Government, through the transfer payment mechanism, has become
an important source of income for more and more people in our society.
Again, there is innate power residing in government as a result of this
particular development.

Representative Curtis. This is essentially social security, isn’t it,
the bulk of that?
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Mr. GainsBrueH. Yes. In 1966, 47.1 percent, of all transfer payments
came out of the Federal social security system. Social welfare expendi-
tures by all forms of government were in relative terms equivalent to
12 percent of the gross national product in the last fiscal year. This
compared with 2 or 214 percent when we entered the 20th century.

Representative Curris. On that I wonder how accurate our fig-
ures are. I have been on the Ways and Means Committee since 1953,
dealing with this problem of social security, and most of our welfare
programs are in the jurisdiction of Ways and Means. For years, I have
sought to get from the Department of Health, Education, and Welfare
the expenditures by local governments as opposed to State govern-
ments in the area of welfare and health. They haven’t had the figures.

What brought it to my attention particularly was that they always
had Missouri and Texas listed as spending no money, because those
two States do most of the spending of welfare and health at the county
and municipal level, and very little at the State government level. But
the only statistics that IEW had were State.

Then when you ask them how much do the Community Chest agen-
cies and the nonprofit groups spend in this area, they still haven’t got
those statistics. So I just wonder, dealing with the problem as a social
problem, how good our figures in the 19th century were. The reason
our figures today seem to be clear is that we have these big programs
in aggregate programs like social security, old-age assistance, aid to
dependent children, and aid to the blind. These are all now singled out
and amassed at the Federal level. Would you comment on just the
statistical abilities that we have?

Mr. GarnserueH. Among my other activities I have been on the
advisory committee to the Social Security Administration, so I learned
a little bit about the problems they have there of collecting data. I
would agree that the figures are better at the Federal than at the State
and local level.

Representative Curtis. Yes.

Mr. GarnsprueH. These figures do not include the private sector’s
contribution toward philanthropy and charity. The conference board
has devoted considerable study to this. The emphasis is all too often
upon what has been going on in welfare payments just within the
public sector.

Representative Curris. Yes.

Mr. GaivserueH. Rather than the recognition of what was done
early and what continues to be done in the private sector.

Representative Curtis. Ways and Means is holding hearings in-
executive session right now on this. We held public hearings early this
year. One of the very intriguing things that bears on this point, and I
merely mention this to illustrate it, is that the doctors testified before
we adopted medicare, that they were by and large undercharging the
older people. Incidentally, our nonprofit hospitals and other hospitals
said that they were doing the same thing. So medicare went in, and as
everyone knows, medical costs went way up and are continuing to go
up beyond the projected increase in costs by the Government, in our
estimates.

These estimates were on the assumption they were going up, but not
as much as they did. An accusation was made that the doctors were now
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just in effect gouging. But the social security administrators testified
no, that really what was happening was that the doctors and hospitals
had been in effect under charging by a recognizable percentage, and
that now that Government was paying for it, they were picking it up.

I only mention this to illustiate, of course, some of the difficulties
that exist in trying to figure out costs and know what we have been
spending in these areas. I don’t know how anybody ever could have
figured out what the amount of undercharge might have been previous
to medicare. Now it is coming out in the open to some degree as to how
big an item it was, but it is in the billions.

Mr. GarxseroeH. One of the virtues of appearing before this com-
mittee is the witness gets educated as well as, I hope, the members of the
committee, and I am learning a lot this morning again about the Iimita-
tions surrounding some of the data that we think is fairly reliable.

Reprecentative Curtis. We don’t kmow anything on it yet. We are
in a speculative area over there right now. Well, I am sorry I inter-
rupted you again, but this is very intriguing.

Mr. GainserueH. To complete the score before we look specifically
at competition with the private sector, if the Government spends,
unless it is going into debt, it has to collect the revenues for those
expenditures. The figures for what is collected by Government are
another indication of what has been happening within a generation.

The total of government revenues in 1966—Federal, State and
local—was §212 billion. Putting that in meaningful form, that figure
is equivalent to 28.7 percent of all the gross national product that
is in a sense siphoned off for governmental purposes. Perhaps this
is a way of indicating what has happened in a short period of tirae.
The comparable mazimum war effort in 1944 was 24 percent of the
gross national product, and we are surpassing that.

A fact that I keep constantly before my students, and T think that
should be recognized by the consumer, is that our accounts do reveal
what has been happening to the Nation’s output. As late as 1929, and
this 1s typical of the 1920’s and the earlier period, about three-fourths
of everything we produce was taken off the marketplace by the
consumer.

If you look at our figures today, but before Vietnam, consumers of
today take less than two-thirds—around 63 percent—of the output.
This is a significant secular change in the American economy.

What I have extracted from one of the official publications is very
revealing as to how this is brought about. The consumer market
throughout the postwar period, and here I quote from my statement,
“absorbed two-thirds of the GNP. This was lower than the share
that consumers used to get in prewar years when three-fourths of
total output flowed through consumer channels. This fundamental
change reflected the expansion in the role of Government resulting”—
and I am quoting—“primarily from the heightened requirements of
national defense, although an increase in civilian-type services
rendered by Government was involved also.”

Now the reason for this quote: “This shift to government in the use
of current output was accomplished through a considerable step-up
intherates of taxation.”

What we did was to lower the ratio of personal income after tax to
GNP through taxation. It is no surprise if you lower the ratio of
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personal income to GNP, personal income after tax to GNP, that less
of the GNP will go to the consumer. In turn, there was a correspond-
ing reduction in the ratio of consumption to GNP as individuals in
the past decade spent and saved roughly the same proportion of their
after-tax incomes as they did in the prewar era.

And again, so that one possible escape hatch is seen, it may be that
consumers are still getting as large as share of the Nation’s output
as they used to, if you put into the consumer share the goods they
are getting for free from Government. The Government, acting as
an intermediary, can provide them with recreation, national parks,
with toll-free express highways, with higher education at public
expense as distinet from private expense.

Still, I think it is significant that the consumer is no longer getting
as large a share of the output as previously, and the primary reason is
that more of the marketplace output is being taken off by government.

Representative Currrs. Let me ask a question which shows my
ignorance. It is a technical one relating fo gross national product.
Using GNP and using this ratio of what the consumer gets, what about
the increased amount spent in the investment dollar? Does that wash
out as we compute GNP ?

Mr. Gamwssrucn. No.

Representative Curris. So that wouldn’t be a factor?

Mr. Gaiwserucm. The private investment in plant and equipment
will be picked up in the business sector as gress private domestic in-
vestment. There are four sectors in the GNP.

Representative Curris. Yes.

Mr. GamwserusH. One is the consumer sector, the second one is the
%wusiness sector, the third is net exports of goods and services, and the
last s

Representative Currrs. Could this be because we have had a great
increase ? I think we have had a great increase in investment.

Mr. GainsBrueH. Government investment or private investment?

Representative Currzs. Noj private investment. Would private in-
vestment be picked up through

Mr. GainssrucE. Private investment in the late 1920’s was 15 per-
cent of the GNP.

Representative Curtis. Yes.

Mr. GainserueH. Gross private investment in 1966 is about 16 per-
cent of the GNP,

Representative Curris. You have really answered by question then.
I wasn’t sure whether it would be computed in this. It is computed,
but it has been relatively constant.

Mr. Gainserucr. Fairly stable percentage over the time.

Representative Curris. Has government investment increased over
this period?

Mr. GarvsproeH. Markedly. Government purchases of structures
and equipment, expressed as a percent of GNP, rose from 4 percent in
1929 to 6.2 percent in 1940, and to 10 percent in 1965. We are coming
to a table here showing the growth of wealth in government.

Representative Curris. Yes.

Mr. Garnserues. One of the points that the Subcommittee on Sta-
tistics of this Joint Kconomic Committee might well explore is the
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treatment of government in the GNP. All that we are regularly
shown is total government purchases of goods and services. It is often
assumed that this is all for direct consumption purposes, whereas
actually under purchases of goods and services there is investment as
well as the purchases of other goods. This in a sense is the double
accounting procedure that has heen suggested for governmental ex-
penditures. It hasn't been carried over into the national product
acceunts.

Representative Corrrs. I know I have heen arguing for years to get
a Federal capital budget which would te some degree do that. Now our
Subcommittee on Economic Statistics has been moving into this area
of studying physical wealth in society, and we have had some devel-
cpiment of it, which is to me a most important thing.

To me the interesting thing, though, even when you get into the
studies of government wealth, the Government Operations Commit-
tee indicates that of this big budget—$200 billion—there isn’t a very
sizable portion that actually goes into physical wealth. Public works,
of course, obviously is an item, but I remember roughly computing,
and I don’t think it is as high as 10 percent.

Mr. GarNsBrRUGH. As you know, much depends upon the concept and
definition that you are going to carry over to the balance sheet.

Representative Currrs. That is true.

Mr. GainseruGH. In the case of defense, you could, and I believe
John Kendrick, who is assembling these data, will regard investment
in ships and planes as part of the capital formation process.

Representative Curris. This is a real question, though, isn’t it?

