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ECONOMY IN GOVERNMENT PROCUREMENT AND
PROPERTY MANAGEMENT

MONDAY, NOVEMBER 27, 1967

Coxcress oF THE UNITED STATES,
SUBCOMMITTEE ON Egorromg} IN GOVERNMENTCO
oF THE JoINT EconoMic COMMITTEE,
, , Washington, D.C.
The subcommittee met, pursuant to notice, at 10:10 a.m., in room
S5-407, the Capitol, Hon. William Proxmire (chairman of the subcom-
mittee) presiding.

Present : Senators Proxmire; and Representatives Curtis, Griffiths,
and Rumsfeld. '

Also present: Ray Ward, economic consultant.

Chairman Proxmire. This subcommittee has, for a number of years,
investigated and reported on the enormous procurement and other
property management activities of the Government and especially of
the DOD which had net military procurement actions in the United
States of $431 billion from 1951 to 1967 with 86.1 percent, or $371.1
billion by negotiation. The basic law, however, intended that negotia-
tion should be used only in exceptional cases. And the DOD as of the
end of fiscal 1966 had real property holdings of $38.4 billion and of per-
sonal property costing $145.2 billion, of which $37.7 billion was in
supply systems’ inventory. . 4 : .

After 4 days’ public hearings last May, we concluded that there had
been “a disturbing record of loose management,” in the procurement,
and management of these great programs. We accordingly made a
number of recommendations in our report of July 1967.1

The 4 days’ hearings we are starting today are intended to review
progress made on those recommendations.

Our first witness, the Honorable Elmer B. Staats, Comptroller Gen-
eral of the United étabes, with his excellent staff, has made many nota-
ble studies and reports on subjects of vital interest to this subcommit-
tee. I want to mention the outstanding and pioneering work on the
“Truth in Negotiations Act,” Public Law 87-653, which is a monument
to the GAO. Of equal importance are reports just issued, which the
subcommittee has requested, on the need to improve inventory con-
trols in general over some $37 billion worth of items and of the pressing
need to improve the controls over an estimated $11 billion worth of
Government-owned facilities, equipment, special tooling, test equip-
ment, and material in contractors’ plants.

g

1 “Hconomy in Government,” report of the Subcommittee on Eeonom
July 12, 1967, 54 pages. See ﬁ 24 for listing of subcommittee documents.y In Government,

(1)



2

But, incidentally, there was a sensational story on this by Noel
Epstein, which you may or may not have seen in the Wall Street
Journal this morning. Without objection, I will include it in the record
at this point.

Mr, Staats. I dohaveit.

(The article referred to follows:)

{From the Wall Street Journal, Nov. 27, 1967]

ARMS SUPPLIERS’ WINDFALL—GAQO STUbY CHARGES FIRMS MISUSE
U.S. PROPERTY FOR COMMERCIAL GAIN

(By Noel Epstein)

WasHINGTON.—The Defense Department supplies a $1.4 million forge press
to a contractor to turn out jet-engine parts for the military. But over three years
the company runs the press 789 of the time for its own commercial production.

Another concern gets ‘$6.1 million of various Pentagon equipment to do Air
Force work. In g six-month period, however, it uses the equipment 58.59, of the
time to fill its non-Government orders.

A nice windfall if you can get it? It certainly is, says the General Accounting
Office, and because of the way the Defense Department manages—the GAO would
say mismanages—its property stockpile, such unintended Federal subsidies are
precisely what some businesses are getting.

There are more than $11 billion of Defense Department-owned buildings,
machine tools, dies, electronic gear, test devices and other equipment in con-
tractors’ possession, so this inadvertent handout to industry potentially is vast.
Under some circumstances, companies have long received Government permission
to lease Federal property to grind out their commercial wares. But the GAO,
Congress’ watchdog agency, found during a 1%-year investigation that “gen-
erally prior approval hadn't been obtained” and that ‘“Government property
was improperly being used” in a significant number of such cases without equita-
ble payment to the Government.

The Pentagon says it already is starting some actions and considering others
to outflank abusers, but the GAO contends the generals strategy doesn’t go far
enough to win the battle. . :

HAVEN'T FULLY REPLIED TO CHARGES

The list of 21 companies and two universities investigated by the GAO is being
closely guarded by top GAO officials, who remember well some past Congressional
and industry howls when the agency named names in certain reports. In pre-
paring the current report, which will be made available today, GAO officials say
they kept the identities secret because the contractors haven't yet fully replied
to the charges. :

There’s a chance, though, that Comptroller General Elmer B. Staats will have
to disclose the list today anyway. He is scheduled to testify this morning at the
start of hearings by a Joint Economiec subcommittee looking into Pentagon buying
practices, and would almost surely turn the list over if the subcommittee asks
for it.

‘While the 91-page report doesn’t identify offenders, it does say that those
investigated included both “large and small prime contractors and subcon-
tractors” doing military work on airframes, aircraft engines, electronic apparatus
and ordnance. Together, they had in their hands Pentagon equipment costing
about $1 billion.

MAJORITY PROCESSED ON OLDER PRESS

For a look at how some contractors reap unusual dividends from this Govern-
ment-supplied treasure, consider the operator of the double-duty forge press. The
GAO tells the tale as follows:

In late 1961, the 8,000-ton mechanical press was installed at the contractor’s
plant because a less-efficient, 4,000-ton press, also Government owned, sup-
posedly couldn’t handle all of the Pentagon’s orders for jet-engine midspan
blades. In the three years through Dec. 31, 1965, though, the larger press was
used mostly to turn out midspan blades for non-Government customers without
Government approval.




3

‘What about the Pentagon blades? The majority of them were processed in the
older and smaller press whose inefficiency was the reason for installing the bigger
model in the first place. )

The contractor didn’t stop there, though. He also used 10 more Government-
owned machines, costing $29,000 to $141,000 each, “1009% of the time for com-
mercial work without advance ... approval.” . : :

Contractors aren’t taking much risk in such cases, If the misdeed is dis-
covered, Pentagon regulations provide that the company must pay full rent for
the equipment even if it wasn’t used improperly all the time. But this penalty
can be-agsessed only if the concern fails to “exercise reasonable care to prevent
such unauthorized use.” i ) E

In practice, the GAO found that full monthly rent wasn't charged ‘“because
it couldn’t be shown that contractors didn’t use reasonable care to prevent
such use.” So abusers only paid the rent they normally would have been charged
by the Government to use the equipment commercially.

UNAUTHORIZED COMMERCIAL USE ROSE

Offenders don’t seem to be discouraged very much by this system. In one in-
‘stance, & contractor was “advised” in March 1965 that it had used Pentagon
equipment improperly 7.5% of the time in the preceding six months. Although
corrective action was promised, the GAO says, the contractor’s unauthorized
commercial use of the apparatus increased to 109% in all 1965 and to 13.5% in
the first nine months of 1966.

The Pentagon has told the GAO that, among other things, it “will consider
the need for stronger language” on its regulations to help eliminate such abuses.

But the larger target in this battle is just to find the abusers in the first place.
Their elusiveness results from the fact that the contractors themselves are
required to maintain the official records of how Government property in their
hands is used. And, says the GAO, “utilization data maintained by some con-
tractors aren’t adequate to indicate the extent and manner of mse.”

The GAO’s supporting evidence indicates this may well be an understatement.
Early in its report, for example, the agency explaing that it was “unable to
determine the manner of use of many items of equipment at a number of
contrg(,:’tor plants we visited because such utilization records weren’t main-
tained. .

The Pentagon’s main force for finding abusers is its troop of 450 property
administrators, who must approve company record-keeping systems. But the

GAQ found their work doesn’t always put the desired information in Govern-

ment hands. I )

The agency cites, for example, a case where a contractor’s system was first
disapproved in July 1962, and then found still to be “sadly lacking detail” in
Janvnary 1965. “Since approval . . . had already been withheld,” though no
further action was taken. )

Its investigation, the GAO says, had to be conducted mainly by checking rec-
ords kept by contractors to compute rentals on equipment they were using, with
permission, for commercial work. Authority to use Government equipment as
much as 25% for private output is given in some contracts when the apparatus
otherwise would be idle and isn’t needed for defense work elsewhere.

For more than 259, commercial usage, contractors are supposed to get further
approval from the Office of Emergency Planning. But the ‘GAO found that since
last December, only five such requests had been submitted. “Generally,” the
agency says, “contracting officers weren’'t requiring contractors to request and
contractors weren't requesting advance approval for commercial work in excess
of the 259 restriction.”

Partly to blame here, the GAO states, is that it’s unclear whether the 259,
criterion applies to “total planned use” or “to a certain number of days a week,”
and whether it means 25% of all equipment in a contractor’s hands or 25% of
each item.

A major help in finding offenders, the GAO says, would be for the Pentagon to
require that contractors keep machine-by-machine records and get approval from
the Office of Emergency Planning on the same basis.

REVISION IN REGULATIONS

The Defense Department, however, isn’'t contemplating going this far. It is
revising its regulations so that companies will be required “contractually” to
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“establish and maintain a written system for controlling” use of Government
property, the GAO says. The department also has “indicated” to the GAO that
there will be surveys of contractor bookkeeping “to ensure the eifectiveness of
such a system.” : -

The department further says it intends to meet with officials of the Office of

Emergency Planning to more clearly define “25% non-Government use.” o
~ While the Pentagon plans to study further the machine-by-machine recom-
mendation, it argues that to maintain such records for “commingled Government
and contractor-owned plant equipment on a contract-by-contract basis is im-
practical because it would be very time consuming, disrupt the contractor’s
production planning process and result in the addition of costly administrative
burden for both Government and industry.” ' )

The GAO, however, disagrees. Some contractors, it says, already keep such
records, and others are installing electronic data-collection equipment that can
do the job. While the Government would share the expense of these company
investments in final prices to the Pentagon, the GAO says, it “doesn’t seem un-
reasonable” to require contractors to keep books distinguishing between Govern-
ment and commercial use. .

The GAO says one contractor that already breaks down its usage figures by.
‘machine told the agency that it cost the company $7,400 a year to do this on 880
pieces of equipment. With the help of this company’s figures, the GAO estimates
that a similar machine-by-machine computing of ‘“the rent at this contractor
would inerease the contractor’s annual rent payment by about $582,600.”

It “seems reasonable to expect that, if the Government provides (equipment)
to contractors, the contractors should furnish the Government data as to how
they are using it,” the agency contends. ' ’

Such data, it suggests, wouldn’t only help the military reduce unauthorized
commercial use of its equipment, but also would aid in curbing other cases it found
where companies had received permission to use Government property for com-
mercial work while the same equipment was needed for defense jobs elsewhere.

Chairman Proxmire. Mr. Epstein’s article is reporting in detail on
this subject, which concerns us very much, and we will certainly have
some questions on the points raised by that story.

At this point, without objection, I will include the announcement of
these hearings and schedule of ‘witnesses. I will also insert relevant
correspondence in.the record regarding GAQ’s appearance here today:

(The material above-referred to follows:)

CONGRESS OF THE UNITED ‘STATES-—SUBCOMMITTEE ON ECONOMY IN GOVERNMENT
S oF THE JoiNT EconoMIic COMMITTEE

The Subcommittee on Economy in Government of the Joint Economic Commit-
tee will start hearings November 27th on Pentagon procurement practices to
determine what steps are being taken to tighten up buying policies which have
resulted in large overcharges to the Government. .

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

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

“The Defense Department’s buying practices have been subjected in recent
months to a withering—and quite justifiable—barrage of critisism from Members
of Congress. .

“During hearings last spring, the Economy in Government Subcommittee un-
covered a disturbing record of loose management by the Pentagon of the billions
of dollars of noncompetitive negotiated contracts to which it commits the tax-
payer annually. We want to see if there has been a. genuine improvement in the
situation in the 7 months since we last looked at it.

“We found last spring that the Pentagon was virtually ignoring the Truth-in-
Negotiations Act of 1962 (PL 87-653), which is the taxpayer’s only insurance
against blatant overcharges in noncompetitive purchases. Negotiated contracts,
as opposed to competitive-bid contracts, account this year for some 85 percent of
the $46 billion in Defense procurement;
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“The 1962 Act established the requirement that in negotiated contracts over
the $100,000 contractors must furnish complete, accurate and current data on
their costs as a way of discouraging inflated cost quotations during contract
negotiations, e R N i

“The Comptroller General of the United States told us at our:hearings last
spring, however, that his spot checks since the Act went into effect showed that,
in only 10 percent of the cases investigated was there any evidence of compliance

-with- the Act. As a result, the taxpayer, in all probability, is losing billions in

overcharges on Defense contracts because of Pentagon laxity in enforcing this
five-year-old Act.

“Following our spring hearings, Congressman Otis Pike discovered that the
Pentagon’s record of mismanagement extended to contracts too small to be cov-

“ered by the Truth-in-Negotiations Act. This completed the circle of mismanage-

ment.

“In September, Deputy Secretary of Defense Paul H. Nitze ordered a clause
written into all negotiated Defense contracts giving the Pentagon clear authority
to conduct post-award audits of the contractor’s books to determine his actual
costs during performance of the contract. If fully implemented, this is a big step
forward. The subcommittee wants to know if it is being fully implemented.

“In addition, the subcommittee wants to find out from responsible federal
officials what is being done to extend genuine competitive bidding to a larger
volume of Defense procurement.

“The subcommittee also wants to know what improvements are being made
in management of the $11 billion worth of Government property now in the hands
of outside contractors. We will also probe the management of the billions of
dollars in inventory, including perishable items, where large losses have occurred.

“We want to know if the Budget Bureau has a real program :in operation
to carry out the President’s order of March 3, 1966 to get the Government out
of unnecessary competition with private enterprise in the procurement of
goods and services. We want to know, also, whether the Bureau has finally
initiated a dynamic program to bring control over the annual lease and pur-
chase of $3 billion in automatic data processing equipment.

“Other questions. we will seek to answer during the hearings are: Why has
not a uniform policy been developed in the cause of differentials under the
Buy American Act? What progress has been achieved in the Government - to
develop a National Supply System to eliminate overlapping in the procurement
and management of some 4 million supply items? What is the status of a supply-
demand-control system to utilize existing inventories in an effort to avoid con-
current buying and selling of the same items by different agencies? What is
the status of the Government’s review of its huge real property holdings to
determine which are no longer needed, in whole or in part, for the conduct of
essential functions.

The schedule of hearings is as follows :

Monday, November 27, 1967, 10 a.m., Room AE-1, The Capitol (8-407) : Elmer

B. Staats, Comptroller General of the United States. o
Tuesday, November 28, 1967, 10 a.m., Room AE-1, The Capitol (8-407) : Thomas

D. Morris, Assistant Secretary of Defense (Installations and Logistics).
‘Wednesday, November 29, 1967, 10 a.m., Room AE-1, The Capitol (8-407):

William E. Minshall, United States Representative, State of Ohio.
Lawson B. Knott, Jr., Administrator, General Services Administration.
Thursday, November 80, 1967, 10 a.m. Room AE-1, The Capitol (S5-407):
Phillip S. Hughes, Deputy Director, Bureau of the Budget.

NOVEMEER 8, 1967.
Hon. ELMER B, STAATS,
Comptroller General of the United States,
Washington, D.C.

DeAR MR. STAATS : This will confirm previous discussions that the Subcommittee
on Economy in Government of the Joint Economic Committee will hold hearings
on November 27-30, 1967 primarily to review developments on the conclusions
and recommendations in our report dated July, 1967.

It will be appreciated if your prepared testimony covers in detail :

1. Developments in compliance with the “Truth-in-Negotiations Act” by
the Department of Defense and other agencies to the extent of your
investigations.

37-847—68——2
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2. Improvements in supply management in the United States and abroad.
3. Adequacy of management of government-owned equipment furnished
" to contractors. S . .
4. Government competition with the private sector in providing material
and services for government use. 7. S

A status report on the other subjects covered by the July, 1967 report will
also be of benefit as will a review of progress and problems concerning ‘the pro-
curement and management of: Automatic Data Processing Equipment (ADPE).
Members of .the subcommittee have expressed special interest in the. identifica-
tion and improved management of common-type programs such as we have
previously discussed, ie., recruiting, motion pictures, dental laboratories, ete.
Any plans you may have or reports to make on these and related subjects will
be of assistance to the subcommittee. We are also interested in obtaining your
views as to whether or not the Defense Supply Logistics Center (DSLC) at
Battle Creek, Michigan, is fulfilling its potential in the utilization of existing
stocks in the military and national supply systems.

You are scheduled: to testify,.in Room AE-1, The Capitol, Joint Atomic
Energy Committee Hearing Room, Monday, November 27, 1967, at- 10 a.m. Please
forward 100 copies of your prepared testimony at least one day in advance
and contact the staff consultant, Mr. Ray Ward, Code 173, Ext. 8169 if additional
information is required.

Sincerely yours,
: ‘WILLIAM PROXMIRE,

U.8. Senator.

Chairman Proxmire. Mr. Staats, you may proceed, and 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; CHARLES M. BAILEY,
DEPUTY DIRECTOR, DEFENSE DIVISION, GAO; WILLIAM NEW-
MAN, DIRECTOR, DEFENSE DIVISION, GAO; STEPHEN P. HAY-
COCK, ASSISTANT GENERAL COUNSEL; JAMES HAMMOND, ASSO-
CIATE DIRECTOR, DEFENSE DIVISION, GAO; KENNETH FASICK,
ASSOCIATE DIRECTOR, DEFENSE DIVISION; AND GREGORY
AHART, DEPUTY DIRECTOR, CIVIL DIVISION

Mzr. Staars. Thank you very much, Mr. Chairman. I would like to
introduce my colleagues here at the table: Mr. Frank Weitzel, As-
sistant Comptroller to my immediate right. To my immediate left, Mr.
Charles Bailey, who is Deputy Director of our Defense Division, and
Mr. Newman, the Director of our Defense Division.

Mr. Chairman, I would like to say at the outset that we in the GAO
feel that the hearings which the subcommittee has held in the past
have been extremely helpful to us in relating our work to the interests
of the Congress, and calling to the attention of the Congress in a more
direct way than can be possible in our reports, the results of the work
that we are doing in the defense procurement area.

In the 18 months ending June 30 of this last year, the GAO issued
241 reports in the defense procurement area. Twenty-one of these
reports were made to the Congress as a_whole, another 21 of these
reports were made to committees of the Congress. We therefore have
covered a wide variety of problems in the defense procurement area.

With your agreement, we have limited our formal statement here
this morning to five of the areas. There are some 11 additional matters
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covered in the committee’s July report, on which we have filed with
the committee a status report. This is a 82-page document. It covers
many other very important matters. :

If the committee should desire, after you have had an opportunity
to review this attachment, we would of cotirse, be most happy to return
and address ourselves to any of the points which might be raised in
that attachment. : S 3

Chairman Proxmire. We would very much appreciate that.?

Mr. Stasts. As it is, our report today is a fairly long report, for
which we apologize. We were not able to reduce the length of it in any
substantial way. For that reason, I would invite your questions as
we go along, if you have questions, so that we can cover the points that
you are most directly interested in. :

Chairman ProxMire. We may ask questions as you go along. I think
it might be a little more orderly if by and large we confine our ques-
tions to the end. : ‘

Mr. Staars. As you wish.

Chairman Proxyire. Mrs. Griffiths may feel free to interrupt if she
«cares to do so.

Mr. Staats. The five topics which we have covered, as indicated
in your letter, are as follows: :

1. Truth in Negotiation Act, Public Law 87-653.

2. Military Supply Systems. :

3. Control Over Government Property in Possession of Defense
Contractors.

4. Contractor versus In-House Methods of Acquiring Goods
and Services—for the Government’s own needs.

5. Small Purchases—which was not covered in your letter, Mr.
Chairman, but which we have added on the basis of informal dis-
cussions with Mr, Ward and others of your staff.

Chairman Proxmire. Yes; we raised that point especially for the
defense department.

Mr. Staats. Right. As T have indicated, we have also filed the attach-
ment which is available to the committee for its use. (app. 1, p. 397.)

Trure 1Iv NrcoTraTions Act, PusLic Law 87-658

The Truth in Negotiation Act of 1962, Public Law 87-653, requires
.submission and certification by the contractor of cost or pricing data
prior to the award of certain negotiated contracts and subcontracts
.expected to exceed $100,000. (app. 2, p. 407.)

Tt also requires, as a further protection of the Government’s inter-
ests, that a defective pricing data clause be inserted in each such ne-
gotiated contract to provide a contractual basis for a price adjustment
in the event the cost or pricing data submitted at the time of negotia-
tion were inaccurate, incomplete, or noncurrent, and as a result the con-
tract price was increased.

During hearings before your committee in May 1967, we discussed
the findings disclosed in our reports to the Congress and a draft report
to the Secretary of Defense. In these reports we recommended the
following :

2 See pp. 351-395.
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1. Obtaining right of access by agency officials to performance cost
information.

2. Instituting a regular program of postaward audits, by Defense
Contract Audit Agency. =~ -

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

4. Obtaining written identification of data submitted by the con-
tractor in support of pricing proposals.

5. Revising the regulations to make it clear that the mere making
available of data to t%e auditors without identification in writing does
not constitute data “submitted,” in terms of the law. ,

6. Documenting procurement files where cost or pricing data were
not requested or used to show the basis for concluding that the submis-
sion of such data could be waived because of adequate competition or
prices that were based on catalog or market prices of a commercial item
sold in substantial quantities to the general public.

The foregoing matters dealt not with whether data was being ac-
quired, but with (a) identifying the data obtained, (b) performing
adequate analysis and verification of the data and (¢) documenting the
gegotiation files to provide a clear record of the use accorded such

ata-

The Defense Contract Audit Agency initiated a program for post-
award audits, and as you know, Mr. Chairman, on September 29,
19672 the Deputy Secretary of Defense issued a memorandum requir-
ing the inclusion of a clause in all noncompetitive firm fixed price con-
tracts granting access to contractor’s records of performance. This
memorandum should accomplish by administrative action what would
be accomplished by the enactment of bills proposed by you and Con-
gressman Minshall. All other contract types already provide such
aceess.

The Department has revised its regulations to adopt substantially
all of our recommendations on the other matters which I have just
mentioned.

APPLICATION OF PUBLIC LAW 87—653 TO CONSTRUCTION CONTRACTS

Our reviews of negotiated construction contracts awarded by the
Department of Defense led us to the conclusion that—

1. Sufficient cost or pricing data in support of price proposals
were not being obtained.

2. Cost analyses of price proposals were not made as required
by regulation.

3. Prescribed procedures for utilizing advisory audits were not
being followed.

The main reason why the agencies responsible for awarding con-
struction contracts were not complying with the regulation appeared
to be their belief that the requirements were not applicable to con-
struction contracts since contractors’ price proposals were being eval-
uated on the basis of comparisons with the agencies’ own cost estimates.

3 See text and GAO comments, B-158193, app. 38, p. 409.
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Primary reliance was placed on such comparisons as a means of eval-
uating the reasonableness of prices.

We have been informed by the Department of Defense that the
agencies now recognize that the law does apply to construction con-
tracts and concur in the necessity of obtaining cost or pricing data
where appropriate.

GSA CONSTRUCTION CONTRACTS

In a review of a number of construction contracts administered by
the Public Buildings Service, General Services Administration, we
noted some instances where cost or pricing data was not being ob-
tained for individual contract modifications exceeding $100,000 in
amount as required by the Federal procurement regulations. Further,
the contracts did not include the prescribed defective pricing data
clause. Failure to find fulfillment of these requirements in the contracts
we reviewed, we sent a letter in July, 1967, to the Commissioner, Public
Buildings Service, and requested his comments concerning this matter.

We have since received assurances from the Commissioner that
General Services Administration internal -procurement regulations
would be revised to require appropriate clauses to be inserted in vari-
ous types of construction contracts. o

TRAINING OF PROCUREMENT PERSONNEL

Officials of both DOD and GAO recognize that changes in regula-
tions, in themselves, will not be effective unless agency procurement
personnel receive additional training in implementing the regulations.
To this end, we have worked with the Department of Defense and have
mutually agreed on material to be used in training programs for De-
fense procurement personnel illustrating adequate compliance with
Defense regulations implementing Public Law 87-653. In this con-
nection, a training film has been produced by DOD and shown to
numerous Defense personnel. I understand that this is also now being
shown to some of the contractor personnel to enable them to learn more
about the effective operation of thislaw. . :

Also, a sample case, illustrating adequate compliance, has been pub-
lished in a Defense procurement circular for the information and
guidance of all procurement and contractor personnel involved in price
negotiations. :

In addition, DOD procurement teams are currently reviewing prac-
tices of procurement officials to ascertain whether these regulations are
understood, are complied with, or need further clarification.

MATTERS FOR FURTHER CONSIDERATION

Certain other matters remain open and require additional consid-
eration before final decisions are made.

These matters involve :

1. Defense criteria for making determinations that price competi-
tion, adequate to assure a reasonable price, exists for complex military
work, where the work cannot be clearly defined.

2. Additional guidance to contracting officials on obtaining and
verifying information to support exemptions from the requirement to
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furnish cost or pricing data on the ground that proposed prices are
based on established catalog or market prices of commercial items
sold in substantial quantities to the general public.

8. Clearer definition of the Government’s right to price reductions
under firm fixed-price contracts where prices are increased because
subcontractors have submitted defective cost or pricing data.

MiLTTARY SUPPLY SYSTEMS

During the past 18 months, we have assigned a large number of
our staff to surveys, studies and reviews of the military supply sys-
tems and their responsiveness to military needs.

Primary emphasis has been, and is being, placed on appraising the
effectiveness and economy of the supply systems and concurrently
identifying and advising military officials of opportunities for im-
proving supply management.

During the period from June 1966 through December 1966, we made
a review of the responsiveness of the military supply systems to in-
creased demands generated by the Southeast Asia conflict. We are
currently complementing this initial effort with a review of certain
aspects of the Army’s supply system in Vietnam.

During this committee’s hearings held in May 1967, we apprised
you of the results of our review of the supply systems in the Far East.
This effort, conducted in cooperation with the Department of Defense,
resulted in the identification of 82 specific opportunities for improve-
ments in the operations of the individual military supply systems.
The effort also identified several broad problem areas requiring high
level management attention.

Subsequent to the May 1967 hearings, we have had the opportunity
to observe the results of the military services’ actions to accomplish
improvements in the areas cited. We were pleased and impressed with
the results to date.

For example, with respect to the operation of the Army stock fund,
we find that procedures have been changed so that units in combat
zones no longer need concern themselves with stock fund limitations
when ordering supplies and equipment. The fund controls inherent
in a stock fund system are being applied at a higher organizational
level.

Tn the area of communications, progress has been made in improving
the reliability and accuracy of the communications systems used to
transmit requisitions and other logistical data. Automatic transmission
and switching facilities have been installed at various locations in
the Far East and transceiver capabilities have been increased through-
out Vietnam. The services have also improved their systems for rec-
onciling and controlling data transmitted.

‘We are continuing to keep abreast of developments with respect to
the various major problem areas we described to you in May.

ARMY’S LOGISTICS STRUCTURE

One of the more significant areas discussed with you in May involves
the Army’s logistics structure.

Tn our reviews of the military supply systems we observed that it
tends to fragment supply management responsibilities through all
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echelons of command. In this regard, we are of the opinion that im-
provements are needed in order to more effectively and economically
support military operations. T : ,

In addition to Headquarters, Department of the Army, all of the
Army commands in the continental United States as well as overseas
are involved in logistics management and/or planning. The Army
Material Command has control of stocks only in the depots in the
United States. When supplies are issued to the various posts in the
United States, the Continental Army Command assumes responsi-
bility. When supplies are issued to overseas theaters, the overseas com-
mands, such as U.S. Army, Pacific, or the U.S. Army, Europe, assume
responsibility. The 7th Army, under the U.S. Army, Europe, also has a
separate depot complex and supply control point.

‘We found that major problems inherent in such a logistics structure
were: :
1. The absence of a reliable asset reporting and control system.
2. A variety of data processing systems for logistics manage-

ment land a concurrent shortage of skilled data processing per-
sonnel.

3. Absence of a focal point for worldwide control of supply
transactions. ,

‘We made a number of proposals to the Army for improving supply
responsiveness. One was the establishment of a comprehensive report-
ing system designed to furnish Army Materiel Command inventory
managers with worldwide asset data. We made a similar recommenda-
tion in our report to the Congress in April 1967 on the availability of
selected stocks in Europe to meet the requirements of other commands
within the Department of the Army. In this connection, the Depart-
ment of Defense informed us in June 1967 that the Department
was instituting a system whereby certain Army overseas depot assets
will be incorporated in their entirety in the records of the mventory
managers in the United States.

Chairman Proxmire. Let me just ask at that point, because it does
seem to be appropriate here, does this comply with what you suggested,
establishment 01P a comprehensive reporting system? Is this a com-
prehensive reporting system ?

Mr. Sraats. I think it includes some of the things that we had in
mind in our report, Mr. Chairman.

Mr. Bailey ? ’

Mr. Barey. It is limited in the number of items that it covers. In
other words, instead of covering all items, at this point in time it is
limited to certain high value items that are designated for worldwide
reporting and control.

Chairman Proxuire. I will follow up on that later, and maybe the
other members of the committee will.

Mr. Staars. The Army has various other programs underway to
effect improvements in its logistical organization. Earlier this month
the Army briefed us on its most recent plan for restructuring the Army
logistics organization, particularly in the European theater. In essence,
this plan is designed to streamline the organization by eliminating
unnecessary levels of inventory management and storage, thereby mak-
ing for a more direct line of support from using activities to theater
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depots. The plan for Europe is to be compatible in format and concept
to the logistics organizations and procedures being developed for appli-
cation in the continental United }S)ta,tes as well as in other theaters.
We will follow the progress being made in the implementation of
these plans to evaluate the effectiveness of supply operations under the
new concepts.
ARMY’S SUPPLY ACTIVITIES IN VIETNAM

In September 1967 we started a review of Army supply activities in
Vietnam to complement, the work we did last year. Based on our work
to date, the Army’s supply system in Vietnam appears to be responsive
to the needs of the units supported in terms of providing, on a timely
basis, the supplies and equipment necessary to accomplish their mis-
sions. This responsiveness has been achieved despite adverse conditions
in Vietnam, by using special techniques not contemplated in the normal
Army supply system. We recognize that special measures taken during
the buildup possibly were necessary ; however, we believe that current
conditions as described below dictate greater attention to effective
management to maintain the proper degree of supply support at a
lower cost. > » ' » ‘

The Army is not yet in a position to know, within a reasonable degres
of confidence, what stocks are on hand and what stocks are actually
excess to their needs. Generally, military officials at various levels are
aware of these problems and various projects or programs to alleviate
the conditions are being undertaken or planned. We are of the opinion,
however, that the economic and supply system benefits involved war-
rant continuing emphasis and attention at all levels.

Our tentative observations of the principal matters which warrant
additional management attention and application of resources are—
' 1. The identification and prompt redistribution of the large

number of excess items in Vietnam. The Army in Vietnam
believes, on the basis of admittedly unreliable records, that
significant quantities of supplies on hand are excess to estab-
lished stockage objectives.

9. The establishment of accurate data on stocks on hand and
eonsumed, to facilitate sound determinations of needs and con-
sequently avoid accumulation of further excesses.

3. The application of additional supply discipline to reduce, to
a minimum, the use of system disturbing high-priority requisitions.

4. The development of controlled programs which will insure
the return of repairable components to the supply system.

5. The establishment of an effective program in Vietnam to
insure a maximum degree of inter- and intra-service utilization of
supplies. :

‘We are keeping Army officials in the Pacific advised of our findings
and observations during the course of our review, and actions are
being taken either to correct or study the indicated problem areas. In
addition, we have recently briefed DOD officials in Washington on
our observations and tentative findings to date so that appropriate
attention can be given them at that level. Our review is scheduled
for completion in December 1967 and a draft report will be submitted
shortly thereafter to the Department of Defense for its comments.
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I believe, Mr. Chairman, on this point that the Department of
Defense will have further information to supply the committee with
respect to its contemplated actions to deal with the problems as we
have developed them.

ControL OvER GOVERNMENT-OWNED PROPERTY IN THE POSSESSION OF
DrreNse CoNTRACTORS

Turning to the subject of the report which you referred to, Mr.
Chairman, which was released only today, control over Government-
owned property in the possession of defense contractors:

At your subcommittee’s hearings earlier this year, limited discus-
sion was held on the subject of control over Government-owned prop-
erty in the possession of contractors. Our review, which was done at
your subcommittee’s request, covered several property classes. The
total value of such property is unknown, but available DOD data
shows it amounts to about $11 billion in two major classes.

Since your May hearing, DOD has had an opportunity to comment
on our observations and our report was issued to the Congress on
November 24, 1967. (Text in app. 4, p. 411.) In general the Secretary
of Defense was receptive to our suggestions. Actions have been taken
or planned in response to the majority of our proposals which, if
properly implemented, should result in significant improvements in
the control and utilization of such property.

Briefly, our findings were as follows:

1. Some of the equipment was being used by contractors in their
commercial operations without appropriate (Government approval
and without, in our opinion, equitable compensation to the
Government, :

2. There was little or no use for extended periods of a portion of
tl;e equipment, for some of which there was a current need in other

lants. '

P 3. Utilization data maintained by some contractors was not ade-
quate to indicate the extent and manner of itsuse. :

4. The Defense Industrial Plant Equipment Center, the Office re-
sponsible for the management of idle industrial plant equipment, per-
mitted the purchase of equipment without screening to determine
whether similar equipment was idle and available at other locations.

5. Rental policies, in some cases, were detrimental to the Govern-
ment’s interests, in that various bases upon which rental payments were
negotiated resulted in a lack of umiformity in the rates actually
charged, inequities between contractors, and, in some cases, reduced
rent payments to the Government.

6. In some cases, it was our opinion that the Government’s inter-
ests would have been better served by foregoing the replacement of out-
worn or outmoded equipment in favor of the contractors’ acquiring
new equipment at their own expense. »

In the other categories of property—special tooling and test equip-
ment, and material-—weaknesses in the control of this property ex-
isted due to the absence of financial controls and lack of independence
in the taking of inventories by contractors. Also, greater care is needed
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to properly classify tooling and test equipment since some items have
multiuse characteristics and should be classified as facility-type items.

At nonprofit institutions we observed similar discrepancies in prop-
erty controls.

Chairman Proxmire. How many nonprofit institutions did you
investigate ?

Mr. Staars. There were only two in this report.

Chairman Proxumme. Two universities; is that right ?

Mzr. Staats. T helieve that is right.

Financial controls were not maintained for facility-type items of in-
dustrial plant equipment. Equipment of the type controlled by the De-
fense Industrial Plant Equipment Center was being donated to univer-
sities without screening the Center’s records to see if like equipment
was needed at other locations. ,

A further weakness is that the Government’s approval of contrac-
tors’ property accounting systems is of questionable value since con-
tractor systems are allowed to continue in an approved status even
though the Government property administrator had identified signifi-
cant weaknesses. Also, DOD had made an inadequate number of inter-
nal audits regarding the effectiveness of property administration at
contractor plants. : :

As stated earlier, the Secretary of Defense was, for the most part,
receptive to our suggestions. However, full concurrence was not ex-
pressed by the DOD with respect to—

1. Requiring contractors to furnish machine-by-machine utili-
zation data and to obtain prior Office of Emergency Planning ap-
proval on an item-by-item basis for the commercial use of indus-
trial plant equipment.

2. Strengthening the controls over special tooling and special
test equipment through the use of financial accounting controls.

We believe that implementation of these proposals or other accep-
table alternatives is necessary to effectively administer this property.
The Armed Services Procurement Regulation Committee has several
alternative proposals under consideration which are directed to the
same problem. We will evaluate and make recommendations to the
Department on these proposals as they are submitted to us for com-
ment. We have not yet seen these.

Coxtract VErRsus IN-House METHODS OF ACQUIRING (G0ODS
AND SERVICES

Earlier this year we advised your subcommittee that we were review-
ing the area of contractor versus in-house methods of acquiring goods
and services to meet the Government’s needs.

The Bureau of the Budget revised Circular No. A-76, effective
‘October 2, 1967.% to incorporate some of the changes recommended by
the General Accounting Office and other interested Government agen-
cies. There was no change in the Government’s general policy, which
is to rely upon private enterprise to supply its needs; that is, Govern-
ment’s needs, except under specific conditions, where it is determined

" «Seeapp. 11, p. 611, for text.
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to be in the national interest to provide directly the products and
gervices it uses. ‘

The circular has been modified to clarify the fact that the 10-percent
cost differential in favor of private enterprise is not intended to be a
fixed figure. The differential may be more or less than 10 percent, de-
pending upon the circumstances in each individual case.

The revision did not incorporate the recommendation of the General
Accounting Office that a separate section or a separate circular set
forth specific criteria for application of the policy in the support
service contract area, which is a very important area.

We feel that such policy guidance is needed. Qur position is sup-
ported by what we have found in our reviews of support service con-
tracts which I will discuss shortly. The Bureau o¥ the- Budget has
stated that it intends to give special attention to the adequacies of the
guidelines contained in the circular in this regard.

The revision further did not incorporate the recommendation of
several Government officials that State and local taxes should be shown
in cost comparison as costs of Government products and services. This

likewise is a matter of growing importance because of the increase in
State and local taxes.

DEPARTMENT OF DEFENSE INSTRUCTION NO. 4100.33

The Defense Department is currently revising its DOD Instruction
No. 4100.33, which governs military operation of commercial or indus-
trial activities, to reflect the changes in the circular and other pro-
visions desired by the Department.

Our work in support services contracts in the Department of De-
fense and the National Aeronautics and Space Administration indi-
cates that it is often less costly if services are performed by civil serv-
ice employees than by contract employees. The indicated savings are
attributable, for the most part, to the elimination of many contractor
supervisory and administrative personnel and the elimination of the
fees paid to the contractor. For example, our reyiew of the National
Aeronautics and Space Administration’s Goddard and Marshall Space
Flight Centers showed that estimated annual savings of as much as
$5.3 million could be achieved with respect to the contracts we reviewed
if these services were performed by civil service employees.

SERVICE CONTRACTS AT MARSHALL AND GODDARD SPACE FLIGHT CENTERS

Representative GrrrrrTas. Mr. Staats, who reviews these services at
the Space Administration’s Goddard and Marshall Space Flight
Centers?

‘Who reviews this?

.

Mr. StaaTs. Who reviewed ? The review was done by our staff, Mrs.
Griffiths.

Representative Grrrrrras. I mean you say that the reviews were
done by civil service employees, that you can save $5.3 million. Who
did review them ?

. Mr. Sraats. Noj; if the services had been performed by civil serv-
ice employees. '
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Representative Grirritas. Oh, I see. ’

Mr. Sraats. It would have been that much saving as against the cost
for the same service as performed by contractor employees.

Representative Grirriras. Who was the contractor ¢ That is what I
am asking.

Mr. Staars. Who was the contractor in these cases?

Representative GrirFiTHS. Yes.

Mr. StaaTs. I donot have the names ofthand.

Mr. Anrarr. I do not have the names available at present. We could
furnish those for the record if you wish, Mrs. Griffiths. '

Representative Grirriras. Thank you. Please do so.