Mr. Gainspruen. Well, when you need those assets, they are highly
valuable.

Representative Curtis. I would put them on the books at $1, but it
is true that if you were confronted with replacing a system——

Mr. GainssrueH. That is right.

Representative Curris. To defend wealth, then, of course, it has the
aspects of this, but what is the DEW line worth? It cost a couple bil-
lion dollars, and it is obsolescent, but that is the nature of military
capital. You hope it is obsolete, that your research and development
has made it obsolete by the time you have got it almost.

Mr. GainseruGH. There are problems involved in the balance sheet
as there are problems in the operating statement, but I think one of the
points I would underscore in connection with your observation is you
want some degree of consistency in definition to be carried over from
the operating statement to your balance sheet. And this consistency
I think then would suggest that in much the same way that we treat
a dollar of expenditure in the GNP as being equivalent to a dollar of
expenditure in the private sector—in other words, there is no discount-
ing of the dollar as it relates to a governmental expenditure, in the
belief that a dollar spent for employment in the governmental sector is
just as productive as in the private sector. So one could very well con-
tend that a dollar spent for a capital item, irrespective of whether it
is military or civilian, ought to have the same treatment in the balance
sheet as in the operating statement.

Representative Curris. In the expenditure but not in the rest, which
is increased wealth. Incidentally, this committee has for years followed
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the surplus property disposals of the Federal Government, mainly the
military; of course. What is that figure now? It runs about $5 or $6
billion a year. We only realize maybe—— '

Mr. GarnserueH. Less than 20 percent ?

Representative Curris (continuing). A few cents on the dollar. It
isbelow 5 cents, isn’t it ?

This figure, incidentally, has been as high as $8 billion a year. This
is not to say this is waste. Some of it is and some of it shows the in-
efficiencies that exist in the system, but more of it is the fact that the
military hardware really is expendable. It must be put on the books at
practically a dollar.

Mr. GainssrueH. But it is true even in the consumer sector to say
nothing of the business sector how little value a good has on resale.

Representative Curris. Yes.

Mr. Gainseruer. So that this finds its counterpart in the private
sector, in the low value of secondhand furniture or——

Representative Curtis. Yes; but with the accounting systems we
have in the private sector—and T have often observed that the Federal
income tax, the greatest benefit is to develop cost accounting in our
society, and particularly to distinguish between that which is capital
and that which is current. We have in the private sector a pretty
sophisticated accounting system where we have not developed the
counterparts.

Mr. Gainseruc. I agree. But we are at work on that, and it is com-
forting to have the support of this Joint Economic Committee in the
development of a national balance sheet.

You see, we rely so much upon national accounting as it relates to

the operating statement. We have lacked the companion statement.
That is the balance sheet.

Representative Curris. That is right.

Mr. GainssruGH. No business worth its salt could run without the
two financial control statements.

Representative Curris. That is right. .

Mr. GainserueH. The balance sheet and the operating statement.
You cannot really determine the significance of change in your oper-
ating statement unless you have a balance sheet. You could have an
economy or a business going into liquidation, and still be showing a
strong operating statement, unless you had the connecting link in the
terms of the balance sheet. Our interpretation of the operating state-
ment will be far better if we know what is happening so far as assets
and liabilities were concerned over in the balance sheet side.

Representative Curtrs. Yes.

Mr. GainserueH. Referring to my statement, we do come to these
estimates that I have been speaking of (see p- 152). Another way
of looking at the growth of government is the wealth that has come into
the possession of government, and here we are the beneficiaries of the
preliminary estimates that John Kendrick has supplied. We have used
his figures here of the tangible assets of the United States through the
year 1966.

Senator Jorban. This isboth public and private.

Mr. GainserueH. Both publicand private, and then the breakout.

Senator JorpaN. Yes.

79-459—67T—pt. 1——12
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Mr. GainsBrucH. Look first at line 1. Since these figures are so
recent you may want to spend a minute or two on them. There has been
much concern about the growth of debt in the United States, both
public and private. I find some comfort in the fact that we have nearly
$2.5 trillion of tangible assets. These are shown here. This does not in-
clude financial assets. These are physical assets. This compares with
a total debt of around one and a third trillion dollars. I find—T1 believe
most of us would—considerable gratification in the growth of the
American economy in terms of the tangible assets from about $S8
billion, as best Goldsmith could estimate them, to today’s $2.5 trillion.

But along with that notice that the growth has again been pro-
nounced in terms of the possessions of the public sector. These in-
creased to 14 percent in 1966 as compared with 7 or 8 or 9 percent in
an earlier generation. So there again is a doubling in the physical
assets held by government, most pronounced at the State and local
level.

Representative Curtis. But I have also seen figures, and I cannot
recall them, but put these in the Congressional Record, attempting
to show balance sheets of net assets.

Mr. GarxssrucH. Yes.

Representative Curris. And in the private sector, in households, the
balance sheet is a beauty.

Mr. Garxwssroem. That is the consumer sector.

Representative Currrs. The consumer, the individaal, the house-
hold, and the business balance sheet is a good one. Liocal government
is a good one and that is simple. In other words, their physical hold-
ings, their wealth, continued to increase, net holdings over the debt.
The States have done fairly well. But the Federal Government has
moved from a zero position in 1500 to a minus eight according to this.

In other words, again this gets back to how good are the statistics.
But I have looked over the statistics of the Government Operations
Committee on the physical wealth in the Untied States, and it looks
like they are hitting at it. I think their figure, including military, is
around $250 billion, but the debt is $330 billion.

Mr. Garnssruer. I had that in my statement and then took it out
because I did not mean to suggest or did not want the overtones that
might have emerged from a minus 8 percent net worth position of the
Federal Government. I think that figure needs very careful study be-
fore it can be accepted.

The balance sheet, you see, is & new device, and we want to look as
intensively at what 1t begins to show as we did at the national income
and the GNP figures when the first emerged.

One of the primary reasons why the accounts look as unbalanced as
they do at the Federal level is the cost of war. This is picked up at the
Federal level, and there is no counterpart at the State and local level.
Much of the increase in the Federal debt has been primarily because
of the 8200 to $250 billion debt expansion during World War IT alone.

Representative Courtis. Let me correct my statement for the record.
Mr. Ward has shown me the Federal real and personal property in-
ventory report of the U.S. Government covering its properties located
in the United States and territories overseas as of June 30, 1966,
published by the Committee on Government Operations, U.S. House
of Representatives.
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The total there is $244 billion personal property, about $102 billion
real property, so the total figure is $347 billion, not the $200 billion
that I gave. That is $347 billion.

This though, again as I recall these, puts in military hardware at
the acquisition cost.

Mr. GainssruGH. Nearly $150 billion of that is Department of De-
fense.

Representative Corris. Yes; so this is where the discrepancy could
occur.

Mr. GarxsprueH. Since this is so germane to your subject, I would
propose now to stay with my statement in closing.

Few if any changes in the market structure have been so laden with
social, economic, and political significance as the movement of gov-
ernment into areas of activity previously reserved for tax-paying
enterprise.

What has happened as a result of this is that we have practically
obliterated such borderlines as may have existed earlier between the
public and the private sector.

I offer some illustrations here, and there are many others. Public
production of electric energy provides the classical illustration of
entrance of government into an industry almost solely privately fi-
nanced and owned. In 1929 the publicly owned facilities accounted for
only 5 percent of all electrical power generated for public use. Inves-
tor owned utilities have raised their output from 88 billion watt hours
in 1929 to more than 881 billion kilowatt-hours in 1965. That is an
impressive record. This is one of our most pronounced growth indus-
tries. Yet Government-owned electrical energy output continues to
outstrip even this high rate of expansion, so that currently nearly 23
percent of all power is publicly owned. .

Of the total production of electrical energy back in 1929, 5 percent
was publicly owned. In 1950, 18.9 percent, and in 1966, 23 percent, and
you can see the growth in part at the State level and part at the munici-
pal level, and the tremendous increase at the Federal level.

In similar fashion, the Rural Electrification Administration’s activi-
ties grow and assume new dimensions, well after fulfillment of its orig-
inal purpose of electrification of all farms. It too has moved into com-
mercial type ventures aided by low-interest rate at which it can borrow
funds from the Federal Government.

The primary purpose in many of these areas is to provide yardstick
operations rather than its initial purpose.

Others that we have singled out—shipbuilding, distribution, par-
ticularly through PX operations, construction, and printing—are only
a small part of what would be a longer list.

These are other major sectors where the Federal Government enter-
prise competes vigorously with private business. This one you have to
see to believe. Sales of Government-run commissary and PX opera-
tions totaled, before Vietnam, $8.2 billion in 1965. This is the third
largest retailing activity in the United States. It is outranked only by
Sears, Roebuck and A. & P.

Of all the ship construction and maintenance performed for the U.S.
Navy in 1964, the public sector performed 28 percent of it.

I wish we had more data on counterpart activities at the State and
local level, because I think the figures would be equally sensational.
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State and local governments have also enlarged their activities in these
business fields. Liquor stores and utility revenues of State and local
government, for example, totaled $6 billion in 1965 against barely $1
billion in the late thirties. Both dollar amounts account for 8 percent
of total self-generated revenue.