Chairman Proxmire. Yes; I wish you would if it is all right with
you. You have no objection to furnishing them for the record, do you ?

Mr. Staars. Let me check. : :

Representative GrirriTas. I would like to know whether you have
any objection or not.

r. Staats. If they are in the report. Are they in the report?

Mr. Ararr. The names of the contractors are not in the report, but.
they have been made a matter of public record in previous hearings
on this subject, and I would see no objection. :

(The information which follows was subsequently filed for the
record by the GAO:) : :
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Representative Grirrrras. Further than that I would like to know
what kind of an organization you set up to supply this type of service.

Mr. Staars. What type of organization is set up ?

Representative Grrrriras. Is set up to supply this type of service,
and when did such organizations come into being?

Mr. Sraars. The idea of having contracts for personal services is,
of course, a very old one, but it is a matter of growing importance
to the Government because the dollar costs for contracts for these
types of services have increased.

In the case of NASA, for example, the projected cost under their
original budget was an increase of more than 50 percent for contract
services of this kind in NASA over a 2-year period from 1966 to 1968.

BASIS FOR PRICING SERVICE CONTRACTS

Representative Grirrrras. How do they write a service contract, so
much service for a year or is it a production-line contract ?

That is what Thompson-Ramo-Woolridge got away with.

Mr. Staats. It would be a contract worked out on a case-by-case
basis. In some instances it is a simple thing like guard or maintenance
services. In other cases, it would be a highly complex technical service,
engineering service, testing service, other items of this kind, and each
one of them represents a different kind of contract.

Representative Grrrrrras. In this instance I would like to know ex-
actly what type of an organization it is, exactly how the contract is
written, what they are supposed to supply, and why they up the
Pprice.

Thank you.

Chairman Proxmigre. Isn’t it true that all this is public record ?

Mr. Staats. I believe it is.

Chairman Proxurre. I mean all that Mrs. Griffiths is asking you ?

Mr. Staars. I believe it is in this case. If so, there is no problem.

Mr. Werrzen. With reference to Mrs. Griffiths’ last question, did
we find that the contractors upped the price or was this an increase in
the amount of services provided ?

Representative GrrrriTas. Or just a simple little change order
thought up by the contractors?
 Mr. Amarr. T think in this particular case, Mrs. Griffiths, it was the
question of increasing the level of support required to support some
of the increased programs of NASA.

I think one of the particular ones was when NASA undertook the .
responsibility for the B-70 program. This required them to really
take over some of the contract support which the Air Force had previ-
ously had to support this program.

Representative Grirrrras. Of course, the service contract could re-
quire so many people to work so long. The moment you write it like
a production contract, you will work on this and this and this, then
if you add one single item, you give them a chance to increase the

rice. :
P Mr. Amarr. I think in these particular contracts most of them were:
cost-type contracts, cost reimbursement plus an award fee, and in gen-
eral, they were stated in terms of a general level of effort, the number
of man-years which would be provided over a period of time, and the
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contractor performed in response to task orders which were placed
against the contract during this period.

Representative GrirrrraS. Thank you.

Chairman Proxmzre. Go right ahead.

NASA DISAGREES WITH GAO

Mr. Srtaars. Although recognizing that we gave consideration to
factors other than cost—such as the rapid buildup of NASA’s program
in the early years—in presenting our conclusions, the Associate Ad-
ministrator for Organization and Management, NASA, stated that, in
the situations discussed in our report, such factors supported the
Spaee Administration’s decisions that contracting for the services in-
volved had been in the best interests of the Government.

In other words, they disagree with our conclusions.

We believe that, in contrast to its past rate of growth, the Space
Administration has now achieved a relative degree of stability and
should be able to better consider relative costs in assessing the extent
to which it should continue to rely on the use of support service con-
tracts. In this regard the Associate Administrator advised us that the
Space Administration recognized the need for more specific guidance
on cost considerations and that such guidance would be part of any
redefinition of policy resulting from a current review of agency expe-
rience in the use of support service contracts.

" Although NASA had planned to increase its expenditures for sup-
port service contracts in fiscal year 1968, as I have indicated, we have
been advised by the agency that final decisions in this area have had
to be deferred pending the outcome of its appropriation bill. Also
NASA has been studying the entire support service area over the last
several months and the results of this study, according to the agency,
may well affect its future plans. :

‘We have recently received a copy of the October 1967, “Opinion of
the General Counsel of the Civil S%rvice Commission,” regarding the
legality of selected contracts at Goddard Space Flight Center, Na-
tional Aeronautics and Space Administration. It seems evident that
this document will be of significant value to agencies in ascertaining
the propriety of technical support, or similar service contracts. (Copy
in committee files.) .o

I might add; Mr. Chairman, here, that this matter was referred to
the Civil Service Commission by the General Accounting Office as a
result of the question that we raised in the course of our review on the
cost of doing the support service work at Goddard by contract as
against in-house performance, so that the matter was raised with the
Civil Service Commission as a result of our review.

As such matters come to our attention during audit activities, we
will continue to consult with representatives of the Commission re-
garding technical support service and similar contracts which appear
questionable in the light of the standards set forth in the Opinion.

As T have advised the Chairman of the Civil Service Commission
by letter, cases coming to our attention in the future as a result of our
work in the contract area will be referred if they appear questionable
from a legal standpoint. ’ '

87-847—68——3
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LEGALITY AND COSTS OF SERVICE CONTRACTS

T think it is well to keep in mind here, Mr. Chairman, that there
are two distinct aspects of this problem. One is the question of legality,
which goes to the question of whether or not an employee is actually
an employee of the contractor and operating under his supervision and
direction, and therefore in the position of rendering a contractual
service to the Government, or whether the contractor is in fact only
supplying manpower, who for all practical purposes are under the
supervision and direction of the Government. In such cases, they are
tantamount to being Government employees, although actually being

aid through a contract. This is the legal question that the Civil
gervice Commission addressed and outlined in the course of its opinion
some six tests for criteria which the agencies could utilize in judging
whether or not there was a contractual relationship, or whether it was
actually an employee-employer relationship that existed, '

We feel that the six criteria, while they may have to be revised in
the light of experience, will for the first time give needed guidance
as to legal determinations, but the second part of this problem has to
do with relative costs, the cost of providing a service by the Govern-
ment directly as against providing that service by contract, and this is
the area that we have been most directly concerned with. o

I think that leads us right into the next point here. We have been
interested in the question of lease versus purchase of facilities by

contractors.

! LgasE VERsUs PUrcHASE oF Faciurties BY CONTRACTORS

Government contractors frequently rely on other private enterprises

for furnishing, under lease agreements, land and buildings for use
in performing Government contracts.
- 'We have performed a review at 20 locations of 17 major contractors
for the purpose of ascertaining the effect on costs to the Government of
the practice by contractors of leasing land and buildings to be used
extensively in the performance ofugover'nment contracts. The sales
to the Government resulting from contractor operations at these 20
locations amounted to about $4.8 billion in 1966.

In this review we compared the costs to the Government resulting
from contractors’ leasing arrangements with the estimated cost the
Government -would have incurred if the contractors had owned the
land and buildings directly. In making these comparisons, we used
property values based on actual costs, sales prices, appraisals, or other
related data obtained from the contractors or local taxing authorities.

‘We identified 63 leasing agreements which committed the contractors
to pay rentals of about $95.3 million during the initial lease periods
for land and buildings. We found from our review of these leasing
agreements that in every case but one, leasing was more costly to the
Government during the periods of the initial leasing.

Chairman Proxmire. In 62 of 63 agreements the leasing was more
expensive to the Government than it would have been——

1. StaaTs. If the contractor had owned the property.

Chairman Proxwire. If the contractor had owned it.

Mr. StaaTs. Right.
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~ The leases involved were executed during the period from 1952 to
1967 and provided for the use of the facilities for periods ranging
from 2 to 25 years and included renewal option periods to extend
occupancy. If the facilities had been contractor owned, depreciation
charges would have amounted to about $35.7 million or about $59.6
million less than the rental costs. Based on 1966 sales, the Govern-
ment’s share of the difference could amount to about $57.7 million.

Chairman Proxmire. Could I just ask you at that point, I don’t like
to interrupt you too much, because we do like to confine our questions
to the end, is there any way we can tell whether or not this is typical,
whether we can project this kind of a performance saving?

Mr. Staars. We think it is typical, Mr. Chairman.

Chairman Proxmire. Did you select some of the worst examples?

Mr. Staats. We tried to select representative types.

Chairman Proxmire. Representative ?

Mr. Sraars. We believe, however, that it is typical. You know you
could expand this kind of review to include other cases or people might
argue about the particular ones that we selected.

Chairman Proxmire. So this was a reduction from $95.3 million
down to $35.7 million ; is that right % Pt

Mr. StaaTs. That is right.

Chairman ProxMIre. A reduction to about 40 percent, then or less
than 40 percent of what it would have been if we had the arrange-
ments you are suggesting instead of the Government leasing?

Mr. Staars. To my knowledge this is the first time anyone has
attempted to make this kind of review, and I think the two examples
here may help point up the problem.

Chairman Proxmire. Good.

Mr. StaaTs. The following is an example of what we found in this
review. .

In 1958, the contractor involved began leasing land and buildings at
three locations for the performance of Government contracts. By
the end of 1963, the leased land and buildings at these locations con-
sisted of about 340 acres of land and more than 890,000 square feet
of building space which had been acquired by the lessors at an esti-
mated cost of $21.2 million. ’ .

Under the terms of the leases which were for 20 and 25 years, the
contractor’s fixed rental costs will be about $34.1 million, or 160 per-
cent of the estimated acquisition cost. We estimated depreciation on
the buildings to'be about $15 or $19 million less than the rental charges.
The Government’s share of the rentals in excess of depreciation wilt
be about $18.1 million. . ,

At two of the three locations, we found that the contractor either
had owned, or had possessed a contractual right to purchase the land
upon which the leased facilities were ultimately erected, but had sold
or transferred its rights to the land to the lessors immediately prior
to the construction. The buildings were erected according to the con-
tractor’s specifications or renovated to meet its requirements.

Chairman Proxmire. Was there collusion involved here?

Mr. Staarts. I think it is.purely a case where he found it to his eco-
nomic advantage to lease because these were the ground rules under
which reimbursement was made.
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Representative GrirrrTHs. Who was the contractor you are men-
tioning? o AR
Mr. StaaTs. I do not know. I do not believe it was mentioned in the
report. :

Mr. Barey. No. .

Mr. Staars. We have cited these as illustrations.

Representative Grirrrras. I don’t think it is any problem to find
out who the contractor was, if you know all those facts, so would you
supply it? In how many instances on this was this a subsidiary and
parent company, or some other such arrangement, or vice versa?
~ Mr. Staars. We would have no difficulty, I think, in supplying that
information. However, Mrs. Griffiths, in supplying the names of con-
tractors, we do not like to do this without giving them an opportunity
to comment on our findings. ' .

Representative Grirrrras. You supply them. We will invite them
all in to explain what they were doing. )

Mr. StaaTs. We do not think that 1t is in the interests of the Govern-
ment or the interests of the Congress to present only one side of a
question. Our position here with respect to the contractor is exactly
the same as it is with respect to an agency of the Government.

If we are submitting a report on the OEO or any other Government
agency, we supply the Congress with their rebuttal. Now, we are not
infallible. Sométimes we make mistakes. .

Representative Grrrrras. If they do not respond to your inquiry,
then they are home free; isthat right? o

Mr. Staats. If they do not respond to the inquiry, then we go ahead
and submit the name anyway. )

Representative Grrrrrras. I see. How long are we going to have to
wait ?

Mr. Staats. We give them the opportunity. . .

(Further information relating to the preceding discussion was sub-
sequently received and appears below :)

COMPTROLLER GENERAL OF THE UNITED STATES,
Washington, D.C., January 18, 1968.
B-140389.
Hon. WiLLIAM PROXMIRE,
Chairman, Joint Economic Committee,
Congress of the United States.

DEAR MR. CHAIRMAN : At the hearings held November 27, 1967, before your
Subcommittee on Economy in Government, a question was raised as to the
identity of the contractors included in our review of the practice of leasing land
and buildings used almost exclusively in the performance of Government
contracts.

We are presently receiving contractors’ comments on our draft report which
will be considered in the preparation of our report to the Congress. We plan
to issue our report about the end of March at which time we expect to be in a
position to furnish you with the contractors’ names.

At the hearings we were also questioned as to whether there was any com-
pany or othr type of affiliation between the lessors and the lessees. We are pres-
ently examining into this matter and expect to furnish you with any information
we shall obtain at the same time.

Sincerely yours, -
(Signed) ELMER B. STAATS,
Comptroller General of the United States.
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Representative Grirrrras. How long do we have to wait for the
answer? -~ . : . N

Mr. StaaTs. We try to make it as short as we can. It is seldom more
than 60 days. L .

Representative Grirrrras. You will supply these names, then, com-
pletely to this committee ?

Mr. Staars. We will supply the names, if the contractor makes no
response to our invitation, or if he does respond, then we include, in
addition, his difference with us in our report. . , S

If he agrees with us, we simply make note of that, but if he dis-
agrees wit%l us, then we like to present his view, in all fairness to him.
We feel that it is a more valuable document to the Congress, if the
Congress knows wherein they disagree with us. -

Chairman Proxmire. Let’s see 1f we understand this. If he agrees
with you, you don’t—— ,

Mr. Staats. We simply take note of that fact.

Chairman ProxMire. You simply take note of the fact, but you don’t
disclose the identity of the—— g

Mr, Staats. Yes.

Chairman Proxmire. You do?

Mr. Staats. Oh, yes. .

Chairman Proxmire. All right, fine. (See further statement of
Comptroller General, app. 12, p. 604.)

Representative Rumsrerp. Isn’t it correct that this is a new policy
on the part of GAO within recent years? : _

Mr. StaaTs. I cannot speak beyond the time when I became Comp-
troller General, but I am firmly of the view, myself, that an oppor-
tunity for comment by the contractor is a valuable thing. -

Representative RuMsrerp. Are you suggesting that they. have not
had ;zan opportunity to comment, during the course of your investiga-
tion ? - :

Mr. Staars. Informally; yes.

Representative Rumsrerp. Of coursethey have. o

Mr.. StaaTs. Informally, yes, but this might be at different levels
within an organization, and I think that that is something quite dif-
ferent than when a company has a draft report before them. Ordi-
narily, the informal contract with the contractor will be through one
of our regional offices, and it may cover only one segment of the prob-
lem. The contractor may have other operations in 0'&—1‘:1‘ regional offices
where the other segments of the contract operation will be looked at.

These are eventually tied together in a draft report in our organiza-
tion, and it is forwarded to the top level of the contractor’s for com-
ment. In this way, the overall position of the company in regard to the
problem is obtained. While we may be satisfied we are absolutely cor-
rect—and I think we do have a very good record in this regard—we
nevertheless feel that it makes a more valuable document, a more useful
document, to everyone concerned, aside from the question of fairness
to the contractor. : . - . .

Representative Rumsrerp. Is it really your testimony that you don’t
know whether or not this is a new policy for GAO? .

Mr. Werrzer. Mr. Rumsfeld, could I answer that question? .

Representative RuMsFeLD. Goahead. o
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Mr. Werrzer. This is not a new policy for GAO. »

_ Representative Russrerp. I was asking Mr. Staats if it is his testi-
mony whether or not that he really doesn’t know this is different from
say 5 years ago.

Mr. StaaTs. I do not believe that there is any change, if my under-
standing is correct, in the announced policy. I do know that there was a
great deal of feeling among contractors that they were not always
given a full opportunity to present their views on draft reports.

Representative Rumsrerp. If they now are given full opportunity,
isn’t that a change of policy? ’

Mr. Staars. Let’s put it this way. It is my policy, and I really don’t
feel that I can comment with respect to the practices that prevailed
prior to the time I became Comproller General, but to the best of my
knowledge, this is not-a change of policy. i

But I do know, from my visits with many contractors and many
contract organizations, that they felt they had not always had a full
opportunity to present their views, and that sometimes the reports were
issued without their being given advance notice, which we do now:

They have our report by the time that it reaches the press, so they
may make additional comments if they wish to-do so. But I would like
to emphasize that we do not tolerate a situation where a contractor just
asks for delays and delays. We have had this experience also. ‘

We feel that if the contractor has a reasonable time—if it is a simple
report—we will try to get his reply within a matter of a few weeks. We
dg 1(1101:, unless there are very special circumstances, extend this beyond
60 days. ’

Mr. Werrzer. Mr. Chairman, it might be helpful if I could clarify
the record slightly on that point. :

Chairman Proxmire. Fine, Mr, Weitzel, go right ahead.

Mr. WerrzeL. We have long had the policy of sending our draft
Teports to agencies, or to contractors where the material in the report
could be construed as being critical of the contractor’s operations.

At the hearings before the House Subcommittee on Military Opera-
tions of the House Government Operations Committee back in 1965,
criticisms were leveled at the General Accounting Office for its alleged
failure to completely check these reports with contractors.

For example, it was charged that sometimes we sent the reports in
draft form to contractors, got their comments, and then substantially
changed the reports before issuance to the Congress. So after the
Holigeld hearings, we did say that we would emphasize our policy of
checking with the agencies and with the contractors any draft reports
in which they were concerned.

Now, this was partly for the benefit of the auditors but also for the
benefit of the Congress and for the General Accounting Office, to insure
that our facts were on line and to insure that our reports were in proper
perspective, Tt is not only a matter of fairness and objectivity, it is a
matter of accuracy and completeness in the reports. We follow the
practice now of sending our drafts to contractors when they are men-
tioned in the reports, and we will be glad to furnish the names of the
contractors after we have had a chance to do this.

When we are making reports, we do not feel that it is necessary to
send the draft to the contractor, if his naime is not mentioned in the
report. Eliminating this step speeds up sending the report to Congress.
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- T would like to c¢all attention to the fact that the thrust of this point
about the lease versus purchase of facilities is not against the con-
tractor, but in favor of having the armed services procurement regula-
tion amended to differentiate between leased facilities and purchased
facilities. Now, it would not be to the interest of contractors in many
cases to purchase facilities becatse they are not any more favorably
treated under the weighted guidelines, and because there is no reim-
bursement for interest on borrowed capital under the armed services
procurement regulation. o o

" Chairman Proxmirge. This is the point Mr. Staats is about to make
in his statement, I think. S :

Mr. StaaTs. I would like to make one further point on the matter of
releasing names of contractors. If we find a situation, as we did in the
Olin Mathieson case, where we feel that there is a specific problem with
a given contract; we obviously do not submit our report until we have
checked it with the contractor and the contractor. is identified in that

- report. S -

I%Vhile we have been attempting to do as much as we could to obtain
contractor’s comments, if we feel that we have identified a problem
which may be a more general problem, we try to-go into a large number
of contractors to be sure that we are not just taking an unrepresentative
_group or-an isolated case. If we take, say, 15 or 20 contractors and then
try to check out with every single one of them before we release our
report, our report gets pretty stale. = o 8

“We feel confident in our ability, if we cover that many contractors,
to cite illustrations or cases without checking the contractors, so that
we can make our point with respect to the policy or the armed services
procurement regulation, without going through this review process
with the contractor. - o : )

Representative Rumsrerp. Mr. Chairman, if I may pursue this, since
Mr. Staats is still on the subject here.- The report that I was just
handed, that was released today, November 24, I don’t see the name of
any contractors. Are there any ¢ Does anyone know
+ Mr. StaaTs: There are no names in that report. - -

Representative Rumsrerp. Nonames? -

Mr. Sraars. No. o '

Representative Rumsrerp. So, what you are doing is issuing reports
that are protecting completely the names of every single contractor
that was involved In any way with the work that you are reporting on
in a somewhat ¢ritical way? ‘ e

Mr. Staats. You see, the trouble with releasing the names of the
contractors here, Mr. Rumsfeld, is that anyone who is"familiar with
the defense contracting business would not have too much difficulty
in-associating the names with the examples, if we release the name of
‘the contractors, even though we didn’t 1dentify them with particular
cases. - o i ‘ : :

It is perfectly possible, and feasible, and we would be very glad to
go through a further step-of checking it out with the individual con-
tractors who were covered in 6ur report, and then making that infor-
mation available to you. L o S

Representative Rumsrerp, This is' what bothers me. You have -al-
ready checked it out with the contractors because you have been work-
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ing with them on the audits in the GAO work that led to the develop-
ment of the report. This takes a period of months, sometimes years.
I serve on the Military Operations Subcommittee of the Government
Operations Committee. » T

Mr. Staats. Yes; I know. - L

Representative Rumsrerp. And I happen to disagree with the sub-

committee report you referred to and issued dissenting views. I won’t
go back into that. But, the cold hard facts are, you have been dealing
with these people daily to get the information you are commenting
on. It certainly would not come as any great surprise or require any
long period of months for them to be made aware that their name
would be in the report. T am concerned, because I look at the GAO re-
ports and they are sterile. They really don’t deal with the problem.
" Chairman Proxmire. Can you give us a notion of the timing, be-
cause as I understand it, an(f, I understand your position very well,
and there is a lot of logic to what you say, you feel that you would
like to make these reports as promptly and freshly as you can to.the
Congress, when they are fresh and the information 1s appropriate
and timely, so you can take timely action.

You say after the report has been made, even though you have been
dealing with the contractors, after the report has been made, the con-
tractors should have an opportunity to comment on it before their
names are disclosed. i : .

Now, what is a reasonable period of time for them to see the report,
and I understand the timing on this, on the assumption, No. 1, which
you would like to do, is to make the report to this committee and other
committees as soon as it is fresh. T

Then, No. 2, if the committee desires to know the names of the con-
tractors, or if you desire to disclose their names, you give the contrac-
tors an opportunity to read the report, and I can see that might take
a few days. I cannot understand why it would take a matter of months
or longer. ’

Mr. Staats. I don’t think it is a matter of months, Mr. Chairman. I
think in this case I would be greatly surprised if we would need more
than 8 or 4 weeks, but I do think that it is impossible to release the list
of contractors here without making it perfectly apparent who the con-
tractors are and the cases which are—— ~ ‘ Ty e

Chairman Proxmire. In this case you gave as a draft of the report
last May, is that right? ' - S

Mr. Staars. That is right. We have had.the report before the De-
fense Department—— coLL

Chairman Proxmire. Why hasn’t this been cleared with ‘the con-
tractors? : :

Mr. Staats. We hadn’t really thought it was necessary to the point,
because the objection of the report was to report on the Defense De-
partment’s administration of this area. -

Representative Grirrrras. Who are you supposed to be representing,
the taxpayers of the country or the contractors? : ’

Mr. Staars. We are, I hope, representing the taxpayers and the Con-
gress of the United States. :

Representative GrrrriTaS. So do I. I mean what is really wrong with
knowing who these people are and what they are doing ? ’
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Mr. Staats. There is nothing wrong with it.

‘Representative Grrrrrras. I don’t think there is either. L

Mr. Staats. We are not saying that there is anything wrong with it.

Representative Rumsrerp. In effect you are, because what you do
is you issue a report that has no names, and then unless some Con-
gressman asks for the names, no names will ever be supplied.

" If some Congressman asks for the names, then over a period of a
‘month or two, 60 days at the most, the name might be forthcoming.
Public officials serve in a goldfish bowl, and there are plenty of people
anxious in line to run for public office, and so, too, with contractors.
They know when they enter into a contract with the Federal Govern-
‘ment that the relationship they enter into is different than it is when
theﬁ enter into a contract 1n the private sector, because they are dealing
with taxpayers’ money and there is no shortage of people standing in
line for Government contracts. .

Mr. StaaTts. Take the case of the report we did under the Truth in
Negotiations law. We had 242 different contracts there. We are not in-
terested in a case like that in pointing a finger at individual contrac-
tors. We are interested in finding out whether the Government itself is
carrying out the regulations which have been issued.

Representative Rumsrerp. You are talking about the other half of
the question. I was obviously referring to the other side.

Mr. StaaTs. Basically we are interested in whether the Government
itself is carrying out its contracting operations adequately and in ac-
cordance with the law. We are not interested in trying contractors per
se when, as in the case we are talking about here, the Armed Services
Procurement Regulation is primarily at fault.

Representative Rumsrerp. I appreciate there are two sides to it.

Chairman Proxmire. Why can’t we change the regulations or change
the policies and simply provide that immediately when the report is
made, the contractor specified in the report will be notified and given
an opportunity to comment, and within 2 weeks, it will be disclosed.

. Representative Rumsrerp. That doesn’t solve it because they are not
specifying contractors in the report.

Chairman Proxmire. You can’t very well specify, if the contractors
haven’t had an opportunity to read the particular report. They may
have worked with them right along. .

Representative RumsreLp. You mean the contractor referred to but
not specified. ,

Chairman Proxmrre. That is right. Two weeks wouldn’t make the
replorts stale. Two weeks would be an ample opportunity to give a
reply. \

Mr. Staats. In this case I would be surprised if it would take more
than 2 weeks to supply this information. I want to emphasize again,
though, Mrs. Griffiths, that if we feel that there has been something
wrong with respect to the performance by the contractor himself, we
will not hesitate to name the contractor. -~ ' -

I want to make this very clear as a part of my statement of the policy
that we follow. We would still give the contractor the right to state
his position on it. - »

. The line we have attempted to draw, and again we are not infallible,
is that if we are trying to get at a basic problem of the regulations, of
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the law, or the administration of Governmentcontracts, we want to
take as large a number of cases as we can, in order to be sure that our
sample is representative, and that we are not giving-anyone erroneous
information with respect to what may be an isolated case.” =~

Representative Grrrrrras. I agree with you.that you need some gen-
eral information, but general information is never going to make pur-
chasers out of the Defense Department. You also need some specifics
and if you would now point out the contractor that leased his own
land and so forth and so on and paid the lease price, thus running up
the cost, I would say it would have a very good effect upon the pur-
chaser who had entered into that deal. Anybody that is purchasing for
the Government that doesn’t have much better sense than that shouldn’t
be purchasing. That is the whole problem. You aren’t just protecting
the contractor. . , . : ‘

Mr. StaaTs. As we see it, the problem ison the Government side.

Representative Grirrrras. We are protecting the Government itself
and I really don’t think they deserve protection. I feel that anybody
that wasted this type of money should %e at one time or another asked
to account for it. You are never going to improve the quality of pur-
chasing unless you do something about it. : : .

Representative Rumsrrrp. You say that if you feel a contractor has
done something improper with respect to his procedures, GAO makes
the name public. Let’s take this example, in your report. You say :

One year after an 8,000-ton forge press, costing $1.4 million, was installed it
was used extensively for commercial production of a jet engine midspan blade.
In the 8-year period ending December 31, 1965, the 8,000-ton press was used 78
percent of actual production time for commercial work while the majority of
government procurement of midspan blades was processed on ‘0ld 4,000-ton
presses. : :

(Seeapp.4(a),p.411.) - , i

Now, looking at both sides of the equation, you could say that that
isimproper on the part of the contractor. :

Turning it around, you could say that the fact that the Government,
in entering into the contract, did not specifically provide against that,
did not specifically impose penalties for that course of action, that it is
the Government’s fault. ‘ :

Ultimately everything could be the Government’s fault in every
single aspect of procurement for not writing into the contract some
prohibition. Tsn’ this true ? Is that improper? You cited it as a finding
that you feel is improper, and yet you have not mentioned the con-
tractor’sname. _

Mr. Staats. I feel that the Government—and I agree with what
Mrs. Griffiths says here—I think the Government as a responsible
buyer has the obligation to enforce its own laws and its own regula-
tions. I think we as an agency of the Congress have the responsibility
to point out where this is not being done. ' :

There is always a question of how much of this blame rests with the
contractor and how much of it rests with the Government. It seems to
me that basically what we are after is to find out whether the Govern-
ment itself is administering its laws and regulations adequately. In
this case I believe the difficulty we have pointed out clearly was a fault
on the side of the Government. There are rules and regulations which
were not enfored, that were not applied.
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FREEDOM OF INFORMATION ACT . .

Representative Rumsrerp. Could you supply for the record a copy
of the General Accounting Office’s new regulations in compliance with
the Attorney General’s recommendations after the passage of the
freedom of information, public recordslaw? ’

Mr. StaaTs. Yes; that information is available. ‘

Representative Rumsrerp. Specifically, how it deals -with this
question. S ‘ S SR

“Mr. Staats. We could give you our preliminary regulations. I should
point out, though, that while we are not covered under the law, we
have taken action on our own. - ’ .

~ Representative RumsreLp. I understand you have.

Mr. Staars. We think this was only proper on our part, being an
agency of the Congress. ' '

Representative Rumsrerp. Right. )

Mr. Staats. But we could also relate our regulations to the specific
problem you have raised here. -

Representative Rumsrerp. Thank you. S

(The following material was supplied by the GAO?)

The regulations issued by the General Accounting Office implementing the
Treedom of Information Act are not applicable to the availability of informa-
tion in the General Accounting Office to Committees of Congress. )

Furnishing to the public the names of contractors involved in General Ac-
counting Office audit reports, when the contractors are not identified in the re-
ports, would be prohibited under the paragraph of the regulations governing
information contained in the investigative files by GAO (Paragraph 5(7)).

The procedure for obtaining comments of contractors concerned in GAO audit
reports is contained in our booklet, “Audits of ‘Government ‘Contracts.” -

COMPTROLLER GENERAL OF THE UNITED STATES,
‘Washington, D.C., July 3, 1967.
B-161499.
Heads of Divisions and Offices: )

1. While the General Accounting Office is not subject to the Administrative
Procedure Act, we nevertheless, as a public agency, have taken cognizance of
and adopted in practice, to the extent appropriate to the functions and duties
of our Office, the public information section of that act (section 3; 5 U.8.C. 552).
A continuation of that policy with respect to the revised public information
section which is to go into effect July 4, 1967 (Public Law 90-23, approved June 5,
1967), is deemed appropriate; and it will be our policy to make the fullest possi-
ble disclosure of information consistent with our respongsibilities as an agency of
the Congress.. The implementation and administration of the foregoing policy
shall be the responsibility of the Director, Office of Administrative ‘Services.

2. The head of each division and office, separately or jointly if appropriate,
shall 'submit as soon as possible to the General Counsel information necessary
for the preparation and the publication in the Federal Register of a current
and complete statement of the General Accounting Office containing the following :

(A) Descriptions of its central and field organization and the established
places at which, the officers from whom, and the methods whereby, the
public may secure  information, make submittals or ‘requests, - or obtain

. decisions. .

(B) ‘Statements of the general course and method by which its functions
are channeled and determined, including the nature and requirements of all
formal and informal procedures available.

(C) Rules of procedure, descriptions of forms available or the places at
which forms may be obtained, and instructions as to the scope and contents
of all papers, reports, or examinations. )

(D) Substantive rules of general applicability adopted as authorized by
law, and statements of general policy or interpretations of general appli-
cability formulated and adopted by the Office. )
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3. (a) There shall be established and maintained in the General Accounting
Office Building, Washington, D.C., under the supervision of the Chief, Legal
Reference Services, Office of the General Counsel, a public reading area.

(b) In the readmg area there shall be avallable for public inspection, and
copying, final decisions, opinions, statements of policy, and Instructions (in-
cluding staff manuals) which may be relied upon, used or cited as precedent
in the determination of rights, privileges, and obligations of members of the
publie.

(e) The materials to be available in the public reading area shall: be selected
by the General Counsel after consultation with the divisions or offices which
may be concerned.

(d) To the extent required to prevent a clearly unwarranted invasion of
personal privacy, the Chief of Legal Reference Services shall delete identifying
details from materials made available in the public reading area. The justifica-
tion for any such deletion shall be fully explained in writing.

(e) There shall be maintained in the public reading area for public use
a current index of materials issued, adopted, or promulgated after July 4, 1967,
which are to be made available in the reading area for public inspection and
copying.

(f) The index (and current supplements) of materials made available in
the public reading area at Washington should be distributed to the various
regional offices for guidance in determining what information or documents
may be readily made available to the public.

4. (a) A request of a member of the public for an opportunity to inspect
or-for a copy of an identifiable record of our Office not otherwise publicly
available should be forwarded to the Director, Office of Administrative Services,
who shall promptly acknowledge and record the request. A request received by
a division or office concerned with a record sought should be forwarded to the
Director, Office of Administrative Services, with an expression of views and
recommendations as to the disposition.

(b) The Director, Office of Administrative Services, after consultation with
divisions or offices (or other Government agencies where appropriate) having
a continuing substantial interest in the record sought, shall promptly honor
the request if no valid objection or doubt arises as to the propriety of such
action and the requester is willing and able to pay the costs of locating
the record and making it available for inspection or being furnished a copy.
In making records available for inspection, General Accounting Office field
offices may be used.

(c) In the event of an objection or doubt as to the propriety of honoring a
request, the matter should be immediately referred, with an explanation, to
the General Counsel for an opinion as to whether a valid basis exists for denial
of the request. If the General Counsel agrees that there is a basis for with-
holding the record, the Director, Office of Administrative Services, shall deny
the request.

(d) A person whose request is denied should be informed that he may submit
a written request to the Comptroller General for reconsideration.

(e) Fees for furnishing copies of records and certifications of authenticity
shall be collected in accordance with the schedule of rates preseribed in para-
graph 7 of Comptroller General’s Order No. 1.10. To the extent personnel ‘is
available, a records search will be performed for reimbursement at the follow-
ing rates:

(1) By clerical personnel at a rate of $4 per person per hour.

(2) By professional personnel at an actual hourly cost basis to be estab-
lished prior to search.

(3) Minimum charge, $2.

There should also be collected any incidental expenses such as the cost
of transportation, if in excess of $0.50, incurred in making records available
or the furnishing of copies. }

5. The public disclosure of information and inspection of records contemplated
by the foregoing instructions shall not be applicable to matters that are—

(1) specifically required by Executive order to be kept secret in the
interest of the national defense or foreign policy ;

(2) related solely to the internal personnel rules and practlces of any
agency; ’

(3) specxﬁca]ly exempted from disclosure by statute;
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(4) trade secrets and commercial or financial information obtained

' from any person-and privileged or confidential; e :

(5) inter-agency or intra-agency memorandums or letters which would
not be available by law to a private party in litigation with the agency;

! (6) personnel and medical files and similar files the disclosure of-which

would constitute a clearly unwarranted invasion of ‘personal privacy;

(7) investigatory files compiled for law enforcement purposes except
to the extent available by law to a private party; :

(8) contained in or related to examination, operating, or condition
reports prepared by, on behalf of, or for the use of any agency responsible
‘for the regulation or supervision of financial institutions; and

(9) geological and geophysical information and data (including maps)
concerning wells. :

Note.—See Attorney General’s Memorandum on the Public Information see-
tion of the Administrative Procedure Act, June 1967, for a general discussion
of the above exemption clauses.

6. The foregoing instructions shall control insofar as they are at variance
with existing orders, and the latter should be considered as modified to that
extent. But nothing herein should be considered as authorizing the changing
of existing practices with respect to congressional correspondence.

7. The Director, Office of Administrative Services, and the General Counsel
shall immediately undertake in-light of the foregoing instructions, as a joint
project, the revision of Comptroller General’s Orders No. 1.10, Safeguarding
Official Documents and Papers of the General Accounting Office, No. 1.3, Intra-
Office Decisions and Instructions, and any other order modified by the instruc-
tions herein. The Office of the General Counsel shall be responsible for the
preparation of any revised order as a codified document in the event publica-
tion in the Federal Register is decided to be appropriate.

8. This memorandum shall be effective immediately.

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

Chairman Proxmire. Go right ahead, Mr. Staats.

Mr. Staars. To continue on this subject of lease versus purchase
by contractors of facilitiesand equipment.

In addition to the fixed annual rentals, the contractor obligated
itself to provide maintenance and insurance protection and to pay
all real estate taxes and assessments. Since the contractor assumed
the obligations normally associated with ownership of real property,
it appears that the principal function performed by the lessors was
to finance the construction of the facilities.

We believe that the armed services procurement regulation—and
this is our main point—encourages contractors to lease facilities.
Contractors who lease their facilities and contractors who purchase
their facilities receive the same fees under profit guidelines in the
regulation. On the other hand, a contractor that utilizes Govern-
ment facilities may be penalized by a reduction in the rate of profit
of up to 2 percent. Further, the ASPR does not allow reimbursement
of interest costs for borrowed capital if the contractor decides to
acquire real property through purchase rather than lease. )

It is our view, therefore, that the contractor which purchases its
facilities contributes more to the performance of Government eon-
tracts than the contractor that leases such property and that this
should be recognized in contract negotiations. '

‘We believe the armed services procurement regulation should be
revised to distinguish between owned and leased facilities in estab-
lishing profits or fees. We previously made a report on long-term
leasing of buildings and land by another Government contractor.
In reply to our report we were advised that the Department’s Armed
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Services Procurement Regulation Committee has been asked to review
the rental cost principle particularly as it relates to long-term non-
cancellable leases. Our current review, we believe, offers further sub-
stantial evidence of the need for revising the Department of Defense
regulation.

Accordingly, in a recent draft report, we have recommended that
action be taken to promptly complete this review by the Armed Serv-
ices Procurement Regulation Committee and to reach a conclusion
on this matter. We have not yet received the Department’s comments.
I am sure that the Department, when they testify before the com-
mittee, will advise you as to the status of their review.

SmarLrL PURCHASES

Mr. Staars. Turning now, finally, to small purchases, on August 3,
1967, in hearings before the Subcommittee for Special Investigations,
House Committee on Armed Services, we stated that present and
future plans for our procurement work included reviews of procure-
ment systems—small purchases. At about the same time a member of
that subcommittee, Congressman Pike, requested our assistance in de-
termining the reasonableness of prices paid for a number of small
purchases by Department of Defense procurement offices.

In view of the above congressional interest an examination into the
reasonableness of prices pald by selected Department of Defense pro-
curement offices was given top priority for our initial work in the
area of small purchases. :

In addition, because of the attention drawn to this area, the As-
sistant Secretary of Defense, Installations and Logistics, on August
18, 1967, requested that the Army, Navy, Air Force, and Defense Sup-
ply Agency appraise the adequacy of performance in the small pur-
chase area by reviewing the staffing, training, supervision, and
accomplishment of daily tasks. He requested that the apgraisals be
accomplished within 60 days and that a summary of the results, includ-
ing action taken or planned, be submitted to him.

The summary report submitted by the Defense Supply Agency
pointed out that the Agency has several problems in the small pur-
chase area, most prominent of which are: (a) lack of descriptive data
concerning items to be procured as small purchases, (b) need for
training of procurement personnel who handle small purchases, and
(c) need for improved supervision and review of buyers’ actions.