Among the utility enterprises, run in the main by local governments,
are water supply, electric power, gas supply, and transit systems.

We go on to enumerate some of the problems at this area. State-run
lotteries are beginning to apper. The competition here is with under-
world private enterprise. Rather than curtailment of State and local
activity in commercial areas, such activity may well increase as tax
sources at the State and local level become fewer and more cost-pricing
come into effect with regard to utilities.

The closing part of my statement is devoted to the emergence of
government as a money lender and guarantor under various Federal
credit programs.

Representative Corris. This subject now, that would not tend to get
into the statistics that you have been giving us before, would it, or
at least a lot of it would not? Let me put it this way: I have seen
figures, you probably have, too, of what the contingent liabilities of
the Federal Government are. They run up to around $1 trillion. Of
course this is to a large degree money lender and guarantor.

We in the Ways and Means Committee beginning Monday are going
to be getting into this participation activify problem, where we are
dealing with actual certificates that the Government’s various lending
agencies issue. But the immediate question I am asking is whether or
not the extent to which the Government has moved as a money lender
and a guarantor would show up in these previous statistics given.

Mr. GainserucH. In none. This is another new development of mod-
ern-day capitalism; you have a congressional ceiling that controls the
Federal debt.

Representative Curtis. Yes.

Mr. GainserucH. But there is no statutory limit to Federal guaran-
tees of loans or the amounts quasi-public Agencies can borrow for their
operations. This is a way of coming in the back door if you cannot go
through the front. Neither the guarantee nor insurance activities are
reflected in any one of our administrative cash and national income
budgets.

é{epresentative Curtis. You have answered the very question I
asked.

Mr. GarnssrueH. Then I offer a quote from The Brookings
Institution:

Comparisons over time are misleading if there is a shift from direct loan pro-
grams which are included with net amounts in the budget to guaranteed programs
which are not included.

Some bulk very large. Federally guaranteed insured loans amount
to nearly $100 billion in just this one instance.

The closing sections, too, are highly pertinent to these discussions:
use of government subsidy is another form of intervention, as is the
increased degree of government regulatory activities. The latter is
difficult to measure, but the only quantification—and I have been
accused of professional bias—I could find would be the employment
of lawyers as an indication of regulatory activities.
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Lawyers in government practice numbered nearly 30,000 in 1963,
half again as many as in the early 1950, while the corresponding rise
of the number in private practice was only around 13 percent.

I have put some indication of the growth of employment in the regu-
latory commissions, so that you could see the justification for Lord
Frank’s contention that in the second stage of modern-day capitalism
we increased the regulative activities of government.

I think I have pretty will documented the third stage, the increase
in direct intervention by government.

In closing my formal statement I would like to make several pro-
posals to you on the basis of the evidence I have already submitted,
and I am ‘sorry that this has been written so late that it was not pos-
sible to incorporate it in my prepared statement.

The opening evidence I have offered is an indication that govern-
ment is in business is an ever larger way, even though we could wish
for more documentation, and this committee might well insist on it.

As early as 1933 a special committee of the House of Representa-
tives appointed to investigate Government competition with business
reported that:

The evidence in general indicates that the operations of the Federal Govern-
ment in the field of private enterprise have reached a magnitude and diversity
which threatens to reduce the private initiative, curtail the opportunities and in-
fringe upon the earning powers of tax-paying undertakings while steadily in-
creasing the levies upon them.

Tn 1954 the Director of the Budget, Rowland R. Hughes, said—this
is a direct quote:

The Federal Government is, among other things, the largest electric power
producer in the country, the largest insurer, the largest lender, the largest bor-
rower, the largest landlord, the largest tenant, the largest holder of grazing land,
the largest holder of timberland, the largest owner of grain, the largest ware-
houser of grain, and the largest truck fleet owner, This is a rather amazing list.

That was 1954. I suspect the list would be longer rather than shorter
if we had it for 1967,

Txtensive researches have been conducted before and since to deter-
mine the size and scope of governmental business operation. As the
chairman has indicated, valuable data have been amassed by the First
and Second Hoover Commission, and I worked on both, on the organi-
zation of the executive branch in Government. The Bureau of the
Budget has collected data, as have various congressional committees
and the National Industrial Conference Board.

Official attempts and numerous unofficial attempts have been made
to reduce the number of Government business enterprises since the ap-
pearance of the First Hoover Commission report as long ago as 1949.

The need now is for up-to-date, comprehensive research and inter-
pretation of this development by what I propose, a Presidential Com-
mission. This would assess not only the magnitude of today’s gov-
ernmental business operations, but would also explore the following
questions:

1. Is Government business activity increasing or diminishing and in
what areas are the trends apparent ?

2. What was the original purpose for entering into an area pre-
viously reserved for private business? Is that purpose now still con-
trolling ? This is perhaps the Commission’s most important function.
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In instance after instance, the original purpose has been subordinated,
and 2 new purpose has been taken over, without necessarily having
congressional approval.

The Commission’s first task is to determine if Government business
activity is increasing or diminishing. Second, to catalog, as it were, the
original purposes for each of these invasions into the private sector,
and to examine whether the original purposes are still controlling.

8. What is the deeper, longrun significance of the growing en-
trance of Government into sectors of business previously reserved for
the private economy.

4. How should public policy be defined with respect to justifiable
governmental business enterprises that are engaged directly in com-
petition with the private sector ¢

5. What steps are required to see that such a policy is respected,
after it is enunciated by the various agencies including the Bureau of
the Budget. We have followed with a great deal of interest the
laudatory worl the Bureau of the Budget has done in exploring some
of these areas. The question then comes up about the implementation
of its findings, after the circulars of the Bureau of the Budget are
distributed to the various governmental agencies.

The dangers of governmental competition with private business can
be expressed in many ways. In 1954 the House Governmental Oper-
ations Committee warned:

If Government competition with private enterprise were pushed to its logical
conclusion, the Government would ultimately destroy its source of income and
commit national suiecide.

I finally end my statement by saying that experience—and this is a
quote from Louis D. Brandeis:

Experience should teach us to be more on our guard to protect liberty when the
Government’s purposes are beneficient. Men born to freedom are naturally alert
to repel invasion of their liberty by evilminded rulers. The greatest dangers of
liberty lurk in insidious encroachment by men of zeal and well-meaning.

I have not meant my comments throughout to necessarily indicate a
bias against governmental activities. I have tried to underscore that
as the Government grows in terms of its activities relative to the private
sector, it picks up centralization of authority that may or may not
necesearily be good for the longrun interest of the American economy.

Representative Curtis. I certainly want to thank you, Mr. Gains-
brugh, for a very thought-provoking and thoughtful statement. It has
been of tremendous value of this committee, and hopefully our com-
mittee hearings which are printed, and our reports, will become subject
material for the universities, colleges, and other study groups around
the country.

I am tempted to pose another problem that is facing the Ways and
Means Committee right now. It is of this broad scope.

It has to do with how we handle the retirement of our people, what
sort of a system do we establish. The point I have been making when
the HEW Secretary testified, and then others on behalf of the admin-
istration’s proposal, was that you are only calling our attention to one
aspect of the retirement programs of our people; namely, the govern-
mental programs, social security.

As T always understood it, we had a tripartite system when social
security was advanced. We still have private savings, and of our people
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over 65, well over 80 percent own their own homes free and clear of
mortgage, their own consumer durables. There is a substantial retire-
ment that they have provided through their personal savings.

The third area developed a little bit later than social security. In a
sense the Government has had something to do with its development.
I am referring to private pension plans, because we have special tax
laws in respect to them. We have $90 billion in our private pension
plan funds for retiring potentially around 40 million Americans.
That is the third thing.

I asked the Government witnesses what about the whole man? What
about the person who is actually retired ? How much does he get social
securitywise, how much from his own savings and how much from
other kinds of programs? Well, they had none of this data, and they
were not even thinking in these terms.

Then I posed it in another way, and I am a little tedious in explain-
ing this perhaps, but I know of no other way of doing it. When I was
over in Europe in December on the Xennedy round, I was talking with
Buropean businessmen and others, they were complaining about the
fact that they had no real capital markets in Furope like we have. I
observed that a great many of our capital markets, where the capital
is generated, was institutional through our insurance companies,
around $200 billion, through these pension plans $90 billion, and other
savings that have been pulled together through these kinds of institu-
tions. I said that in Burope the social security program is on a pay as
vou go basis. They now recognize that the trust fund of about $22 bil-
lion right now is only a contingent fund. That is all it is. They are
not counting on earnings from that have to help pay the benefits.

Well, the European systems are not tripartite. They are almost all
directed toward the Government programs, and, being pay as you go,
do not generate these funds.

So coming back to the Ways and Means Committee forum. I said
if you insist on extending social security from a $6,600 base to $10,800,
you then move into the area of financing retirement through pension
plans which are on this funded basis, which generates savings. This
figure may be high; Mr. Reuther said it was high. But I still think it
is within reason, where around 60 percent of the benefits paid under
the private pension plans come from the earnings on those pension
plans, whether it is 40, 50, or 60, a sizable part does come——

Mr. Garnserucr. From the private sector.