The Agency has taken or plans to take action to obtain better data,
to increase training, and to improve supervision and review. Other
actions are being considered. We have not yet had the opportunity to
review the reports submitted to the Assistant Secretary by the Army,
Navy, and Air Force. : ' : ‘

At the present time we are working with agency representatives
who made these appraisals. We are reviewing the cases considered,
including their findings, and actions being taken to correct the de-
ficiencies disclosed. '

We have examined a sufficient number of individual cases to assure
ourselves that a need exists for improvements in establishing the rea-
sonableness of prices to be paid for small purchases. We believe that
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by the early part of next year we will have completed our tests of the

work performed by the military services, reviewed the actions that
they have taken or plan to take, and be in a position to reach a conclu-
sion as to what further actions are appropriate. o

In addition, we intend to apply our resources to overall reviews of
purchasing systems for small purchases. These reviews will include
(a) size and frequency of buys, (b) automation of procedures, (c)
paperwork routines, and (d) their effect on administrative leadtime
and each other. ‘

I should add here, Mr. Chairman, that we contemplate a report to
the Congress on the subject of small-purchases early in the year, we
hope by February or March. This is an important area. ’

SMALL PURCHASES 90 PERCENT OF ACTIONS, VALUE $4 BILLION

In terms of transactions, the bulk of transactions are in the small
urchase area. In terms of total amounts if you consider actions of
§10,000 and under as small purchases; it amounts to something over
$4 billion of our total procurement bill. In terms of numbers of pro-
curement actions, it is more nearly 90 percent. v
Mr. Newman. About 11 million transactions. .
Mr. Staats. So this is a very important area, and we plan to be
reporting to the Congress on the subject in February or March.
Chairman Proxmire. Mr. Staats, I want to thank you for your usual
very, very competent report, and I want to say once again, thank
heavens for your GAO and for the fine leadership you and your out-
standingly able staff have been giving in this area.

*I hate to think of the kinds of situations we would have without you.,

‘We certainly need you and we are very grateful for the work you are
doing, and have done. Qur questioning, of course, sometimes is critical.
I am sure you understand that. Questioning has to be, often, but I am
sure all members agree that we have great confidence in you, and we
are grateful for the job you are doing. : .

INCREASE IN NEGOTIATED PROCUREMENT

Now, I would like to ask about the procurement area which you
sketched out so well at the beginning. You pointed out that a very
large proportion of all our procurement is not by competitive bidding,
but by negotiation, and the staff has told me that that area of procure-

ment, Government buying, has gone up 1 percent; in other words,
from about 84—nearly 85 percent—to over 86 percent in the last year.

"INCREASH IN AWARDS TO 100 LAR(;-EST "FIRMS

They also tell me that the share of procurement of the 100 largest
firms has also increased.® That has increased 1.7 percent, I understand.
So, obviously, it is even more important than it has been in the past
for us to make sure that the Truth in Negotiation Act, for example,
and other regulations are enforced so that this procurement can be as
efficient as possible. e :

6:See épp. 7,p.535. - . e K
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ACCESS TO CONTRACTORS’ RECORDS

In this respect, I notice that you say on page 3 that the Secretary of
Defense has issued, the Deputy Secretary has issued, & memorandum
granting access to contractors’ records of performance, and you feel
that this makes it unnecessary for the Minshall bill, or the Proxmire
bill to be enacted, because this complies with the intent of our proposals.
(See Congressman Minshall’s statement, p. 244.) ‘

Now, I would like to ask in this connection, have these new regula-
tions been finally adopted? '

Mr. Staats. No. ‘ .

Chairman Proxmire. This is just a memorandum. It doesn’t have
much force. ‘ ’ ‘

Mr. Staats. This is a memorandum, and the memorandum has been
incorporated in a draft of an armed services procurement regulation
which is now out to the industry for comment. :

Chairman Proxyire. What is the timing on thiskind of thing ?

Mr. Bamey. The last information I had was they expected comments,
I think, the end of this month. ‘

Chairman Proxmire. And then what happens? v

Mr. Bamey. Then the Defense procurement circular will probably
go to the printer. It would have to be printed and sent out to all of
the buying officers of the Department of Defense for implementation.

Chairman Proxmire.  When do you expect that this will become
effective? : v ‘

~ Mr. Bamey. Well, it is rather hard for us to give an estimate, Mr.
Chairman. ,

Chairman Proxmre. On the basis of past experience, and so forth,
what would be a reasonable time—a year ? :

Mr. Ngwman. Mr. Chairman, this is a highly controversial item.

Chairman Proxmire. Six months?

Mr. NewmaN. I would not want to estimate anything under 6
months.

Mr. Staats. I believe that Mr. Morris will probably be in a better
position to give you definite information. (See p. 162.)

"Chairman Proxuire. It is hard for this Senator to understand why
it is controversial. It seems logical that DOD should have access to
the contractors’ records. :

Without this, in view of the fact that the bidding isn’t competitive,
on the basis of advertised competition, there is no way that DOD:
could be sure that the procurement is at a reasonable cost and that the
procurement doesn’t result in excessive profit. ‘

DOD!S PRESENT POSITION ON ACCESS TO RECORDS

Mr. Staars. Mr. Chairman, as you know, the Department of De-
fense did not fully agree with the conclusions we made in our report,
and which we reported on at our May hearing.

Chairman Proxuire. I understand; but they did issue this memo-
randum indicating that they did agree in general with the thrust of
what you were trying to get at.

Mr. Staats. I think that even though they disagreed in part, they
have now—we give them great credit—moved forward in a very
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affirmative way in the actions which I have summarized in my testi-
mony in terms of trying to deal with the problems, and I think the
fundamental point that we would make, even though there may be
some disagreement on details and specifics, is the fact that 86 percent
of our procurement is in the negotiated area, and the fact that the
total of our Defense expenditures have grown so rapidly—

Chairman Proxmire. Right. :

Mr. Staars (continuing). Which means that we should not leave
any stone unturned with respect to being sure that we have the kind
of information that we need in the negotiation of these contracts.

Chairman Proxumire. So, No. 1, it will take 6 months at best, prob-
ably, before we can get action; and No. 2——

Mr. Bamey. If I may interrupt here and clarify a bit, I am ad-
vised by my collea{les that this particular procurement circular went
to the printer 2 weeks ago. :

Chairman Proxmire. Oh, good. - :

. Mr. Basey. And it should be issued very shortly.

Chairman Proxumire. Well, that is great news. I am delighted to
have that correction. It is most helpful. What has been the DOD
record on enforcing their regulations? What can we expect here?

Mr. Staars. We have no reason to believe the regulations will not
be effective, and in this case, if they go through with the training pro-
gram that they have outlined——

Chairman Proxmire. You told us about, incidentally, I thought, in
the presentation, it was interesting and helpful, but it suggested (a)
they have a film, and then (b) they send out information, but I didn’t
see any effort to put the procurement officials through a training pro-
gram, courses, examinations, and so forth.

DOD TRAINING SEMINAR

Mr. Staats. Here is an outline of the training seminar on certified
costs or pricing data, Public Law 87-653, which is dated September,
and which has been used in their training program. The film itself is
designed to serve as a training purpose. We have the script and we
have seen the film.

_Chairman Proxmire. Do you think that this is sufficient, in. your
judgment, to provide the kind of competence that is necessary ¢

Mr. Staars. We can’t be sure that it is, Mr. Chairman, but we feel
that the actions which have been taken to date, if they are carried
through, should be extremely helpful in meeting the problems which

we have identified.

Now, the area which has been most controversial between the De-

fense Department and ourselves, has to do with the feasibility of

documentation of the cost data supplied by the contractors, and
whether it is desirable or necessary in fact to supply all of the data
which we have indicated in order to be in compliance with the law.

CONTRACTORS’ OBLIGATION TO FURNISH DATA

The obligation, as you well know, in the law was placed on the con-
tractor to supply this information. We do not feel it is adequate

87-847—68——4
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simply to have an auditor’s report saying that he has seen all this
information, and that it is all current and complete. B

Chairman Proxmire. Well, the crux of it is the access to the informa-
tion; isn’t that right? : . :

Mr. Staaxs. That is right. There has to be more than that. That
auditor may be off in some different part of the world when the per-
formance of the contract has been completed. There has to be some
audit trail, as the auditors call it, some adequate documentation of the
specific data on which the price negotiations were based and which the
contractor submitted and certified. ’

Chairman Proxmire. Because there is a flagrant record of violation
of the Truth in Negotiation Act of the requirement for making this
information available, having it available, on the basis of your study
which you had made clear to us last spring, no question a,%out it.

Mr. Staars. Well, I don’t know whether 1t would be accurate to call
it a violation of the law so much as it is the failure to fully implement
the regulations issued pursuant to the law, which required the con-
tractor to submit the cost data that went into the negotiation.

Chairman ProxMIRe. At any rate, there is no protection, it would
seem to me, for the taxpayer against a contractor who, on the basis
of the practices of the Defense Department, wants to.charge an exces-
sive price. '

. DOCUMENTATION ESSENTIAL

Mr. Staats. The documentation has to be there.

Chairman Proxmire. It has to be there.

Mr. Staats. And reasonable people may differ in specific cases. But,
this is the crux of what we are ta%nng about here. :

As Mrs. Griffiths has pointed out, we are dealing with procurement
people and audit people down the line, and if they don’t have this
information, if they don’t know what the story is, they don’t know
what the policy is, then the Government is just as bad off as if it had
been done willfully, as far as the end result is concerned. .

APPLICATION OF DOD ORDER TO SUBCONTRACTS

Chagirman Proxmire. Now, let me ask: Does this apply to subcon-
tracts?

Mr. Staats. There are three points.

Chairman Proxmire. Does the order extend to subcontracts, the
memorandum ? ’ :

Mr. StaaTs. No; it does not.

Chairman Proxmire. It does not? Shouldn’t it? Don’t subcontracts
represent a very large proportion of this? Yes?

Mr. Barrey, The document that I saw, that was proposed, indicates
that the clauses will provide a flow down of audit rights to the subcon-
tracts. Is this correct, Mr. Hammond ? ‘

Mr. HammonD. Yes.

Chairman ProxMrre. You say, then, it does apply to subcontracts?

Mr. Barey. The document that I saw ; yes, sir.

" Chairman Proxymre. Will you revise your response, then, with that
in mind, Mr. Staats? '
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‘Mr. Staats. Well, it is my understanding that the memorandum
of the Deputy Secretary does not extend to subcontractors, in terms of
performance cost. :

The objective is to have the documentation extend to the subcon-
tractor level, but my understanding is that we have not yet agreed be-
tween us and Defense as to the way in which we would have to docu-
ment the case of the subcontractor in order to be able for us to say
fully that the documentation is adequate.

DOCUMENTATION SHOULD APPLY TO SUBCONTRACTS

Chairman Proxmire. You certainly would agree that it should apply
to subcontracts?

Mr. StaaTs. It should. : ,

Chairman Proxmre. Then, in further consultation with the staff, if
you would, in the next day or so feel that you would like to revise your
initial response, I would appreciate it if you would do so.

" Mr. Weitzel, did you want to read something ? '

Mr. Werrzer. We can supply this for the record, Mr. Chairman.

Chairman Proxmire. All right.

(See Defense Procurement Circular No. 57, p. 162.)

Mr. WerrzeL. But the latest version of this which we have here this
morning does require the contractor to insert the clause in all sub-
contracts which when entered into exceed $100,000, with the same ex-
emptions as the contractor has. Is this your understanding, Mr.
Bailey ? o :

Mr. Bamey. Yes. ' -

Chairman Proxmrre. Mr. Staats, why wouldn’t this mean that it
would apply to subcontracts?

Mr. WErrzeL. There has been a lot of discussion of this point.

Chairman Proxmire. The contractor is required to insert this in his
subcontract agreements.

Mr. Newman. Mr. Chairman ?

Chairman ProxmiIge. Yes. o

Mr. NewMAN. Pursuant to your question about the problems that
are facing DOD with regard to getting performance records and ade-
quate records of cost data under Public Law 87-653, we have insti-
tuted a program where we are working very close with the internal
auditors in the Services who have the responsibility of reviewing the
contracting officer’s negotiation files and records, and DCAA, who have
the new authority to post audit contractor’s performance records. It
means a major revision in their audit programs. Up to now their pro-
grams, to a great extent, have been limited only to verifying pricing
data submitted or acquired from contractors. _

““Mpr. Wrrrzer. Mr. Chairman, there are two things involved here in
addition to the question of audit of subcontractor’s performance. One
is the access-to-records clause. The other, to which Mr. Staats was re-
ferring, and on which we haven’t reached agreement with them and
which they are still studying, is, what penalty a subcontractor or a
contractor will be subjected to in the event the subcontractor has not
furnished current, accurate, and complete pricing data to ‘the con-

tractor.
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This has been reserved for further study in this Defense Procure-
ment Circular No. 57, the same one which prescribes the new access-to-
records clauses. Is that correct, Mr. Bailey ?

Mr. Bamey. Yes; that is right.

ARMY’S INVENTORY RECORDS

Chairman Proxuire. I would like to ask you this. You made a state-
ment as follows: :

“The Army is not yet in a position to know within a reasonable de-
gree of confidence what stocks are on hand and what stocks are actually
excess to their needs”, in Vietnam thisis.

Then you go on to suggest various actions that can be taken. You
say, “The identification and prompt distribution of large excess num-
bers of items in Vietnam.” ’

Why is this as difficult as it is? I understand that we are in a war
there, this is always a problem, of course, but this has been going on
for a long, long time now. We have been pretty much on a level of esca-
lation for the last year or so, and it sounds as if, from what you say,
as if there could be enormous waste if they don’t know what they have
got over there and if they don’t know what they need.

DOD AGREES ON INVENTORY PROBLEMS

Mr. Staats. I think that the Defense Department agrees now that
there is a serious problem here. Mr. Fasick of our staff, who has just
returned from Vietnam, is here, and if you would like, he would like.
to give you a brief summary of what our findings have been there.

hairman Proxmizre. Fine.

Mr. Fasick ?

CORRECTIVE ACTIONS BEING TAKEN - v

Mr. Fasiok. In general, for the past 2 years the Army has been work-
ing on a push system in which they were in effect escalating logistics
support at the same time that they were escalating tactical operations.

During the course of this, they were improvising and developing a
logistics structure to support their logistic needs. In the course of do-
ing this, they never did get adequate records in terms of what they had
or where it was. It was a question of expeditiously trying to unload
ships and storing it in improvised storage areas, and for the past 2
years they have been under rather emergency type conditions.

It is just recently, and in some respects it is a little bit difficult to
take issue with this considering the nature of the operations in Viet-
nam, that the command itself over there has identified the ][))roblems,
and are trying to take as many actions as they can within the frame-
work of the resources they have available to them, to get control of the
stock and to find out where it is. L

When I returned from Vietnam, we had occasion to talk with the
Assistant Secretary of Defense, and immediately after our discussion
of some of our tentative observations they were sufficiently concerned
to take a trip themselves. I think Mr. Morris will address himself to
some of the actions they plan to take as a result of his observations.
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FIVE AREAS NEEDING IMPROVEMENT

He, in effect, did confirm the five areas that we identified as needing
improvement. The Army doesn’t know what it has, and it doesn’t know
where it is in many cases. They involve large amounts of supplies that
are not on the records, but they are undertaking a crash-type program
to get control of this. .

éhairman Proxmme. Thank you very much.

SECRETARY OF DEFENSE MEMO OF NOVEMBER 24, 1967

Mr. Staats. Mr. Bailey has a memorandum issued by the Secretary
of Defense dated November 24 which would be Friday, and which I
believe is relevant to what we are talking about. (See p. 139.)
hMr. Barey. In this memorandum the Secretary of Defense states
that: -

“The following steps will be taken effective at once:

“First. The Secretary of Army is designated executive agent for the
Department of Defense to assure that Southeast Asia excess material
of all services is promptly identified and made available for redistribu-
tion. A general officer will be designated the project coordinator.
~ “Second. The commander-in-chief, Pacific, will establish a special
agency to (1) mainbain an inventory of excess material identified in
the Pacific area, (2) supervise redistribution or disposal of such mate-
rial within his area and (8) report the availability of material which
cannot be utilized in the Pacific area to other Defense activities, in ac-
cordance with procedures developed by the project coordinator.”

EXTENT OF EXCESS INVENTORY NOT KNOWN

Chairman Proxumire. Do you have any idea what this amounts to in
terms of dollars?

Mr. Staats. I don’t have that information.

Mr. Fasick. They have no financial inventory records in the Army
in Vietnam, so they have no idea of how many dollars are involved.

Chairman Proxmire. Can you give us any notion of the proportion
of this2 ? Is this several billion dollars worth of equipment that is in
excess? S :

Mr. Fasick. It would be very difficult, Mr. Chairman, to estimate it.
The Air Force does have a figure on the total inventory in Vietnam and
it comes to $250 million. The Army undoubtedly has considerably more
stocks in Vietnam than this. :

As to the amount of materiel that really is excess to the needs in
Vietnam, no one can cite an estimate of the value of such excesses. We
did at one time, during my visit—and these figures have since been
adjusted—obtain from the Army which indicated that figures out of
120,000 items over there, they had about 45,000 items that were in excess
of three times the requisitioning objective. A requisition objective is
195 days of supply. ‘ ‘

Chalrman Proxmire. Is it fair to say this means they have three times
as much as they need with respect to these particular items?
* Mr. Fasick. For these items. But remember, sir, these records are
admittedly unreliable. In several cases where we have attempted to
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check what is so-called excess, to go out and find the material and see
to what extent the records were accurate, in many cases the material
wasn’t there. The records are so unreliable that this figure that I am
giving you of 45,000 items out of 120,000 is to say the least suspect. I
think you will find the Department of Defense. officials will admit,
however, that the amount of excess is sizable. I don’t think they will
be in a position to give you a figure either.

Chairman Proxyire. Unfortunately my time is up. I will be back.
I have got some other questions.

Congressman Curtis? L I

Representative Curris. Thank you, Mr. Chairman, Let me add my
expressions of appreciation to your office, Mr. Comptroller General,
for what I think is a very good progress report. I think that you view
it in that nature more as a progress report.

Mr. Staars. We do; yes.

REDETERMINATION CLA”tTSES IN CONTRACTS

Representative Curtis. It is a never-ending area of work, of course.
- Let me ask some questions on specifics here.

You say in your statement—

It also requires as a further protection of the Government’s interests that a
defective pricing data clause be inserted in each such negotiated contract to pro-
vide a contractual basis for a price adjustment in the event the cost or pricing
data submitted at the time of negotiations were inaccurate, incomplete or non-
current, and as a result the contract price was increased. :

I had thought from testimony that I had been receiving mainly
when the Ways and Means Committee was looking into the question
of extension of the Renegotiations Act that most contracts included
these redetermination clauses; is that true?

Mr. Staats. They doj; yes. '

Representative Curris. Have they not been utilized, these price ad-
justment clauses, or what is the—— ;

Mr. Staats. I think the basic point that we were making in our
report, Congressman Curtis, was that absent the kind of record, absent
the documentation of what information was available to the procure-
ment officer at the time the price negotiations were taking place, there
was no way to be sure that clause could be made effective.

Representative Curtis. Yes. ' .

Mr. Staats. I think that is the basic point we make.

TRAINING A SUPPLY CORPS

Representative Curtis. In other words, it does bear on the question
of whether they were utilizing the clauses even if they were in there.

Mr. Staats. That is about what it amounts to; yes.

Representative Curtis. Maybe the way to get at this is to proceed to
where you talk about training of procurement personnel to determine
who are the procurement personnel we are talking: about. Let me
expand on this a bit, so you can answer my question a little better.

I have followed with a great deal of interest the development of what
the administration or the Defense Department calls the Defense Con-
tract Administration Service, which is to create a corps as I understand
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it, of the contract administration service officers, those. who actually

service the contract, who are stationed at the munitions plant or the
rivate industries that are delivering goods to the administration, and
applaud that and T have been following with a great deal of interest

the development of such a corps and practice. . o

COORDINATION AMONG CONTRACTING, AUDIT, AND CONTRACT SERVICE
o e . -OFFICERS: - S . :
 Now, in my interrogation I have been asking, well, who do you
include in this category of contract service officers, and how much do
these contract service officers have to do with making the original
contracts the original negotiating or letting:of these contracts.