Representative Corris. From the private sector. The public sector,
of course, can pay as you go, not creating funds that are to be invested
and earned. So the big question in my mind that I have been trying to
get an answer to, does it serve as well to put more of the retirement of
our people on a pay-as-you-go social security system, or is it more
desirable to use the funded approach that the private pension plans
have? AsI put it bluntly to Mr. Reuther:

In your bargaining table, if you are going to ask that $599 a year more be paid
in the nature of premiums for the retirement of our people, and that is the
increase that they will be asking for, under the social security system, or would
it be better to get that $599 into a funded program, the kind of persion plans
you set up for the United Auto Workers?

You can only get $118 more a menth through the Government pro-
gram, and it looks like you can get four times that amount if you put
1t into the funded appreach. I am thinking of the overall picture.
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Here is the big area of sccial endeavor, the retirement of the people
of the society. We can finance it completely on a pay-as-you-go basis.
You can finance seme of it through this kind of saving that we have
developed, or you can have any mix.

Mr. GaixssrueH. That is quite a problem as you present it. One of
the points I think that you might want to consider is what the funding
would have to be in the aggregate, if the social security program were
either fully or partially funded.

. Representative Curtis. I can give you that figure. It was given

0 us

Mr. GamnserueH. It would be a rather amazing figure.

Representative Corrrs. $350 billion.

Mr. GarxserueH. That is right.

_Representative Currs. This was the figure Secretary Gardner has
given us if we funded social security the way we require private pen-
sion plans to be funded.

Mr. Gaixspruca. I think when we look at what outlets we might
have for $350 billion of funded social security program we might face
a problem similar to Switzerland where they had to seek outlets for
the fund outside of Switzerland itself, where you had an overaccumu-
lation of savings from the point of view of the domestic economy.

I have not been able to make up my own mind as to where I would
stand or what the economic arguments are pro and con, funding versus
pay as you go, as it relates to social security. I am impressed with the
tax burden that some future generation is going to have to carry under
an expanded social security program, using the same three-legged-
stool approach that you mentioned earlier which applies to the cost of
this program.

The three-legged arrangement you mentioned earlier was that we
want to depend jointly upon the private sector, the public sector, and
the individual in terms of amassing a competence for his old age.

The cost of the program as it was originally set forth was to be
borne three ways, by the employee, by the employer, and through gen-
eral Federal funds. It is becoming increasingly apparent that more
and more of the cost in the future is going to be borne in the public
sector rather than by the employer or the employee. And the cost of a
fully rounded social security program in some of the countries that I
have looked at, not just the 12 or 15 percent that has been quoted to
you, but may run as high as 18 to 20 percent. If all of this is borne out
of general tax funds, you can begin to visualize what this may mean
in the way of a tax burden at some later period.

Representative Curris. 1 am very much impressed with your con-
cept of creating this broad commission. This is the kind of very broad
problem that I would hope that such a commission would put its
sights on.

I will yield to Senator Jordan.

INVENTORY OF GOVERNMENT EQUIPMENT

Senator Jorpan. Thank you, Mr.Chairman.

Pursuant to the previous hearings of this committee in prior years,
calling attention to the great inventory of Government-owned machin-
ery and tools of all kinds and description used by the private sector
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and the lack of an adequate accounting system therefor, this committee
recommended that a very careful inventory be made of those items,
and that some program be set up for either disposing of them or getting
them on a more businesslike rental basis in one way or another.

We also recommended that certain items of short shelf life, such as
medical supplies, rather then being allowed to deteriorate to the point
they were dumped and wasted from the shelves of the Federal Gov-
ernment, be utilized in other divisions of the public sector, or even in
the private sector.

PRESIDENTIAL “GOVERNMENT PROCUREMENT GUIDELINES”

Pursuant to those recommendations, the President last year issued a
memorandum to the heads of the departments and agencies entitled
“Government Procurement Guidelines,” and it directed the Director
of the Bureau of the Budget to issue detailed guidelines “for the de-
termination as to when the Government should buy its products and
services for its own use under the general policy of reliance upon
private enterprise.”

BUDGET CIRCULAR A—76

Now, do you feel that the Burean of the Budget has moved for-
ward with a strong program pursuant to the President’s instruction
which itself was pursuant to the hearings of this committes, the evi-
dence brought forth ?

Mr. GainserucH. 1 am delighted the question has been raised. We
have worked closely with the Bureau of the Budget over the last year
or two, Before the bulletin was issued, we did meet with Mr. Staats
and others to discuss some of the major questions that rise in connec-
tion with purchase—to hire, to make, or to buy. We have met subse-
quently with trade associations and with various representatives of in-
dustry to see how they view the bulletin, since it has been published.
I would bring to your attention four areas of discussion that still re-
main unsolved.

CIRCULAR A-76 SOMEWHAT WEAKER THAN PREVIOUS STATEMENTS

Good as the circular may have been in alerting the various govern-
mental agencies as to the criteria to be kept in mind and decisions as
to whether to make or to buy, one major reservation about the current
circular is that it fails to emphasize as much as previous budget bul-
letins, that the preference should be for purchase from the private sec-
tor, unless the reasons heavily favor the Government producing the
item itself.

The statement is somewhat weaker than previous statements in
terms of underscoring the desirability of purchasing from the private
sector.

_ COST OF MONEY

A second area that is mentioned in Bulletin A-76, but is still much
discussed in meetings of industry-Government representatives, is the
economic arithmetic to be employed in determination of whether to
malke or buy. The particular ifem here that is in controversy is the cost
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of money. How shall the cost of money be treated in the private sec-
tor-public sector comparisons?

In some of the earlier circulars or instructions there was very little
reference to this item at all. In the latest bulletin we have made some
progress. But the question still remains as to whether the cost of money
shall be determined on the basis of what money costs the private sec-
tor or what money costs the Government when it seeks funding. Shall
it be the prevailing commercial rate that is entered or shall it be the
prevailing governmental rate?

FOREGONE TAXES

No. 3 is far more important perhaps than the other two that I have
named. This is the whole area of foregone taxes. How shall taxes be
treated in a comparison to cost of production in the public and in the
private sector? Is it a meaningful policy of the Bureau of the Budget
still to exclude State and local taxes from such determinations?

This exclusion is defended on the basis that it is difficult if not im-
possible to arrive at an estimate of what the State and local taxes
would be.

Within industry groups and certainly among accountants, with
whom we have consulted, there is a feeling that such figures can be
readily derived, and that there should be a recognition of the inade-
quacies of cost comparison, because of this exclusion.

DIFFERENTIAL TO EMPLOY

Last, and by no means least, is the question of what differential
should exist in final determination as to whether to make or buy.
There is a widespread belief again on the part of those in industry
that the differential is too narrow, as 1t currently exists, and
winds up in too many instances in favor of Government making rather
than buying. This differential in good part comes from the exclusion
of State and local taxes and the inadequate treatment of the cost of
money.

What is being suggested—and I think it is looked at somewhat re-
ceptively by some in the Bureau of the Budget—is that this differential
is still too narrow, and recognizing the inadequacies of treatment of
State and local taxes in the cost of money, perhaps it might be 15 or
20 percent rather than the present 10 percent.

I am using those figures largely as illustrative, however, rather than
as being specific.

AREA FOR COMMISSION STUDY

Senator Jorpan. This is an area that you would anticipate in your
suggestion of the proposed new Commission that it might explore.

Mr. GainssrucH. Yes, I think this is another one of the sectors that
lends itself now to some better degree of empirical determination.

‘What we lack throughout all of this is 2 body of data that you and
others can use for final determination. The Bureau of the Budget has
moved steadily toward quantification of many of these problems. Cir-
cular A-76 is a step in that direction. But, you see, there are many
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unresolved problems that remain for determination. I think these can
be better resolved within the Presidential Commission I propose,
where you have representatives from business, education, Govern-
ment, and labor, than through debate just among those within Govern-
ment alone.

Senator Jorpan. How different is the Commission you are suggesting
from the two Hoover Commissions with which we are all familiar back
in the 1950°s or 1940’s?

Mr. GarnseruGH. I think they are basically the same. Wherein they
differ, I think, is the emphasis that I am inclined to place upon con-
tinuous review. The Commission would review the enabling act, de-
termine why this particular activity was undertaken, decide whether
that is still a controlling factor, and then offer some recommendations
as to what the legislative branch might do as a result.

I think, too, that it might differ from the two prior Hoover Com-
missions in that some thought might be given to a scheduled reexamina-
tion at recurring intervals, so that it would not be a one-shot operation
but might be in a sense a watchdog type of activity.

Senator Jorban. You suggested a research and updating, and cer-
tainly a surveillance would be in order, a continuous surveillance.

Mr. GarnserueH. That is right. This is so important an area. From
the figures you have seen on the trend of Government activity, and the
holdings of wealth, then stop and ponder what future acquisitions and
activities may be required under the accelerated technological change
that lies ahead.

OBSOLETE ADPE

I served on the President’s Commission studying Federal holdings
of automatic data equipment, and I think Mr. Staats referred to this
too. The Federal Government is the largest purchaser of computer
equipment. It perhaps has served a very constructive purpose in the
area of research and development of such equipment. But it now holds
nearly 81.5 billion or $2 billion of obsolete equipment. How does one
treat this in Government accounting? What do you do with obsolete
inventories? If you insist, as apparently the decision is, to continue to
purchase rather than lease, in some of these areas in which there is very
rapid technological change, unlike industry where there is a charging
off under depreciation of these items; you are left with the difficult
question as to how to dispose, within the marketplace, of obsolete equip-
ment, or how to treat obsolete equipment in books of accouting within
Government.

PURCHASE VERSUS LEASE OF ADPE

It seems so economical to purchase rather than to lease, since the use
you are going to make is so intensive. But one of the items of economic
arithmetic that should be looked at in this decision is what is the dis-
investment that will go along with purchases as compared with lease.

Senator JoroaN. Many businesses find it more desirable to lease be-
cause of that unknown factor of obsolescence which may strike them
overnight with the improved design, more sophistication.

Mr. Gainserucn. There are arguments both pro and con on the
leasing and purchase of computers, but I offer it just as an illustration
of the dynamics of change——
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Senator Joroax. Yes.

"Mr. GainsBrUGH (continuing). As they are going to affect Govern-
ment determinations, whether to buy or to purchase in the open market.

Senator Jornan. I appreciate your fine statement this morning. It
has been very instructive and educational for me, with your good and
forthright answers to our questions, Thank you very much.

Representative Curtis. 1 think our counsel, Mr. Ward, has a couple
of questions he would like to ask, and I would like to have him do so.

Mr. Gainssrues. May I say before he begins that he has been very
helpful to us in getting at some of the underlying data relative to Gov-
ernment activities. These are not easy to come by; access to files is far
more difficult than it would first appear. ‘

COSTS ON XNONGOVERNMENTAL ACTIVITIES

Mr. Warp. I would like to ask you with respect to Circular A-76
in the use of a differential, whether there should be a differential used
at all, if the item can be bought competitively ?

Mr. Garxssroen. Well, this is what T had in mind when T said that
the first point of disaffection with A-T76 was their failure to under-
score, perhaps as forcefully as others would have, the preference for
buying, if at all possible, in the private sector. Buy from the private
sector, unless there are compelling arguments, because of hazard, be-
cause of inadequacy of supply, because of national security, that move
you in the direction of making rather than buying.

T am reluctant to endorse the general rule that if you can get it in
a competitive market, there need be no consideration of Government
make. There may be a leadership role involved as in the case of a com-
puter that the Government wishes to fulfill through its own malke
rather than through purchase.

Mr. Warp. We have found that you often get into a lot of expensive
bookkeeping and accounting and so on, to prove things that perhaps
don’t need to be proved at all, where there is a product involved that
you can buy competitively.

Then the second question would be, if it can’t be bought competi-
tively, wouldn’t it be better to place more effort on trying to get market
competition rather than the Government itself providing the competi-
tion?

Mr. GarnserueH. Again I think I would agree with it as a general
rule. There may be exceptions as in the case of national security, or
in the case of the leadership role in R. & D., which I don’t want to dis-
count too heavily, because there is so much that has come from the
leadership role, In space and in the computer area, by Government.

Mr. Warp. Yes.

Mr. GarxsrucH. That wouldn’t have been forthcoming as readily
in the private sector.

Mr. Warp. Thank you. Thatisall Thave. )

Representative Corris. Thank you again, very much, Mr. Gains-
brugh. We deeply appreciate your appearing before us.

Mr. GarnseruGH. Asalways, I have enjoyed being here.

Representative Curris, We also have with us Mr. R. Douglas
Marshall, chairman of the board of trustees of the National Association
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of Wholesalers. Mr. Marshall, we appreciate your coming before this
committee and giving us your views. I understand you have a prepared
statement.

STATEMENT OF R. DOUGLAS MARSHALL, CHAIRMAN, BOARD OF
TRUSTEES, NATIONAL ASSOCIATION OF WHOLESALERS

My, MarsHALL. I doj yes, sir.

Representative Corris. Without objection that will go into the
record, and if you will proceed however you care to.

(The statement referred to follows:)

PREPARED STATEMENT OF R. DOUGLAS MARSHALL

My name is R. Douglas Marshall. I am President of the R. D. Marshall Co.,
a wholesale distributing firm of airconditioning and refrigeration supplies in
Albany, N.Y. Today, I am appearing before this Subcommittee as the Chairman
of the Board of Trustees of the National Association of Wholesalers. The Na-
tional Association of Wholesalers is composed of 50 national commodity line
wholesale associations, which are comprised of 19,000 merchant wholesale firms.
We are indeed grateful for the opportunity to present our views on Govern-
ment procurement policies and practices. Thousands of wholesalers throughout
the nation are now servicing countless Government installations with goods
and commodities. The industry is indeed concerned with government procure-
ment policies and practices.

The federal Government has a need for a vast quantity ¢f goods and com-
modities to be used at hundreds of locations, not only in this country, but
throughout the world. Our statement here today concerns only those supplies
needed in the United States, where there are many sources of commercial sup-
plies. Also, our attention is focused not on the many special products and de-
vices which are peculiar to Government need, but to the commercially available
goods and comomdities.

The mass movement of goods and commodities from the point of origin, be
it field or factory, to the point of need is the function of the wholesale distribu-
tion industry. To perform this function it is not only necessary to anticipate
the variety of articles which may be required, but to determine when they will
be needed, to invest in the purchase of these commodities, and to maintain
adequate storage facilities for them. There are many thousands of wholesale
establishment located throughout the country to serve the needs of consumers
and industry. We serve the needs of many Government installations, states,
cities, small businesses and also the largest corporations in the United States.
Indeed, for my business in Albany, my largest purchaser is the General Electric
Corporation.

This Subcommittee is concerned with economy in Government, and so are we.
At this time in the procurement operations of the Federal Government there is
a consistent, but false concept that centralized procurement is the most eco-
nomical method of purchasing for the needs of many scattered installations.
The nation’s largest corporations, whose profit reports indicate a sharp interest
in economy in purchasing have not adopted this principle. Why the difference in
concept between the Government and the large corporations?

Basically, we believe the concept of centralized procurement stems from the
fact that the officials who direct Government procurement operations are price
conscious when they should be cost conscious. There is a world of difference.
Under the present procurement concept, there is a determination to obtain the
lowest price, store commodities in a Government operated warehouse and. fill
the needs of scattered Government installations as these needs arise. The vast
costs of centralized storage, warehousing, and inventorying are staggering.

We wholesale distributors are specialists in the business of acquiring, hold-
ing, selling and delivering inventory to the point-of-user need. This is our only
economic justification for existence. Many people have long predicted the demise
of the wholesale distributor—educated people who should know better but who
have never studied the facts. In the past five years, for example, the growth in
dollar volume of business handled by the nation’s merchant wholesale distribu-
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tors has grown at a rate of almost 6% per year. This is approximately double
the growth rate of our Gross National Product. This is a period in which vou
will all agree, I'm sure, there has been a tremendous growth in so-called “dis-
count merchandising” of consumer goods.

The reason for this is simple. As we become more sophisticated in our analysis
of true total marketing or distribution costs, item by item, large and small busi-
nesses are finding that “rapidity of flow of goods” from production line to user
is the key to profits in distribution. Mass merchandisers, through the use of
electronic data processing equipment are finding that they can afford to “buy
direct,” warehouse and sell only those iftems on which they iave constant, steady
volume demand. The vast bulk of the items they handle in their merchandise
lines are slow moving, occassional demand items. They cannot afford to buy them
direct, warehouse them and hold them for ultimate user demand. They are turn-
ing to us wholesale distributors, the experienced inventory-handling specialists,
to handle and supply many items for them. The “price” may be siightly higher
but the “net cost” is much less and profits are much greater.

In 1963, the Comptroller General of the United States made & study of the
centralized procurement operations of several inventory control points in the
Department of Defense. In a letter to the Speaker of the House and the Presi-
dent pro tempore of the Senate, dated November 29, 1963, he stated,

“Our review disclosed that inventory cortrol points within the Department of
Defense have not given appropriate consideration to commerecial availability and
the costs of central management and distribution when determining whether an
item of supply will be procured directly by using activities or will he obtained
through service supply channels. As a result, Department of Defense activities
centrally manage hundreds of thousands of low-volume, minor items of supply
that are readily available to using activities from commercial sources. We esti-
mate that direct procurement of such items by using activities would reduce
supply management costs by about $50 million a year and supply inventories by
about $275 million.”

The Comptroller General’s study covered six of about 58 centralized military
inventory control points throughout the United States, which manage in excess of
5 million items of supply. The six control points analyzed manage about 1 million
of those items of supply, or about 209, of the total DOD supply inventory from the
standpoint of number of items handled.