Well, apparently there is a different group of people that actually
make the contracts, and I do raise the question of how much coordina-
tion thereis. ' -

And then jumping over the contract administration service officer
to this business of who conducts these renegotiations for price adjust-
ments and so forth, is it the contract service officer, is it the original
procurement people, or is it a third category # ,

And in this interrogation I found out that they also have an audit
group which is separate from the contract service officers. I am not
quite sure whether that is the group that does the renegotiation. The
contract service people apparently don’t, but I am not clear as to
whether it is the original procurement people who -do.

Could you expound on this? ‘

Mr. Staats. I wonder if it is all right to let Mr. Bailey comment on
this,if Imay? :

Representative Cortrs. Yes. | ‘

Mr. BatLey. Mr. Curtis, at the time a procurement is negotiated, in
other words, the initial buy, this is done by a procurement contracting
officer, who is not the man that is charged with the administration of
tlllis contract while it is being performed in the contracting officer’s
plant. B , : , -
COORDINATION WITH RENEGOTIATION PEOPLE

Representative Curtis. He is not the servicer? Does he then do the
renegotiation? . :
' Mr. Bamey. He represents the service who does the buying, in other
words, the Army, the Air Force, or the Navy ?

Representative Curtis. Yes.

Mr. Bamey. This is where the procurement contracting officer is
involved. ,

Representative Corris. Yes.

Mr. Barey. Then if the contract is in a plant where plant cog-
nizance is not assigned to a particular service, the Defense Contract
Aﬂ(iiministration Service will provide the administrative contracting
officer.

Representative Curris. Yes; but he will be a different one.

My, Bamey. Sir? : - o

Representative Curris. Let me pause on this to understand it.

One of the problems of course that has existed is that a Navy or
an Army or Air Force person, or all three of them might be in the
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same plant. Before they established this serv1ce, thers was very little
integration between their activities. Now this apparently will help
correct it, but to come to the key questlon, who Would do the pnce
ad]ustmeniﬂ :

Mr. Bamwey. It is my understandmg “that- this is: done «by the ad-
ministrative contracting oﬁicer in final settlement of a partlcular con-
tract.

Representative Curris. You mean the original people that dld the
contracting in the beginning ¢

Mr. Baey. I beg your pardon; the orlgmal one, yes, sir, the pro-
clfgement contracting officer rather than the administrative contracting
officer .

Representative Courtis. That is rlght yes

Well, I have gone over it. This is somethlng T th_lnk that is’ very
unportant in talking about it as you do—training of procurement
personnel.

One of the great thmgs to me I think is that they talk with each
other. Frankly, I think the contract administration service oﬂ'icer
ought to be very much involved in any renegotiations.

In fact, there ought to be a very close coordination between the
original procuring officer and the servicing officer, and I think that
we have got some weakness there. But I wanted to explore that briefly
because I think this is one of the problems here, getting our personnel
trained, and then being certain that those in various specialties don’t
become so specialized that they don’t coordmate with each other, be-
cause this is a big operation.

Finally on this one subject, I would hope that sometime GAO would
look into this system we have with the Renegotiation Board, which
I think is really very stupid.

It is on the assumption that procurement servicing and adjustment
are going to be done on a crash basis rather than on a planned basis,
or on the assumption that there is a bunch of crooks involved, and 1
think the Renegotiation Board process, which comes under Ways and
Means jurisdiction, is a very irrational way of proceeding, and I have
argued it for years.

But other than some people that have to put up with it; namely,
Defense contractors, we don’t seem to be a’bF to get much ‘attention
paid to it, the reason being this lack of coordination, not that the Rene-
gotiation "Board people aren’t fine people. But they are dealing in sub-
jects that they have had no experience in, the details of the contract.

Most of the reason for renegotiation is that you are dealing with
some item that is new, that no one has had any experience with, and
so they don’t have their cost figures. But if that is the problem, then
those who are best able to do the price adjustment are those who have
been involved in it, rather than an independent board that has had no
experience with it, ‘at least those are arguments that I would advance.

ITEM BREAKOUTS FOR ADVERTISED BIDDING

Let me ask this: Following through on this Truth in Negotiation
Act, and also what is negotiated, did you pay any attention to the
caveat that they should to the extent possible, there should be com-
ponent or item breakouts from negotiated contracts into which in
turn can be procured on an advertised bid basis ?
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. Mr. Bamey. Not specifically in connection with these particular
contracts, Mr. Curtis, although we have done work in this area, and we
continue to do work in thisarea. This is an area where additional com-

ition and additional savings can be obtained to the extent that it
is feasible to separate the item being purchased, as you well know.

LEGAi: BASIS FOR SUBCONTRACTING

Representative CurTis. Yes. I think you would agree—I am trying
to think whether we have actually said it in any laws, and I hope we
have, but it should be public policy I think most everyone agrees—
that the big negotiated contract, if it is necessary, and frequently they
are, that there be efforts to break them into subcontracts, and as much
as possible on an advertised bid basis. :

Mr. Bamwey. Yes,sir. . S

'Representative Curtis. You would agree that that is good public

olicy. If this is in accordance with law, you would just save me a
ittle work if you could insert in the record where we specifically
require it by law. Do you know, do we require that by law ¢

Mr. StaaTs. I would like to suggest we put that in the record. -

Representative Courris. Yes. I should like to know. o

Mr. StaaTs. And spell that out a little more.

(The document referred to follows:)

The rules governing competitive bid procedures which are imposed by the
public advertising statutes are not applicable to prime contractors in the award
of subcontracts unless required by the terms of the prime contract. See B-148430,
May 28, 1962, and cases cited. There is no statute which prohibits a Government
prime contractor from awarding a subcontract to other than the low bidder.
B-160186, November 8, 1966. In the case of firm fixed-price contracts, competition
in subcontracting affects the cost to the Government only whére such competition
takes place before the prime contract price is:agreed upon. There are statutes and
regulations which have some effect on the extent of competition in subcontracting
under cost-type.contracts, where the costs are passed on to the Government.

Under 10 U.8.C. 2306(e) and 41 U.8.C. 254(b), cost-type contracts must pro-
vide for advance notice by the contractor to the procuring.agency of any cost-
plus-fixed-fee subcontract and of any fixed-price subcontract exceeding $25,000
or 5 percent of the estimated cost of the prime contract. ASPR 38-903.2 and FPR
1-3.908-2(Db) (1), respectively, implement these statutes. Contracting officer ap-
proval of certain subcontractors is also required under fixed-price redeterminable
or fixed-price incentive prime contracts. See ASPR 3-903. Pursuant to ASPR 7—-
208.8 and 7-402.8 subcontract approval is required for certain other subcontracts
not mentioned above. Competition in subcontracting is required, at least to some
extent, by other regulations. See ASPR 3-901, etf. seq., and similar provisions
in FPR 1-3.900, et. seq. These regulations concern review and approval by the
Government of proposed “make-or-buy’”’ programs, purchasing systems, and pro-
posed subcontracting. In general, these regulations provide for detailed review
and evaluation of: proposed subcontracts :and subcontracting systems to assure
proper -Subcontracting methods, including competitive bid procedures, adequate
participation by small business, and opportunities for labor surplus areas to com-
pete for subcontracts. ASPR 3-807.10 also expresses DOD policy in requiring com-
petition in subcontracting and places responsibility on the contracting officer for
implementing this policy. With. respect to contracts requiring Government ap-
proval of subcontracts, our Office has held that the contracting officer may not
approve a subcontract which is prejudicial to the interests of the United States.
41 Comp. Gen. 424, - .~ S

We have also-held that a contracting officer, in the proper exercise of his dis-
cretion, is justified in refusing to grant approval of a subcontract if the internal
regulations of the procuring activity require that subcontracts be awarded by
competitive bidding and such procedures are not followed. B-149602, January
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11, 1963. As an-example of an agency's internal regulations, see. AEC regulations
in subpart 9-1.52 and part 9-2, 41 CFR, and AEC PR 9-2.102(b) and 9-1.353(h).

10 U.8.C. 2306 (£) as amended by Public Law 87-653, might be said to encourage
competition in subcontracting by its requirements for the furnishing of certified
price or cost data by the proposed subcontractor unless there was adequate
competition. = - . ) - :

The small business subcontracting program prescribed by 15 U.8.C. 637(d), as
implemented by ASPR 1-707, ¢t. seq., and FPR 1-1.710 et. seq., would also seem
to have some effect on encouraging competition in subcontracting.

CONTROL OVER CONTRACTOR INVENTORY

Representative Courtis. Now, on. this business of the control over
Government-owned property in contractor plants, you state, on page
13, “Total value of such property is unknown, but available DOD
data shows that it amounts to $11 billion in two major classes.” Is
that2$11 billion figure an adjusted figure for depreciation or is that
cost ¢ : :

Mr. Staats. This would beacquisition cost. ’

Representative Curris. Do they have an actual inventory of this
equipment that might be on a data processing machine? o

Mr. Bamey. In two major areas the Department of Defense does
have records that indicate what they have, particularly with respect
to the largest—the facilities area. Every piece of equipment in excess
of $1,000 is supposed to be reported to the Defense Industrial Prop-
erty Equipment Center. o

USE OF ADPE FOR INVENTORY  RECORDS

" Representative Courtis. Well, the specific question, Do they actually
have it on an inventory for that sole purpose, and do they have this
inventory on tape on a data processing machine?

Mr. Bamwey. The nature of the record I will have to ask about. I
think I can supply the answer. Do you want to respond to that?

Mr. Hammonp. At the contractor’s plants there are property
records. - o

Representative Cuortis. I know that. I am talking about a control
inventory at the Federal level in the Department of Defense.

Mr. HamMon. Yes; they do,at DIPEC.

Representative Corris. What do they do with it. If it is on tape,
how do they use it in a controlled fashion so that they can check the
items in this inventory, that which goes out is phased out of it, and
that which comes in, other check points in good inventory control.
How do they do it, or don’t they do it ? :

Mr. Harxnonp. There is need for improvement in it, but basically
they have an inventory of the individual items that are in stock, and
as new items are acquired they are put on the inventory.

Representative Cortis. If they have it, and here is what I am lead-
ing up to, if they have it, why don’t we have a dollar figure, or it must
not be a very good inventory, if they don’t even have the acquisition
cost opposite each item so that it can be totaled up. - -

Mr. Bamey. DOD does have 2 dollar figure on this, Mr. Curtis.

Representative Cortis. What? : o

Mzr. Bamrey. DOD doeshave a dollar figure on this.
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Representative Curtis. No; you said, “the total value of such prop-
erty is unknown but available DOD data shows it amounts to about
$11 billion.” :

Mr. Bamey. With respect to these types of facilities that are re-
ported to DIPEC, we do have a figure of $6.2 billion. This is part of
iclhe $11 billion, one of the major property classes that are involved

ere.
ADEQUACY OF CONTROLS

Representative Corris. I hope Islfou can see the purport of my ques-
tion. T am trying to test out just how good an inventory they have to
see whether or not it is a satisfactory one to exercise the kind of con-
trol that I think any business or certainly a Government with this
amount would exercise over this item, and very clearly the specific
cases you -have brought to our attention indicates that there is some-
thing lacking. ' o S

In fact, I suspect there really isn’t any inventory such as I have
been seeking to inquire about, which is available for controlling this
kind of equipment. The fact that you say that the total value of such
property 1s unknown leads me to that conclusion. I think one of the
first things that has to be done here is to get such an inventory.

Mr. Staats. Mr. Curtis, I believe that what we are saying is two
things. One is that there is no overall figure which includes all types
of equipment. The $11 billion figure refers only to two_types.

We refer to some other types of equipment Wﬁich we do not have
an adequate inventory on, so that we are accurate earlier where we
say there is no total. ’

Representative Curris. In other words, you think there are some
components that do have adequate inventory so that it can be used as
a control, some of the components that go to make up the total; is that
what you are saying? ' o

Mr. Bamey. Mr. Curtis, in the facilities area, which includes real

property, buildings, plant equipment and so on, the DOD record
shows that the facilities that are in the hands of contractors amounts
to about $6.2 billion. This does not include special tooling, special test
equipment or military property that may be loaned to contractors.

Representative Curris. Well, now, what about -that: other item,

then? Is that the item on which you have no inventory? -
" Mr. BaiLey. No; the material inventory.

Representative Curris. What? ‘

Mr. Bamwey. The material—Government-furnished material—in the
hands of contractors amounts to about $4.7 billion. Those two items
comprise the $11 billion, but we don’t have a DOD inventory record on
such things as special tooling, special testing equipment, and military
property in the hands of contractors. R

Representative Curtis. That would be in addition to the $11 billion.

Mr. Bawey. Yes, sir. - . : :

" Representative Curris. My time is up.

Chairman Proxmire. Mrs. Griffiths?

SPECIFIC USE OF DIPEC RECORDS

Representative Grirerras. Thank you. I would like to ask you,
Could DIPEC, is its account good enough that it could locate the 8-ton



48

press that the contractor is using for his own commercial equlpment‘

and find that it is being used properly and, therefore, set it some place

else? o -
CONTRACTOR REPORTS ON USE

Mr. Hammonp. The press is on the DIPEC mventory, but as far as
DIPEC is concerned, they would rely upon reports from the con-
tractor’s plant as to the use that is being made of 1t.

Representative Grirrrras. And the contractor shows thaft it is being
used really for his own equlpment ¢ ‘

Mr. Hammon. Yes.

Representative GRIFFITHS Does DIPEC show that?

Mr, Hammonp, Yes, .

Representative ‘GRIFFITHS. So, you can go out and read from
DIPEC—

Mr. Hauyonp. The local contract property admlnlstratlve officers
know it is being used for-commercial work and rent is being collected.

Representative Grirrrras. And it is on the DIPEC reglster ¢

Mr. HammoND, Yes. - .

RELOCATION OF EQU'IPMENT

Representative GRIFFITHS So that the next tlme you need an 8-ton
press you can find that one ; isthat right ¢ -

Mr. Hammono. It would not be reported to DIPEC This particular
one is not reported to DIPEC as available for relocatlon It is re-
ported asbeing used by the contractor.

Representative GrirriTEs. Well, why isn’t it avallable for reloca-
tion? He is using it on his own productlon, and you- are not. getting
any pay for it. Why isn’t it available for relocation ? .

Mr. Hamaronp. We believe that it should be reported, but it is not at
~ the present time.

Representative Corris. Why isn't it ?

Mr. Hamwmono. Because it is being used commercially.

Representative Curris. What do you need to do to make it
reportable?

Mr. Hammonp. We have recommended that Defense consider doing
this, so that they will know how much equipment is being used on
Defense work, and be in ‘a position to relocate it.

CONTRACTOR INVENTORY ACQUIRED SINCE 1952

Representative Grirrrras. How many years did it take to acquire
this mmventory, Government-owned inventory, in the hands of con-
tractors, and what in your estimate is the total amount of such inven-
tory, facilities, equipment, anythm ?

Mr. Haumwmono. Facilities generally were acquired since 1952, T
believe. Most of it has been acquired since that date, some earlier.

Representative GrirrrTas. So that a pemod of 15 years, in a period
of 15 years all of this was acquired ? .

Mr. Hamaonp. Most of it.

Representative GrirrrTas, And we are talklng about $11 billion or
$20 or what?
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Mr. Hammonp. We do not have a figure, and I don’t believe Defense
does either, of the special test equipment and special tooling.
Representative Grrrrrras. What is your estimate?

TOTAL INVENTORY ABOUT $15 BILLION

Mr. Hammonp. Well, at the plants we visited special tooling and
test equipment amounted to about a third of the equipment in the
contractors’ plant, so if you apply a third increase to the $11 billion,
add about another $4 billion. (See app.4(a), p. 462.)

Representative GrrrrrTas. So that in a period of 15 years that we
are talking about, $15 billion, during that 15 years, what was the
total expenditure of the Defense Department for everything; any-
thing they bought. ‘ - ,

Mr. Staars. You are talking about procurement now?

Representative GrirriTHs. Yes.

Mr. Starrs. I think we would have to supply that. I wouldn’t know
what it would be. .

Representative Grirrrras. But it is something astronomical—an
astronomical sum, isn’t it?

Mr. StaaTs. Itis very large.

Representative Grirrrras. So that'in reality they really don’t care.

The fact that there are billions of dollars worth of equipment out here
that is being illegally used, being used without any paiyment being
made for it, is a matter of no consideration to them at all. They don’t
care about 1t, because the truth is they are spending hundreds of bil-
lions of dollars. . v A
But what if you were looking at it from the standpoint of HEW ¢
Think what could be done with $20 billion in education. You know I
want to say again, and I have already said it, I am not voting for any

tax increase as long as this type of stuff is going on, and I know that

it is going on. v

Now, I would like to ask you on this matter, you pointed out that
the Government does better on a purchase where the equipment is
Government owned, that there is about a 2 percent profit that the man-
ufacturer can make. Now, this is because he applies a percentage of
cost as profit; isn’t it? And since you supply bﬁe equipment, he can’t
ap;})llyr? that percentage of cost against that equipment; is that not
right

r. Staars. That is right. o

Mr. Bamey. He actually may be given a highe;ﬁroﬁt rate if he
supplies the necessary capital equipment, Mrs.” Griffiths. Under the
weighted guidelines principles he can receive additional considera-
tion for profit purposes. Actually what it amounts to is that the
regulation provides that he will receive a minus profit factor if the
equipment is Government supplied. , ,

Representative Grirrrras. Well, I never tell a joke, but when you
read off that business that the poor contractor that is having to use
Government-owned equipment is getting a bad break on the profit,
I was reminded that one time a mother took a little boy, her little son,
to see one of these Roman spectacles where they were feeding the
Christians to the lions, and the child began to cry, and was making so
much noise she had to take him outside. And she said:
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“Now, dear, they didn’t really eat them. It is all make-believe.”
And when he could talk he said, “That one poor lion didn’ get a
Christian.” _ : : ,
NEED FOR AN INVENTORY SETUP

Well, you know, I am not worrying over the contractors that are not
getting that type of profit. What I am worrying over is whether we
have an inventory setup here, whether we can locate all the Govern-
ment-owned equipment, put it in these plants and reduce the prices we
are paying, and if we can’t do it, why can’t we do it ?

Mr. Staats. This is what our report is directed to, Mrs. Griffiths.

Representative GrirrrTEs. Now, when are you going to get it done?
I have been worrying about this for about 10 years.

Mr. Staats. The fact that this committee is interested in our report.
I am sure will be helpful in getting it done.

PRICES PAID SUBS EY PRIMES

Representative Grirrrras. And I would like to say to you folks right
now that you don’t have a chance in the world of getting the Defense
Department to agree that you have a right or that the purchaser has
a right to have a breakdown on subcontractors’ costs. _

I have had a bill in here for at least 13 years that says that the sub-
contractor should supply—the prime contractor should supply, rather,
the price he pays the sub for the item. You should hear the screaming
and see what has been done about that. That is not a breakdown of the
costs. I think you could do the purchasing better if you just know what
the prime pays the sub. Wouldn’t you agree? :

Mr. Staats. T agree.

Representative Grirrirus. Somebody came in here from Chicago
one time to tell me that he supplied an item to the Cape for General
Electric, boxed, and he charged them a little more than $300. GE
charged the Government a little more than $800. How do you stop that ?
Can you stop it now? F.o.b. Cape Kennedy.
 Mr. Staats. If it is a known cost, then it should be supplied by the
prime to the Government at the time the negotiation takes place, in
terms of Public Law 87-653.

FURNISHING ITEMS BY THE GOVERNMENT

Mr. Bamey. This also, Mrs. Griffiths, gets back to Mr. Curtis’ point
about breakout. If you can break it out from the prime contractor’s
cost so that the Government buys these things and furnishes them as
Government-owned material.

Representative Grirrrras. In many instances the Government would
do a far better job if it would buy the item and supply it to the as-
sembler, it woulc% be much cheaper. :

Mr. Bamwey. It would be much cheaper.

Representative Grrrrrras. Although I agree with Mr. Curtis that.
what you really have in renegotiation, that what you make of a con-
tract is cost plus a percentage of cost. That is what renegotiation really
does in the whole thing.
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GAO HAS RECOMMENDED THAT GOVERNMENT FURNISH MATERIAL

Mr. Werrzer. Mrs. Griffiths, we completely agree with you that in
some cases it would be better for the Government to furnish this mate-
rial as Government-furnished material, and we have made strong
recommendations to this effect to the Congress and to the Defense De-

artment, and we feel that some progress has been made in this
irection. : L S
Representative GrirriTHs. Tell me, how did Defense react?

REACTION OF.DOD

Mr. Werrzer. It was a mixed reaction. They had .some problems on
complex military items, in effect taking away some of the responsi-
bility of the prime contractor, when he had to put together all o¥ these
very sophisticated and complex systems, but notwithstanding this
concern, they have’increased the amount of Government-furnished
gaterial in several of their weapons systems, or are in the process of

oing it. ’ R S D

Representative Grirrrras. I understand they could reduce the price
of computers perhaps 50 percent if they would do it that way.

Representative Curtis: Would the gentlewoman yield ¢ . L

Representative GrIFFITHS. Yes. o "

Representative Curtis. Admiral Rickover testified that in the
procurement of Polaris submarines I think that something around 70
or 80 percent of that was breakout contract. This is the answer to the
Defense Department people who say a peculiar military item, et cetera,
et cetera. I just thought we ought to be reminded of that. =

TIME NEEDED. TO INVENTORY CONTRACTOR-HELD PROPERTY

Representative GrrrFrTHs. Thank you. The Director of DSA last
spring ‘indicated that it' would take about 2 years to inventory con-
tractor-held property. no : :

In your judgment, is this realistic ?

Mr. StaaTs. I would have no personal basis for estimating one way
or the other on this.: - - .

Representative GrrrriTas. In your report you point. out that one
contractor said that it would take 20 years to inventory it in his plant.

Mr. Staats. He said it would take 20 men for a year.

Representative Grrrrras. That would be 20 man-years?

Mr. StaaTs. Yes.

GAO0 RECOMMENDATIONS ON NEEDED CONTROLS -

Representatix'?e Grrrrrins. Under your authority to prescribe, what'

do you think is needed in the way of inventory, use, maintenance, and
other records to protect the public interest in the matter of this Gov-
ernment-owned equipment? - . 1 - "

Mr. Staars. We think we have spelled this out pretty carefully in
our report. Obviously adequate property accounting records are not
avail:gle in all of the plants. That is one thing, and this can be im-
proved. .




52

The idea of a central inventory on computers obviously is a desirable
thing, and this should be extended in our opinion to include some other
categories of equipment in addition to those that are centrally inven-
toried at the present time. L

I think another point we are making in our report in general terms
is that there should be better identification in the reporting as to
what is then commercial use, so that it can be put on productive military
use if there is a need for that particular type of equipment.

Now the Office of Emergency Planning plays a role here, and we
have not talked with them directly, but I think that the committee
might wish to hear from them with respect to the role that they play in
the approval process, the policies which apply to the approval process,
I shouﬁ)d say, in giving a contractor permission to use this equipment
on civilian work. ' S ’ ‘

100 PERCENT GOVERNMENT CONTRACTORS

Representative Grirrrras. How many contractors now supply the
Government only #

Mr. StaaTs. One hundred percent Government ?

Representative GrirrrTHS. Yes.

Mr. StaaTs. I couldn’t tell you without checking.

POINTS OF DISAGREEMENT WITH DOD

Mr. Werrzer. Mrs. Griffiths, two of the things we have recommended
to the Department of Defense along the line you are speaking of they
have not wholly agreed with us on.

MACHINE-BY-MACHINE RECORDS

One is the machine-by-machine permission from OEP for them to
use their Government-furnished equipment when they are having a
largidcommercial use, and the other is machine-by-machine utilization
records. . T SRR R

As you know, some of the contractors and the Defense people have
estimated that it would cost a lot of people and a lot of time and a lot
of money to do this. We don’t agree with their computations on this,
and we have cited the case of one contractor in our report, that reports
mach.ixie-by-machine utilization broken down by Government and com-
mercial use.

EXAMPLE OF MACHINE-BY-MACHINE RECORDS

He has given us an estimate of the yearly cost to provide this data
on 880 machines for a total annual cost of $7,400, and we think that
using that information broken down machine by machine as to this
contractor could raise the annual rent payment by about-$582,000,
which is a handsome return on the $7,400. oun '

Representative Grrrrrras. And I will bet one person could have done
the whole thing. : ‘ . .
' NEED FOR LARGER PENALTIES

Mr. Werrzer. Also we feel that there is not enough penalty when a
contractor does use Government-furnished equipment on commercial
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work. He may end up paying the rent for that equipment, as if he had
gotten the permission, or he might possibly escape even that, so that
there is not an incentive there.

FAVORITISM TO CONTRACTORS

Representative Grirrrras. The Government is doing the contractor
who uses our equipment free a sweet little favor. It is not a matter of
no concern to his competitor. -

The Government is subsidizing him against his competitor. That 1s
really what it amounts to. And frankly I think it is wrong.

I think it is a sort of collusive stealing, and I think they are stealing
it both ways. They are stealing it first from the taxpayer, and secondly
from the competitor. Personally I don’t approve of it, and I think
that the Defense Department should do something about it, and do it
quickly. :

DOD POLICY TO REDUCE FURNISHED EQUIPMENT

Mr. Werrzer. The Defense Department has a policy to reduce Gov-
- ernment-furnished equipment, but we feel that this has not been fully
implemented.
Representative Grirrrras. Well, they have lots of policies that they
aren’t doing anything about. :
Thank you.
Chairman Proxmire. We will have a lotof fun tomorrow with Mr.
Morris, who will appear, and we will follow up on this with him. -
Now I would like to ask you this question along the same line to
make sure that we understand the situation.

PENALTY FOR EXCESSIVE COMMERCIAL USE OF - EQUIPMENT

The example given in your report, which was reported in the Wall
Street Journal this morning, was that you take a $1.4 million forge
"press bought by the Federal Government and provided to a contractor,
to turn out engine parts; 78 percent of the time that this press was
used it was used for commercial, not defense work. And, an old press,
the purpose of the Government purchase was to replace it, was very
largely used for the jet blade which was the Government procurement.
Is this a fair description of what happened? (See p. 2.)

Mr. Staats. Ibelieve so.

Chairman Proxmire. Now what kind of restrictions are on this
now ¢ What can be done to penalize a contractor for doing this? Is it
illegal? After all, if it is not illegal, there is a big incentive for a con-
tractor to do it. Why shouldn’t hedo it ?

Mr. Newman. Under existing ASPR’s he can do it.

Chairman Proxmire. He can do it ?

Mr. NewMmaN. Yes, sir.

“25 PERCENT USE”’ OF EQUIPMENT?

In other words, he may have equipment in that plant that is com-
pletely idle, but this one press he may use 78 percent on commercial
work. If it averages around 25 percent for all equipment utilization on
Government work, he is home free.

87-847 0—68—5
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WARNINGS UNHEEDED

Chairman Proxmire. Not only that, but there is another example in
here as I understand it of a contractor who used his equipment in this
way TV, percent of the time. He was warned that he shouldn’t do it,
or warned that this was wrong, at least from the standpoint of the
Government. The next year he used it 10 percent of the time, the fol-
lowing year 13 percent.

STRONG INCENTIVE FOR CONTRACTOR TO USE EQUIPMENT COMMERCIALLY

Under these circumstances, it looks as if the warning means nothing,
and there is a strong incentive for a contractor to use this equipment, as
Mrs. Griffiths properly said, as a subsidy to compete unfairly with
others who have to buy their own equipment, and to produce at a lower
cost and to make excessive profits subsidized by the Federal Govern-
ment.

NEED FOR BETTER REVIEWS AND AUDITS

Mr. Newmax. Mr. Chairman, until we have sufficient independent
reviewing staffs in the procurement area, and internal auditors who
will go out and see what is happening, cases of this kind will exist.
You cannot just issue regulations without close followup to assume
enforcement.

Chairman Proxmire. It is not a matter of seeing what happens.
Even if you know what happens, it looks as if there isn’t any provision
in regulation or in law that would either prohibit or inhibit
the contractor from taking advantage of Government-owned equip-
ment.

SUPERIORS FAIL TO FOLLOW UP

Mzr. NewsmaN. You take the property administrator. He uncovered
in these cases, what was going on, but his superiors did not do a thing
about it, and this is a basic weakness in the administration.

Chairman Proxmire. Yes; but in the case I have cited, they knew
what was going on. They knew the precise percent. It was stipulated
to, and it grew each year anyway.

Mr. Newman. Right.

Chairman ProxuIre. Now, isn’t it up to the Congress, or up to the
Defense Department, to provide a limitation on this?

Mr. Newnman. It is.

Chairman Proxmire. So, the Federal Government doesn’t, in the
future subsidize unfair competition, and misuse the taxpayers’ money.

DOD ACCEPTS NEED TO DO MORE

Mr. Staats. Mr. Chairman, you will note that in our testimony we
made two recommendations that the Defense Department disagrees
with, but I believe that they have accepted the principle of the need
to do more than they are now doing.

EXAMPLES OF PENALTIES ASSESSED BY DOD

Chairman Proxmizre. Is there any example that you know of? Can
you give us any in which the Defense Department has penalized a con-
tractor who is using Government-owned equipment in this way?
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Mr. Staars. I donot know of any.

Mr. Hammon. I don’t know of any case where they have penalized
them. The cases we found where a contractor was using equipment
without approval, the contractor was charged rent for the day that
he was caught using it without approval.

Chairman ProxmIre. He was what, again ¢

Mr. Hammono. He paid rent for the day that he was found to be
using 1t. :

Chairman Proxuire. On that particular day?

Mr. Hammonp. We didn’t find any cases where a contractor was
penalized. For example, charged a month’s rent when he was caught.

Chairman Proxmire. Now this is done on a massive scale. You
say there are roughly $11 billion, more or less, depending on depreci-
ation, and so forth, $11 billion of this equipment throughout American
industry that is being used, owned by the taxpayer, owned by .the
Federal Government, and being used at no cost, virtually no cost by
private firms to produce private commercial production.

Mr. Hammonp. In most cases where the contractors obtained ap-
proval, they did pay rent in accordance with the rental arrangement
with the contractor. '

Chairman Proxmire. But, in the overwhelming majority of cases,
apparently they did not pay, and there is little or no record to know
how much they are using this.

You have some samples, some excellent demonstrations of the abuse
_here, but you don’t have any comprehensive record of how much this
is being used or abused. In one case it is 78 percent of the commercial
time, 22 percent Government time; in another case you have a 58-per-
cent, example. » '

Mr. Hammonp. Yes.

Chairman Proxmire. Apparently it is being used a great deal.

Mr. Werrzer. Mr. Chairman, one of the biggest problems is a lack
of machine-by-machine utilization recording and reporting system.

Chairman Proxmire. Then what we have, the contractor keeps the
records.

PENALTY PROVISIONS IN ASPR

Mr. Werrzer. The ASPR provisions provide for a penalty for the
full monthly rental without credit for each item for each month or
part thereof in which an unauthorized use occurs.

However, and here is the hooker in it, “The contracting officer can
waive the contractor’s liability, if he determines the contractor exer-
cised reasonable care to prevent such unauthorized use.” o

And then, he is only liable for the rental that would otherwise be due
as a regular rental, so that in the few instances where the unauthorized
use was detected, the penalty wasn’t imposed because of the reasonable
care limitation.

So, we have asked them to consider a more stringent provision in the
ASPR’s, and also the feasibility of applying this rent on a machine-by-
machine basis.

Chairman Proxmire. And, you have already testified that you have
an example of .a case in which a contractor did keep records. It cost
$7,400. You feel that the rental would have been increased half a mil-
lion, a return of about 80 to 1, if this is a fair example of the situation.
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Mr. WEITZEL. Tha,t. is the contractor’s estimate of how much it would

cost.
POWER TO WAIVE PENALTY

Chairman Proxaare. OK, fine. )

Now I would like to ask who has the power to waive the penalty.

Mr. Newman. The contracting officer.

Chairman Proxmre. The contracting officer has the power to do so.

Ts there any discipline on him to provide the penalty not being
waived ¢ And, what is the penalty, incidentally ?

Mr. Bamey. A month’s rent. :

Chairman Proxyare. They used it for a full year, and when they
catch him they pay only for a month. '

Mr. Werrzer. They pay for a month every month or part of a month
they use it ; that is the penalty.

Mr. Newnman. If they catch him.

Chairman Proxrre. But you feel that at any rate this is an inade-

uate system. What they should do is keep records and then charge

them for each day that they useit. _

Mr. Newman. Right.

REGULATIONS ON COST DOCUMENTATION

Chairman Proxuire. Perhaps we were not clear enough when ask-
ing about the Truth in Negotiations Act before. I understand that
DOD did issue proposed regulations in regard to cost documentation
on contracts.

Mr. Bamey. Yes. :

Chairman Proxmire. And, that was done in June.

Mr. Staats. Right. '

REGULATIONS ON POSTAUDIT

Chairman Proxmrre. It was in September that the provisions for
postaudit came out. Now, I want to know whether or not this June cost

documentation provision has been adequately followed through and

enforced.
Mr. Werrzer. Mr. Chairman, they did send to us and to others for

comment in June a proposed regulation. I think this was included in
Defense Procurement Circular 57, and it does require the contractor to
submit either actually or by specific identification in writing cost or
pricing data. (See p. 162.)

Circular 57 includes proposed requirements for cost or pricing data,
which is intended to supply the need for identification or documenta-
tion of what was furnished so that the contracting officer and the De-
fense Contract Audit agencies and the GAQO auditors will be able to
reiaic what was furnished with what was used at the negotiating table.
and you can bear in mind that the Defense Department——

Chairman Proxurre. This is absolutely essential data; isn’t it?

IDENTIFICATION OF COST OR PRICING DATA WITH CONTRACTS

Mr. Werrzer. Well, the Defense Department has said, and correctly,
that they do require the submission of costs or pricing data, that is to
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say, they have access to cost and pricing data. They have conducted
actually several thousand audits of cost or pricing data of contractors.

The burden of our report was that there was msufficient identifica-
tion so that the contracting officer or an auditor attempting to de-
termine how much the Government might be overcharged by reason of
failure to furnish proper cost and pricing data would be able to deter-
mine what actually was before the contracting officer at the negotiat-
in%table, and thisability is impeded by not having an adequate record.

So what the Defense ASPR regulation amendment proposes to do is
to make it certain that there will be an identification, a description of
the documentation which is actually furnished by the contractor, and
which the contracting officer and all others concerned in the Govern-
ment can put their fingers on later, in attempting to apply the cost-
reduction part of the clause in the certificate which is furnished pursu-
ant to Public Law 87-653. .

Chairman Proxmire. Has this June proposal been adopted ?

Mr. Werrzer. It has been issued, but I cannot say it has been actually
adopted yet. '

Mr. Bamwey. I understand that Circular 57 is the one that is at the
printers and should be issued this week.

Chairman Proxmire. And this is in line with the GAO recommen-
dations?

er.'BAILEY. This covers the area that Mr. Weitzel has been talking

" about.

Representative Curris. Would the chairman yield for a question?

Chairman Proxmire. Yes; I will be happy to yield.

Representative Curris. When you used the words, “contracting of-
ficer” ; did you mean the contracting officer or the procurement officer ?

Mr. Werrzer. It would be the contract price analysts of the Defense
Department, the Defense contract audit agency people, the procure-
ment contract officer that signs the contract, and the administrative
contracting officer that administers the contract, all of the people in the
Defense Department, plus the GAO auditors, would have a fix on
what information was before the contracting officer when the contract
was negotiated. This is the purpose of these amendments.

Representative Curtis. The original negotiating, then, when you
used the phrase, “contracting officer,” you meant the original-

Mr. WerrzeL. The procurement contracting officer.

POOR INVENTORY CONTROLS

Chairman Proxmire. Now, I would like to ask about what shocked
me very much last time, and continues to shock me, and that is the very
poor record of the armed services on inventory control. I notice that
you have a report here on it, and to refer once again to what Secretary
Forrestal said, without the facts, inventory just can’t be managed.

We all know that commercial firms that are able to succeed and
profit do take inventories and do take them regularly, and consider
them necessary and desirable. If you don’t know what you have, it is
hard to manage your procurement, and you can have enormous waste.

Your record shows that for the overall data period, February 1965
to June 1966, admittedly, this is a little out of date now, it is 18
months old, but I guess it is the best we have, submitted for 20 Army



58

depots, show that 55 percent took no complete inventories, and 45 per-
cent didn’t even take sample inventories. ' .

Now, does this mean that almost half of these firms didn’t have any
idea of what they had available—half of these depots, I should say—
dfidn’t have any idea what their inventory was, except on the basis
O ——

Mr. Baey. Senator Proxmire, they did have ideas as to what was
available. :

‘Chairman Proxmire. But, no accurate ideas.

LACK OF RECONCILIATION OF RECORDS WITH STOCK

‘Mr. Barcey. They had inventory records. But, there was no check to
see that these records were accurate, through the medium of taking
an inventory of whether the goods on the shelf actually matched what
the records showed to be there.

‘Chairman Proxaare. On the basis of your investigations in the past,
there are great discrepancies when you don’t take physical inventories.

Mr. BarLey. There are substantial discrepancies, and they did take
spot inventories under their procedures where they came across an
item that the records reflected as having a balance in the warehouse, If
they go to the warehouse and don’t find the item on the shelf, then they
will take an inventory to see if they can develop where this discrep-
ancy arose, or they will make adjustments in the records, if they fail
to find it.

Mr. Newnman. But you are right; there are many, many items in the
warehouse where inventories haven’t been taken for a long period of
time.

ADJUSTMENT OF STOCK RECORDS

Chairman Proxmire. Not only that, but you say in your letter of
November 14 (reading) :

During fiscal years 1965 and 1966 stock records of selected depot inventories
averaging in value about $10.4 billion had to be adjusted up or down an average
of $2.4 billion annually, in order to bring them into agreement with the physical
inventory quantities.

(App. 5, p. 513.)

In other words, they are off 25 percent.

Representative Curris. Fantastic.

Chairman Proxmire. Which, as Congressman Curtis says accu-
rately, it is fantastic. :

Mr. Newnman. In many cases, Mr. Chairman, it is just as Mr. Bailey
stated, the only adjustments up and down are for items that get req-
uisitions today and their records show they do have it in stock; when
they go to get it, it isn’t there, so they take an inventory. This may
only be 50 percent, I am stretching it—say, 50 percent of the items. The
other 50 percent in the warehouse that doesn’t move but once a year
or so, they do not take inventories on.these items.

REASON FOR LACK OF INVENTORIES

Chairman Proxmire. Why can’t the Army take these inventories?
Is this so demanding on their manpower resources that it is
wasteful ?
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Mr. NEwman. Basically, that is the last thing they do; take inven-
tories because they haven’t got sufficient personnel. At locations where
they have personnel, they do work on the physical inventory problem.

Chairman Proxmire. It would seem to be a great savings if they
could take them just offhand. Isn’t that your impression?

Mr. NEwMAN. Yes, sir. A

POSSIBILITY OF ANNUAL INVENTORIES

Chairman Proxmire. Supposing the depots were all required to have
annual inventories; wouldn’t this result in an enormous saving to the
taxpayer? . e , -

Mr. NewMman. I believe so. ‘ R

Chairman Proxmire. Have you ever made a study of this situation,
so you could make recommendations along thisline? -

Mr. Newman. On selected items, we have. It has been a few years
ago, but we have found particularly in the Air Force, I remember—I
think it was generators—they were costing $10,000 each, and the pro-
curement officer was ordering every year 10,000 generators.