At the six inventory control points studied, the Comptroller General’s staff
selected about 561,000 minor items of supply for study, consisting primarily of
hardware, repair parts, industrial supplies and other low-volume items. With
respect to this list of items an examination into the dollar value of issues of these
items during a 12-month period ended in 1961 disclosed that about 258,000 items,
or 46%, had not been issued at all during the year, and 213,000 items, or an addi-
tional 389, had annual issues ranging in value of from less than $10 to under
$400.

Rightfully or wrongly, the Comptroller General decided that economies that
could be realized through centralized procurement of items averaging $400 or
over of the issue per year were justified. For purposes of making our point, we
will agree with him, however, we are sure that many more items, on which issues
of much more than $400 per year are made, can be much more economically
purchased locally.

The amazing fact is that 471,538 items out of the 561,000, or 849, had been
issued either not at all during the year, or in quantity of value less than $400. The
Comptroller General then selected 2,614 of these items, by random systematic
sampling methods, for detailed examination. For the total of 2,614 supply items
selected for detailed examination, they questioned, either personally or by cor-
respondence, wholesaler-distributors, and manufacturers’ outlets to determine
whether the items would be readily at local levels.

They considered an item to be readily available if it was in stock locally or
couid be obtained from the factory or distributor in {hirty days—about the same
length of time normally experienced by using activities when obtaining items from
central inventory control points.

The study revealed that 942 items, or 869, of the 2,614 items covered in the
review were readily available from local commercial sources. 631, or 679, of those
items were either in stock at local outlets or could be obtained in 5 days or less,
many being available for immediate shipment. The remaining 311 items could be
obtained from the factory. nationwide factory outlets, or local distributors in
30 days or less.
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The Comptroller General concluded that 829, of the 471,538 low-volume, minor-
line items, or 150,300 of those items, should have been decontrolled and procured
locally by using activities at tremendous net savings to the taxzpayer.

His estimate of the average annual cost to centrally manage minor items of sup-
ply, weighted according to volume at the respective locations, was about $114 per
supply iicm. His report concluded that, “additional costs attributable to local
purchasing activities were exceeded by savings in other functions such as report
preparation, requisition preparation, packing and crating and storage.” The
average additional price of items, actually priced locally by the staff, was 309,
more than the prices paid for those same items purchased by central inventory
control points. He found, however, that the average annual issue of those items
compared was only $46. Remember, he also found that “per item cost” of central
management was $114, on the average, per item, per year.

Expanding these costs of central supply management and the additional prices
that might have been paid for local procurement to the estimated 4.8 million items
in DOD inventory, the Comptroller General estimated that a potential exists
for ‘the complete elimination of over 553,000 supply items from DOD inventories,
and that local procurement of these items, even at 809, higher prices, would save
the taxpayers an estimated $50 million a year.

The weighted average inventory value per item of those 553,000 supply items.
based on the sample at the six control-point locations, was $552. The Comp-
troller General thus estimated that if these 553,000 items were eliminated from
the DOD inventory system, a total of $275 million in Government funds would
be freed from investment in needless central Government inventory. The inter-
est on this needless investment, alone, would save the taxpayers another §8
million @ year, computed at the Government’s cost of only 3% annual interest.

I would call the Committee’s attention, Mr. Chairman, to the fact that the
Comptroller General stated that since July 1955, almost 18 years ago, the pre-
seribed policy of the DOD has been that, “the military departments, in peace-
time, should place optimum reliance on local management and procurement of
material.” He charges that “inventory managers have continued to centrally
manage commercial items of supply under criteria that do not give adequate
consideration to commercial availability and costs of distribution of these items
from centralized inventories.” We could not agree more.

At one of the Army locations investigated, an item was retained in stock
if (1) the item is requested three times a year, or once a year for missile
components, (2) the item is on an overseas stock list, and (38) the item has a
mobilization reserve requirement. The Comptroller General then flatly stated
that he found no indication that commercial availability or distribution cost
influenced these determinations. We submit that on this basis, at $114 per year
average per item inventory carrying costs, there is a built-in automatic average
of $38 per issue cost—often for penny items!

At the Navy’s Yards and Docks Supply Office (YDSO) the average annual
issues of minor items managed by YDSO amounted to only $38 per item during
the year of the examination. Items were supposed to qualify for central stock-
age, according to regulations in effect at YDSO, only if annual issue was $200
or more. They were considering raising that to 150 units per year or $1,500
worth of issues per year, according to the report. That would certainly be a step
in the right direction.

The report concludes that regulations contain criteria for utilization of com-
mercial sources of supply which are more restrictive than necessary. It then
states that from a geographical viewpoint, the disadvantages of supply from
a manufacturer or distributor located outside the user’s local trade area, com-
pared with a military depot similarly located, are not apparent. We could not
agree more, Mr. Chairman. We would hazard the guess, in fact, that such local
procurements from local commercial sources would get there much faster from
wholesale-distributors and at less net cost.

‘We agree with the Comptrolier General, Mr. Chairman, in almost all he has
reported as a result of his survey of the DOD inventory and central procurement
practices. We are appalled that under the circumstances, we are able to sell
the DOD local users as much as we do. It is @ tribute to the good judgment
of procurement officers at the local level.

‘We are firmly convinced that the conditions uncovered by the Comptroller
General’s survey of procurement practices in the DOD, would also be found
to be present in the procurement practices of the GSA. We suggest, Mr. Chair-
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man, that it would appear that the Congress is going to have to force changes
in the procurement practices of the Federal departments and agencies by law,
IF modern business inventory control and good common sense practices are to
be undertaken in the procurement processes of the Government.

Government regulations often set forth laudable objectives, but day-to-day
procurement practices continue to require construction of millions of cubie
feet of warehouse space, all over the 50 states, for the needless, wasteful storing
of hundreds of thousands of items that are locally available at greatly reduced
“net cost” to the Government.

This is where the Government procurement system breaks down and the
Comptroller General goes to great lengths to point this out in his report of
November 29, 1963, and in many more of his reports to the Congress. “Net cost”
of an item, delivered to the point of use, should be the controlling factor in
determining methods or channels or places of purchase of materials and supplies
by the Government. Delivered price to some Government receiving dock, often
300 to 3,000 miles or more from the point of eventual use and often, as we have
seen, one or two or three years or more from the date of demand, is the con-
trolling factor too often used by Government central procurement officers.

“Price” is only one element of cost and very often, as private industry pur-
chasing agents will tell you, very often the least important element of “net cost.”

We wholesale distributors know this well, for this is our business. By and
large, we manufacture nothing; we buy, hold, sell and deliver the products that
are made by others (the repair and replacement parts and equipment, materials
and supplies needed by others—needed by the Government). No one knows better
than we that there are tremendous costs connected with the performance of the
distribution functions.

The reason the small businessman plays such a minor role in supplying the
Government is because the entire system of procurement of materials and
supplies, repair and replacement parts and equipment by the Government is based
on price—one price to all Government departments and agencies is the dream
of the Government procurement officer. His invitation to bid is based on
the estimated needs of all departments and agencies of the Government for that
product, supposedly six months to one year in advance.

To begin with, it is quite obviously impossible to predict what the needs of
all departments and agencies of the Government will be for even one year in
advance on any one item. This is why the Government has such a large surplus
disposal problem. These surplus sales are the result of poor predictions by central
procurement ofiicer. The surplus sales are usually at ‘“give-away prices,” 10%
to 209, of the original “price”. The loss on these is not 80% or 909, Mr. Chairman,
but 809 or 909 plus the cost of receiving, handling, storing, interest on invest-
ment and dozens of other costs.

According to the Comptroller General’'s Report, as stated earlier, the central
procurement price is, on the average, about 309 below the local purchase price,
but what is the “cost” delivered to the point of need? Forgetting the cost of
checking in and out of warehouses on movement from point to point in the
Government central supply system, just remember that the Comptroller General
found that the average cost of recording per year was $11} per supply item.

Again, I point out that centralized procurement means obtaining a large
volume of goods at a central point, and then warehousing them, breaking bulk,
repackaging them into smaller quantities, shipping them, at the time of need,
to the point of need. The operation includes moving goods, maintaining
inventories, filing requisitions, billing and many other operations. It is in many
ways the same operation that goes on in my business and other wholesale
businesses.

What does it cost to carry inventory? Before me is a small pamphlet prepared
by Dr. Ronald Foster, assistant Professor at the Ohio State University, called
“What Does It Cost To Carry Inventory?”’ Here are some of the factors he lists
which comprise the cost of carrying inventory. They are: taxes on land and build-
ings, insurance, depreciation, maintenance and repair of buildings, utility costs,
depreciation on equipment, maintenance and repair on equipment, obsolescence,
pilferage, deterioration and other losses on inventory, labor costs on physical
handling, labor costs on clerical operation and record keeping, and interest
on money invested in buildings, equipment, land and inventory. For the average
wholesaler, the cost of carrying inventory is in the neighborhood of 25% per
vear. Thus, an inventory of $100,000 costs $25,000 just to maintain.
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‘When goods and supplies are purchased by the local using agency at the time
of need, all of these costs are eliminated. For literally tens of thousands of items,
there is no need for the Government to warehouse, for these commodities are
readily available from local commercial sources.

Unfortunately, too much of the advice that the Congress receives comes from
the officials who believe in centralized procurement as a basic concept. The
procurement officials in the hundreds of Federal installations across the nation
have a different view. They know that local suppliers can deliver goods and
commodities on much shorter notice than they can be delivered from the cen-
tralized warehouses operated by the Federal Government. They also know that
local vendors can supply a vast volume of product knowledge that is unavailable
from the central Government warehouse.

The time has come for Congress to express clearly that economic procurement
is required; that efficient procurement does not require an empire and that
modern business practices must be brought to the Government’s procurement
activities.

Mr. MarsaaLL. We can shorten it up considerably, Mr. Chairman,
if this is agreeable, and still cover the salient points.

Representative Curris. Very good.

Mr. MarsuaLL. It is getting late. As you have said, my name is
R. Douglas Marshall. I am president of the R. D. Marshall Co., a whole-
sale distributing firm of air conditioning and refrigeration supplies
in Albany, N.Y. Today, I am appearing before this subcommittee as
the chairman of the board of trustees of the National Association of
Wholesalers. The National Association of Wholesalers is composed
of 50 national commodity line wholesale associations, which are com-
prised of 19,000 merchant wholesale firms throughout the country.
We are interested in the question of Government procurement, and
are certainly happy to be here this morning to talk briefly with you.

This discussion of mine I don’t think is quite going from the
sublime to the ridiculous, but I would agree that possibly it is from
the grand to the precise. I think this is more like it. And I could sum
up the rest of my testimony probably in one sentence, by saying that
the proverbial old shopper was probably right when he said he could
“save you money by getting it for you wholesale.”

I think this 1s the gist of what we are saying here this morning.
But wholesalers are mostly small businessmen like myself clear across
the country. We sell, we can and we do sell to the government at all
levels, National, State, and local, and we save them money.

The question of price versus cost is discussed in my testimony, and
this is a most important distinction to make, because the price of an
article in Seattle bears little resemblance to its actual cost when it
is required in Washington, and the fact that it is here when it is
needed is the important thing, not how much it is at some distance
away.

Centralized purchasing has been furthered by the government and
by government witnesses, and we wish to point out that centralized
purchasing is not always the best. To illustrate in my own particular
case if T might, Mr. Chairman, our single largest customer in upstate
New York is the General Electric Co. We sell more to GE than we
do to anybody else.

They buy so much from their plants in Burlington, Vt., Pittsfield,
Mass., their main office in Schenectady, their plants in Utica, Johnson
City, New York, Glens Falls, and Fort Edward. All of these plants
buy from us as separate organizations, no centralized purchasing.

79-459 0—67—pt. 1—13
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In addition, plants like Pittsfield, Mass., Utica, N.Y., and Schenec-
tady are so large that we deal with, oh, half a dozen or eight different
purchasing departments in each of these plants, so that centralized
purchasing is not generally followed by many of the large
corporations.

Why is this? Well, I think that the large corporations realize that
they must be cost conscious instead of price conscious, and there is
quite a difference and distinction to be made.

The Comptroller General of the United States made a study in 1963,
and I have a copy of the report here. If the committee wishes to obtain
copies, they are available through the Comptroller General’s Office,
and it is a most valuable report.

Representative Curris. Would you identify it by title and date, just
for the record?

Mr. MarsHALL. All right, sir. “Report to the Congress of the United
States, Uneconomical Management of Commercially Available Items,
Department of Defense,” by the Comptroller General.

Representative Curis. It should have a date on the inside there.

Mr. MarsaALL. November 29, 1963. :

Representative Curris. That identifies it. Thank you.

Mr. MarsHALL. Yes, sir. The number here is B-146828, if this is of
any value.'? '

The Comptroller General made a study of the centralized procure-
ment operations of several inventory control points in the Department
of Defense, quoting from my ‘prepared statement :

In a letter to the Speaker of the House and the President pro tempore of the
Senate, dated November 29, 1963, he stated : )

“Qur review disclosed that inventory control points within the Department of
Defense have not given appropriate consideration to commercial availability
and the cost of central management and distribution when determining whether
an item of supply will be procured directly by using activities or will be obtained
through service supply channels. As a result, Department of Defense activities
centrally manage hundreds of thousands of low-volume, minor items of supply
that are readily available to using activities from commercial sources. We esti-
mate that direct procurement of such items by using activities would reduce
supply management costs by about $50 million a year and supply inventories by
about $275 million.”

I will just summarize what I have here. They chose six out of about
58 central military inventory control points, and these six stock 1 mil-
lion different supply items out of a total of some 5 million that are
stocked by all 58. So they had 1 million supply items in these six storage
warehouses.

They examined more than half of them, about 560,000 of the minor
items of supply, maintenance and repair, emergencies, things of this
kind. These aren’t guns or battleships or airplanes. These are bolts and
nuts and hardware items and drugs and sundries and the parts and
pieces that go into maintenance and repair.

In respect to this list of over 560,000 of these items in stock, they
found that 46 percent had not been issued at all during the preceding
year, pretty near half of them. They never even sold one. Nobody asked
for one, but they had them in stock.

Of the rest, there was an additional 38 percent which had moved
somewhere between $10 and $400 in value during the year, and this is

13 Copy in subcommittee files.
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84 percent of their inventory of these 560,000 items that had moved half
of them not at all, and a third maybe somewhere between $10 and $4.00.

They found out when they analyzed their cost of maintaining these
warehouses that for every single one of those items, it costs them $114,
whether they sold one or 1,000,000, it cost them $114 just in the paper
work, in inventory, in putting them in stock, in shipping them. So here
is $114 for every single item, and they don’t sell any. This is not from a
commercial standpoint very sound. I would go broke very quickly do-
ing this sort of thing.

The Comptroller General has urged the Department of Defense
that they consider the possibility of buying locally the commercially
available items which comprise the bulk of the inventories in whole-
salers across the country. The report concludes, and I am now on page
8 of my testimony, the bottom of page 8, the report concludes that
regulations contain criteria for utilization of commercial sources of
supply which are more restrictive than necessary. It then states that
from a geographical viewpoint, the disadvantages of supply from a
manufacturer or distributor located outside the user’s local trade area,
compared with a military depot similarly located, are not apparent.
We could not agree more, Mr. Chairman. We would hazard the guess,
in fact, that such local procurements from local commercial sources
would get there much faster from wholesaler-distributors and at less
net cost.

The emphasis upon price and not upon delivery cost is where the
Government breaks down, falls down in this procurement system.

This is where the Government procurement system breaks down
and the Comptroller General goes to great lengths to point this out in
his report of November 29, 1963, and in many more of his reports to
the Congress. “Net cost” of an item, delivered to the point of use,
should be the controlling factor in determining methods or channels
or places of purchase of materials and supplies by the Government. De-
livered price to some Giovernment receiving dock, often 300 to 3,000
miles or more from the point of eventual use and often, as we have
seen, 1 or 2 or 8 years or more from the date of demand, is the con-
trf'{ciﬂling factor too often used by Government central procurement
officers. :

“Price” is only one element of cost and very often, as private industry
purchasing agents will tell you, very often the least important element
of “net cost.” That is the price of the item.

We wholesale distributors know this well, for this is our business.
By and large, we manufacture nothing; we buy, hold, sell and deliver
the products that are made by others—the repair and replacement
parts and equipment, materials and supplies needed by others, needed
by the Government. No one knows better than we that there are tre-
mendous costs connected with the performance of the distribution
functions.

T will close this with this statement: The cost of carrying an inven-
tory has been estimated at from 20 to 25 percent of the cost of the item,
and this is something that the Government does not take into considera-
tion when it thinks only of price. When the functions of a wholesaler
are considered, and with these functions a Government material ware-
house is going to have to assume should be considered in the cost, and
it becomes apparent that for commercially available items it is in most
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cases cheaper for the Government to buy them locally than to attempt
to buy them centrally and stock them in warehouses across the country.

This is the gist then of our testimony. We feel that the time has come
for Congress to express clearly that economic procurement is required,
that efficient procurement does not require an empire, and that modern
business practices must be brought to the Government’s procurement
activities. Thank you very much.

Chairman ProxumIire (presiding). Thank you very much. I am sorry
and apologize for being so late, and I want to thank the distinguished
Congressman from Missouri for his chairing the hearing. T just have
a couple of questions. If the gentleman from Missouri would want to go
ahead, please do.

Representative Curris. Whichever you prefer.

ITEMS IN FEDERAL SUPPLY

Chairman Proxmire. Let me ask you this. This is just a technical
question first. You said something about there being 5 million items.
‘Where did you get that? Do you mean 5 million separate items?

Mr. Marsgarr. This is in the report from the Comptroller General.

Chairman Proxyare. The reason I asked is because yesterday we
were told by Mr. Ignatius that it was 3.9 million, and they take great
pride that it had gone down.

Mr. MarssALL. Is that so? In these were some 5 million different
items.

STAGNANT INVENTORY

Chairman Proxymige. The implication is of a stagnant inventory.

Mr. MaRsHALL. Yes.

Chairman Proxayire. What was your figure of what percentage has
not moved atall? '

Mr. MarsmaLL. Forty-six percent.

— Chairman Proxaire. Forty-six percent?

Mr. MarsHALL. Yes,sir.

Chairman Proxaire. And 84 percent had moved in such slow
volume.

Mr. MARSHALL. Yes, sir.

Chairman Proxaare. In termsof dollars.

Mr. MarsaALL. That is right.

Chairman Proxare. That it was negligible.

Mr. MARSHALL. Yes, Sir.

Chairman Proxmire. That is 84 percent altogether?

Mr. MARSHALL. Y es, SiT.

Chairman Proxamse. Of course this raises the other question. I am
sure that one answer they have is that although this may not have
moved in a year, it may move in very, very small volume, that we
have to have it in Vietnam to save a life, we have to have an inventory.

Mr. MarsHALL. Yes, sir.

Chairman Proxarire. The emergency question, the availability ques-
tion is very, very important, and if you don’t have it in a commercial
wholesale location that is available, and you have to have it pro-
duced of course it could, because of a nail a shoe is lost.

Mr. MarsHALL. Yes, sir.
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Chairman Proxmire. And because of that a horse is lost and then a
kingdom is lost. '

Mr. MarsHALL. Granted. I don’t think we can make a hard and fast
estimate that everything should be done this way. There are certain
military items of such a critical nature—

CRITERIA FOR STORING

Chairman Proxspire. What criteria would you suggest we adopt?
You make a wonderful point here, but when should the Govern-
ment stop and when should it not stop ?

Mr. MarsaaLL. I would say the words “commercially available,”
this is the key to it. If you can pick up a supply house catalog and
say here these things are, these guys have got them in stock all over
the country, then it is foolish for us to stock it. It is their job.

Chairman Proxmire. This not only requires them to check it as of
one point, but to keep rechecking it to make sure it continues to be
available. ‘

Mr. MarsaALL. This was done in a survey, and in my testimony there
is rgference to it. A survey was made. They selected some; a study was
made.

They took a total at random by systematic sampling methods for
detailed examination. Of the total of 2,614 supply items selected for
detailed examination, they questioned, either personally or by cor-
respondence, wholesaler-distributors, and manufacturers’ outlets to
determine whether the items would be readily available at local levels.

They considered an item to be readily available if it was in stock
locally or could be obtained from the factory or distributor in 30
days—about the same length of time normally experienced by using
activities when obtaining items from central inventory control points.

The study revealed that 942 items, or 36 percent, of the 2,614 items
covered in the review were readily available from local commercial
sources. Six hundred thirty-one, or 67 percent, of those items were
either in stock at local outlets or could be obtained in 5 days or less,
many being available for immediate shipment. The remaining 811
items could be obtained from the factory, nationwide factory outlets,
or local distributors in 30 days or less.

Chairman Proxmire. And of course some of these items I suppose
can be designated as not being necessary in emergency situations. In
other words. you know that part of a weapon that is being used cur-
rently in combat, that obviously it should be available.

Mr. MarsuaLn. Yes, sir.

COST OF WAREHOUSING

Chairman Proxmire. If it is an item of clothing perhaps that would
not be used in Vietnam, or something else of that kind, obviously you
can throw that kind of thing out of the emergency category. Let me
just ask one other very brief question. What is warehousing cost in
terms of percentage? I have got an estimate here of 10 percent per year
of the value of goods.

Mr. MarsuarL. No.

Chairman Proxmire. I know it varies a lot.
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COST OF WAREHOUSING 25 PERCENT OF VALUE PER YEAR

Mr. MarsHALL. It does vary. I have with me, and I will leave it for
the committee, a study made by Professor Foster of Ohio State on this.
He says 25 percent.

Chairman Proxyare. Warehousing?

Mr. Marsaars. Warehousing. This is the cost of carrying an item
in inventory for a year, 25 percent of its value. You have the cost of
the building, you have the investment on the item, you have the cost
of putting it away on shelves, you have the cost of taking it off the
shelf, shipping it out.

Chairman Proxmire. This 10 percent figure was supplied by Sears,
Roebuck to this committee some years ago. Maybe they have a different
kind of problem.

Mr. MarsuaLL. Possibly. I have never seen that figure this low.
Ten percent—now Sears, Roebuck is a large retailer with a turn-
over much faster than the average wholesaler has. They have to. When
you think that we have many items in our stock that don’t sell for a
couple of years, and yet I must have them there because they are emer-
gency items.

Chairman Proxaire. Mr. Marshall, from what you tell us the De-
fense Department can hardly be considered to be a fast-turnover outfit.

Mr. MarsuALL. Well, this is true, and we are only speaking of those
items, the fast turnover of a defense item, this is for them to stock
and to buy direct and to warehouse. It is these slower moving items
that comprise over 50 percent of the total that move so slowly, that
in most cases are locally available, commercially available, that we
feel this is where the Government should look to save money.

I would suggest, too, that if a study of this kind is made, that these
would be the people to contact, the purchasing people in the local
government activities. They know how valuable it is to be able to call
a local supplier for something that is needed. I am surprised that the
wholesaler sells as much as he does to the Government, in view of the
restrictions that have been placed.

Chairman Proxare. Congressman Curtis?

(The study referred to by the witness is reprinted herein:)
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WHAT DOES IT COST TO CARRY INVENTORY?

[IN this age of the “Profit Squeeze,” it is
becoming increasingly more difficult for
management of wholesale-distributor firms
to earn a reasonable profit—make an ade-
quate return on invested capital—to com-
pensate them for money invested in their
businesses. The key role of inventory
management in the profitability of whole-

sale distribution is too often overlooked.

In the average wholesale-distributor busi-
ness, INVENTORY is the LARGEST
SINGLE ASSET ITEM, thus tying up a
large portion of owner’s investment.
Every wholesale-distributor business
manager knows the purchase price of his
inventory—he must also know what it is
worth, for tax purposes. The question that
is too little understood and too often over-
looked in figuring the cost of operation of
a distribution business is WHAT DOES IT
COST TO CARRY INVENTORY?

Let’s look at the total annual cost of
carrying inventory as a percentage of the
total value of the average inventory. For
example, a firm’s annual inventory carry-
ing cost would be twenty-five percent
(25%) if it cost the company $50,000 in
one year to carry $200,000 of average in-
ventory in stock. Does this appear high?
Low? Unfortunately, not many wholesale-
distributors know the answers to these
questions. An examination of the literature
on the subject reveals that some leading

- authors have made estimates of the total

annual cost of carrying inventory, a sum-
mary of the opinions of which are shown
in Exhibit #£1.

Perhaps the most widely quoted esti-
mate appears in Alford and Bangs’ PRO-
DUCTION HANDBQOOK which sets the
total annual carrying cost at twenty-five
percent (25% ) of the value of the average
inventory on hand. The breakdown of the
25% figure is shown in the first column
of Exhibit #2. The second column shows
the estimate and breakdown of inventory
carrying costs by Remington Rand in IN-
VENTORY CONTROL FOR WHOLE-
SALERS. Also shown, in the third col-
umn, is the combined estimate of seventeen
wholesale-distributors in attendance at the
“Third Planning for More Profits Seminar”
presented by the National Association of
Wholesalers in 1961.

Both the Remington Rand estimate and
the combined estimate of the wholesale-
distributor executives suggest that the an-
nual cost of carrying inventory for an
average wholesale-distributor firm amounts
to at least as much as twenty percent
(20%) of the average inventory value.
This figure will, of course, vary between
wholesale-distributor firms, especially the
breakdown of the various cost elements,
even though the firms may be distributing
the same commodity lines.

The fact that actual carrying costs vary
between wholesale-distributor firms, how-
ever, strengthens the need for each such
firm to determine its own inventory carry-
ing cost figure. These costs are NOT RE-
PORTED in normal accounting records
and must therefore be determined. They
are TOO IMPORTANT TO BE OVER-
LOOKED.

Exhibit 1

ESTIMATES OF INVENTORY CARRYING COSTS

Estimate of
Carrying Costs as @
Percent of
Author Pubtication Inventory Value
L. P. Alford and PRODUCTION HANDBOOK 25%
John R. Bangs {Eds.} (The Ronald Press Company, 1955) p. 397
Dean S. Ammer MATERIALS MANAGEMENT 20-25%
{Richard D. Irwin, Inc., 1962} p. 137
John B: Holbraok MANAGING THE MATERIALS FUNCTION 4%
{American Management Association, 1959) p. 67
John F. Magee ‘The Logistics of Distribution” 20-35%
HARVARD BUSINESS REVIEW, July-August 1960, p. 99
Benjamin Melnitsky MANAGEMENT OF INDUSTRIAL INVENTORY 25%
{Conover-Mast Publications, Inc., 1951} p. 115
W. Evert Welch SCIENTIFIC INVENTORY CONTROL 5%
{Management Publishing Corporation, 1956) p. 63
Thomson M. Whitin THE THEORY OF INVENTORY MANAGEMENT 25%
(Princeton University Press, 1957) p. 220