Chairman Proxmire. That is the point. You have the Army, the
N%vy, the Air Force. The Air Force seems to do a somewhat better
job. ' S
It is hard to tell because you question some of their claims, but they
claim that during fiscal years 1965 and 1966 they reported average
overall stock accuracy rates ranging from 86 to 99 percent. You ques-
tioned very seriously the estimates because you feel that your review
indicated the report of high records stock accuracy for certain cate-
ﬁories were overstated, or may have been overstated, but then you

ocument that fact that it was overstated. Nevertheless, this is a much
better record than the Army has; isn’t it ¢ '

Mr. NewmaN. I would say, “Yes.” :

Chairman Proxmrre. And the Air Force and Navy seem to have a
somewhat better record, although there, again, you feel that they have
overstated their accuracy ; is this correct ? A

DOD AGREES WITH GAO DIAGNOSIS -

Mr. Staats. Mr. Chairman, I think that the Defense Department
comments in the report that you have before you there indicate that
they agree with our diagnosis. -

DOD HAS SOLUTIONS IN MOTION

* They are not sure they agree with our cure, and they have several
other things in motion which they feel are going to solve the prob-
lem, and in effect are saying that 1t is premature to reach the conclu-
sions that we have, Without%xaving had an opportunity to evaluate the
things that they have in process already.

Chairman Proxmire. The last sentence is a pretty startling sentence,
too. You say : “During these fiscal years of 1965 and 1966, scheduled
inventories were taken on less than 6 percent of the items scheduled
for physical inventory.”

- Less than 6 percent, that means that 94 percent were not inventoried,
of the Navy. :
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Mr. Werrzer. Mr. Chairman, one of the things that the Defense De-
partment pleaded was the pressures to maintain a continuing flow of
high-priority essential military supplies to Vietnam, that that often
precluded the orderly process of conversion of their system.

AMC CONDUCTED 900,000 SPECIAL INVENTORIES IN 18 MONTHS

However, we found that sometimes, many times, the lack of regular .
inventories contributed to a great deal of activity in the special inven-
tory field. For example, the Army Materiel Command furnished data
indicating that its depots, responsible for over half a million line items
of depot stocks, conducted over 900,000 special inventories between
January 1965 and June 1966, and so that it looked to us like they had
to count, on an average, each item 1.7 times during the 18-month period.

Some of them were counted many times. One depot conducted, within
a 30-day period, five or more special inventories for each of 92 items.
. Now, that is when they try to find something that is ordered and is
urgently needed, and they try to look around and see what they have.

NEED FOR HIGH LEVEL MANAGEMENT

~ We feel that more high-level management, continuous and recurrent
attention to this, would smooth out some of those problems, and avoid,

" first, having to make all of the inventory adjustments up or down and,
second, avoid not filling highly needed military requisitions when they
actually have supplies, or going out and buying more than they really
need because they don’t know they have it.

NEED FOR ACCURATE INVENTORIES

Chairman Proxmire. Isn’t it true that we would be in a far better
position to meet our problems in Vietnam if we had accurate inventory
records? We would be able to supply the necessary procurement to
Vietnam more promptly, we would know what we have, we would know
where it is.

There is not only a matter of reducing cost and the burden on the
taxpayer. This is a matter of providing a more effective and efficient
military effort.

After all, in modern warfare, certainly, having the equipment, the
right kind of equipment, at the right place, at the right time, is over-
whelmingly important.

My, Staars. Yes.

Chairman Proxmire. And they don’t even know what their inven-
tory is in Vietnam, I understand, to some extent. I don’t think we
can condemn it, though. I think it can be improved very sharply.
But, in this country, where nobody is being shot at, and where we
have such a tremendous amount of personnel in the Armed Forces,
to have this very sloppy, feeble, weak, inadequate kind of inventory
control is very bad.

Mr. Staats. Actually, it is very difficult to divorce the two, be-
cause so much is directly supplied to Vietnam out of the continental
United States now, It is for this reason that the study which we re-
ferred to here—which was made last year by the GAO, in coopera-
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tion with the Defense Department, and where we developed some 82
specific recommendations dealing with the whole Far East supply
management problem—included the need for improvement of inven-
tory controls.

Now, we had planned to do a followup review about this time, but
as a result of the efforts made by the Defense Department, and a trip
to the Far East which Mr. Bailey and some of our staff took a few
months ago, we decided to defer a further review. But, I would like
Mr. Bailey to comment a little bit further on the extent to which these
speciﬁclz recommendations did include improvement in inventory
control.

ACOURATE INVENTORY RECORDS ENHANCE EFFICIENCY, ECONOMY, AND
. EFFECTIVENESS )

Chairman Proxmire. Before he does that, and my time is up, and
I am about to yield, and I am just about through, but I would like
to ask you if my conclusion is wrong or right, the conclusion that I
suggest it is that accurate inventory records would improve, enhance
the efficiency of our military effort in Vietnam, not only save money to
the taxpayer, but that this would make it possible for us to provide a
more efficient procurement system for Vietnam; is that correct ?

Mr. Staats. This was a part of the objective of the review which
we made.

Chairman Proxmire. So you agree with that.

Mr. Staarts. I agree with that 100 percent, and I think, as you have
indicated, when you are dealing with Vietnam you have other con-
siderations besides the costs which are involved here, and the costs may
be relatively unimportant in relationship to getting the supply into
the hands of people that need it. C

Chairman Proxmire. To get it in supply, you have to have records
to know what you have.

Mr. Staats. Exactly.

BIG PROBLEM WITH COMMON ITEMS

Mr. Newman. Mr. Chairman, on big components, high value com-
ponents, and you mentioned the Air Force, particularly, the Air Force
has a good system. They know where every engine for every plane
is all over the world, and other items similar to that. ‘

The Army is gradually getting worldwide control, too, on high-
value items. But 1t is in the other inventories, the common supplies
and parts where the big problems are.

$3 BILLION ANNUAL COST OF COMPUTERS

Chairman Proxmire. My time is up. I yield to Congressman Curtis.

Representative Curtis. I am glad you added this last remark,
because I was getting worried about this. What is it we spend now,
about $2 billion a year for computers; or is it above that figure now?

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



62

Representative Curtis. I had been relaxed on that -becaﬁse T felt
these computers were necessary in order to have this kind of inven-
tory control and that with them we could have it.

COMMON ITEMS SUBJECT

Now, at least in this one area we do, and that is probably a more
important area. And yet, the common use items, is the area where
%I;e.y certainly should have developed the use of inventory controls

st.

I might, in regard to Senator Proxmire’s interrogation, state this.
In your report, B161319, of May 8, 1967, “Examination Into the Trans-
fer of Handtool and Paint Stocks From Department of Defense to
GSA,” in the introductory letter you make this remark:

$1.1 MILLION ADDITIONAL COSTS DUE TO POOR INVENTORY

“A fter we brought this situation to the attention of the Department
and Administration officials, complete physical inventories were
taken at the Department’s depot, and about $4 million worth of
stocks were found which were not recorded”—I think this was paint—
%put which should have been recorded on the Administration’s inven-
tory records. During the period when the stocks were ‘lost’ the
Administration purchased about $1.1 million worth of stocks that
were identical to the unrecorded stocks.”

I just pose this because it illustrates so vividly the waste that is
involved in the lack of proper inventory control, as you pointed out
here, and there are so many examples, and it just seems continuous.

This committee has been on the subject for years, as an extension
in a way of the old Bonner subcommittee of 1951-52. It just seems that
we harp on the same things.

SLOW PROGRESS ON OLD PROBLEMS

The Defense Department says, “Yes; we are going to correct,” and
yet every year we dig into it, we seem to be far away—maybe not as
far away, there is some progress—but we certainly seem far away
from our ultimate goal.

Iam going to make a statement, really for correction, if I am wrong.
I think I am right on this.

TAXES ON CONTRACTOR-HELD INVENTORY

Do the contractors, the Government contractors, private contrac-
tors, pay local property tax or manufacturers’ and merchants’ tax on
the Government property which they are using, and the material; be-
cause the contractor does pay merchants’ and manufacturers’ local tax
on hismachinery and his inventory ?

Mr. Staats. You are talking about Government-owned equipment?

Representative Curtis. Yes.

Mr. Staats. No.

Representative Curtis. I don’t think they do either.
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Mr. Batiey. They do not pay a tax as such, Mr. Curtis, but in some
States there is a use tax levied on the contractor for Government——

Representative Curris. Equipment? Well, this is very good. I didn’t
even know there was that. :

Mr. Bamwey. Materials, particularly.

TAXES AND LOCAL BENEFITS

Representative Curris. I was thinking of both, of equipment and
materials. Now, in most States or most local communities, manufac-
turers’ and license tax do go to leased equipment. It isn’t just whether
it is ownership. If it is leased it will go to that.

The significance of this, of course, is that the manufacturer gets the
benefit o%molice, fire protection, streets, sewer, all the community fa-
cilities which cost, and this is one way of sharing the cost that goes
with it. :

The police protects that inventory, the fire department protects
the inventory, protects the machinery. It all gets this advantage.

LOCAL TAXES AS A FACTOR IN DETERMINING GOVERNMENT IN-HOUSE
OPERATIONS

I am very disturbed, I might say, at the Federal Government not
paying its fair share for its %acilirtles, and I am now switching fields
a bit, to an entirely owned Government facility which gets the same
benefits from local services, and yet, here in the A-~76 memorandum
of the BOB where we are trying to establish the guidelines, the factors
in cost accounting, in order to determine whether the Government
should be doing something in-house, or whether it should be done in
the private sector, there is no recognition of the costs of local taxes,
which I would argue again are costs which relate to real services that
are rendered. Would you comment on this?
Mr. Staars, We point this out in our statement here, Congressman
Curtis. This is undoubtedly the most difficult and most significant
unresolved question in terms of the policies that the budget circular
addresses itself to, and I emphasize this because one of the reasons that
it is difficult and important is that the size of State and local taxes has
obviously gone up very dramatically over the last several years.
Representative Curtis. Not in relation to wealth, if I may say; not
the percentage.
Mr. Staats. It has gone up almost any way——
Representative Cortis. Not percentage.
Mr. Staats. Percentage of what?
Representative Curtis. Of the tax, the rate of the tax has not gone
up. What has happened is that the base, the wealth has gone up, so
the total revenue take of local governments has continued to increase,
as you said.
But, let me assure you that the ratio of the tax to the wealth, which
is the base, is a very healthy one. The tax base of the local communities
is in a healthy position, because wealth has been increasing more
rapidly than gross national product.
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Mr. Staats. Undoubtedly, but there have also been significant tax
rate increases at State and local levels, if you go back over the last
5 years. _

Representative Curris. I would quarrel with that. You may be right,
but the figures I have do not indicate that, not the rate. A

Mr. Staats. Well, perhaps we have a difference in our understanding
of the facts, but I think the important thing here also, aside from
whether this is a correct statement of the facts or not, is the growth
in the grant-in-aid programs, which the Federal Government has made.

It has grown from $15 billion to more than $17 billion, from 1967
to 1968. :

NEED TO TAKE TAXES INTO CONSIDERATION :

The point here I think, that both you and I are making is that if
the Federal Government does not take into account the taxes on its
own operations, that the revenue is going to have to come from either
grant-in-aid programs or it is going to have to come from local taxes.
That is what we are both saying, I think.

IMPACTED SCHOOL AREA BILL

Representative Currrs. There we are in complete accord. Of course
the impacted school area bill was based on this very assumption that
the Federal Government comes into a community, acquires the facility,
withdraws that land from the local tax base, and so we had in lieun of
taxes paid by the Federal Government for schools, sewers and com-
munity facilities, a very important item.

Now, getting back to how I brought it in here, if you can find out
whether or not this Government-owned property, say $11 billion, is
or is not in the local tax base. Now, probably some areas may be, but
of the $11 billion, I would be curious to get some idea of how much
of that actually does bear its share of local taxes.

Mr. Staats. I believe we will have to submit something for the
record on this.

Representative Curris. Yes, I think you probably would. You can
see, too, that this is an added advantage to a local contractor in using
Government equipment, if my premise is right, that they don’t pay a
full load of local taxes on that equipment, it would be much preferable
to have Government equipment, and so there is a further incentive
built in here.

Another reason, another argument I would use for getting this A-76
memorandum corrected so that it does include this very sizable item
of local taxes, because whether you and I are right on the rate, the
amount of money paid has increased because the amount of equipment
used today is so much more valuable.

Mr. Staats. We would be glad to supply a statement for the record.

Representative Curris. Thank you very much. '

(The statement subsequently supplied follows:)

Attached is a tabulation, by State, of the federally owned real and personal
property covered in our report of November 24, 1967 (appendix III to report. See
p. 462.) It does not include military property or materials. The remarks column
reflects our opinion whether the property is or is not subject to State taxation. It

has not been possible in the limited time available to be sure our research has
covered any very recent legislative developments and judicial decisions.
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TAXABLE STATUS OF FEDERAL PROPERTY IN HANDS OF CONTRACTORS (app. 111 to Nov. 24, 1967, report)
|

State Remarks Type Value of
property

Arkansas...__...._.. Appears subject to taxation_____________. ... Personal._..  $3,363,900

California. - . Taxable under State court decision o el 64,133,700

Connecticut . Appears exempt from taxation____ 9,777,300

Hlinois....... _. Exempt under State court decision. o e ,912,200

Kansas. - . Both types subject to taxation_..____ . ... {R Z?g; ggg; égg

Maryland._ . ... Both types exempt from taxation if used in connection with 15, 256,900

national defense work, taxable otherwise. 6, 002, 000

Massachusetts_.____. Both types appear subject to taxation_.______ ... ... . ... {Real _____ 93’ ?gg’ ogg

Michigan............ Statute imposing tax voided on technical grounds by 1965 Personal. ... 5i059i 400
State court ruling. .

Minnesota__...._.._. Both types exempt if used in connection with production of f_._.do...... 31,500, 300

goods for sale to Federal Government, taxable otherwise. Real.__. 5,763, 800

New Jersey......__. Both types exempt, except leased real property.______........ {Eg;f?"'a' 9%' i’g{' %88

New York___....._... Nodpe.rs‘onal property tax. Real property exempt by State court lF}‘erion 29,257,000

ecisi eal.__.

. on. . -
__. Subject to taxation under State board of tax appeals ruling. Personal___.
Possibly exempt as a “‘public purpose’ if used on defense

’ 0
80,941,700 .

work.
Pennsylvania_....... Both types exempt under State court decisions_... ... 11, 5%(5), ggg
Texas.cccooooooooooo Appears subject to taxation under State court decisil 7,488,300

POSSIBLE LEGISLATION

Chairman Proxmire. Thank you. I would like to just suggest now
at the end that it would be very helpful to us, I think maybe Con-
gressman Curtis would be interested in this, too, if you could provide
two or three alternative legislative proposals to meet the problems
that have developed this morning on contractors using Government-
owned equipment.

I am thinking in terms of recordkeeping, in terms of rental terms,
in terms of purchasing and also in terms of local tax exemptions.
Maybe you might recommend against any legislative action. Maybe
you feel it can and should be handled by administrative action, but
T am inclined to feel on the basis of the experience we have had that
it would be best to make it a matter of law.

Furthermore, isn’t it true we spent $400 million for a catalog system
to number everything that is procured, and we spend something like
$3 billion annually for computer equipment, and yet we don’t know,
we don’t seem to be making much progress in providing adequate
inventories for the armed services. It 1s very frustrating.

Mr. Staats. I feel that while we have identified many weaknesses
here we would all have to recognize the magnitude of the problem.

Chairman Proxmire. Oh, sure, it is a great problem, but as I say we
are spending an enormous amount of money to meet the problem.’

Mr. Staats. That is certainly true.

GAO’S POSITION ON NAVY DAIRY

Chairman ProxMire. And then there has been some conflict as to
whether you have changed your position on the dairy at Annapolis,
the Naval Academy, and it would be very helpful if you could put
it on the record here. Have you changed your position, as was re-
ptz)(r;t)ed by one powerful Member of the House, or not? (See also, p.
220.
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Mr. Staats. Noj; I was a little surprised to read that in the press, -
also. We did not revise our opinion.

We understood that the House had taken some action. Defense
has apparently withdrawn any plans it had to convert to purchasing
its requirements from the commercial market. But, we have no studies
which would indicate any alteration in the conclusion which we
reached in our report. (See hearings, 1967, pt. 1, p. 32.)

Chairman Proxmire. And there are just two other requests here.
One, will you provide copies of relevant regulations and so forth on
87-653, and based upon the past year’s experience, what are the
priority areas that you believe should be worked on in this next year.
Either indicate that now or for the record.

Mr. Staats. I think T would prefer, Mr. Chairman, to do it for the
record. We outlined, as I have indicated, a considerable part of our
program befqre thg, House Armed_Services Commlttee. There have
been some revisions in our program since that time.

In fact, we are in the midst of reviewing our program for the next
6 months period and just beyond at the moment so that I believe in
another week or 10 days we could supply you a more useful and a more
up-to-date picture as to our program and the priority items in the pro-
gram in the area of procurement and supply management. I assume
that those are the two areas that you are part-lcularly interested in.

(Following letter covers work program. See p. 162 for regulations
on 87-653, inserted by Sec. Morris.) _

: COMPTROLLER GENERAL OF THE UNITED STATES,

[SEAL] Washington, D.C., January 4, 1968.
B-163175 . .

Hon. WILLIAM PROXMIRE,

Chairman, Subcommittee on Economy in Government,
Joint Economic Committee,

Congress of the United States.

DEAR MR. CHAIRMAN : You requested, when we appeared before your Subcom-
mittee on November 27, 1967, that we inform you as to areas we believe should be
given priority in planning our work programs for the coming year. The economy
and effectiveness with which the military departments procure and control
Government-owned facilities, equipment, and materials continue, in our opinion,
to warrant close attention by this office and your Subcommittee.

Following is a listing of examinations into subject areas we believe are of prime
importance and for that reason are included in our work program for 1968.

SUPPLY MANAGEMENT

1. Continuation of the study of receipt and storage procedures and practices in
each of the military services and the Defense Supply Agency for purposes of
identifying opportunities for improving the accuracy of inventory records.

2. Inquiry into the effectiveness of Department of Defense procedures for
improving interservice utilization of materials either in long supply or excess to a
military service’s needs.

3. Appraisal of the progress being made by the Department of the Army to
improve supply management activities in Vietnam, including correction of inven-
tory records and identification and disposal of excesses.

4. Analysis of the military standard requisitioning and issuing procedures to
identify causes for delays in processing requisitions from users.

5. Continuation of a study of the application of the Federal Catalog Program
and the Defense Standardization Program in each of the military services and the
Defense Supply Agency.

6. Bxamination into the controls exercised in each of the military services to
obtain the maximum return of repairable equipment by using units to depot
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maintenance facilities. The examination will also include an appraisal of the
propriety of decisions to initiate new procurement in lieu of repairing items
already in the supply system.

7. Examination into shipments of materials from Air Force bases to Air Force
depots to determine whether items in long supply or excess to the bases’ needs are
unnecessarily being shipped and increased transportation costs incurred.

8. Inquiry into the General Service Administration’s effectiveness in meeting
the requirements of priority supply requisitions from overseas customers.

INDUSTRIAL FACILITIES

1. Examination into the bases on which rentals for commercial use of Gov-
ernment-owned facilities are computed, and consideration as to whether con-
tractors who use Government equipment on commercial work have a decided
advantage over competitors who use their own equipment on such work.

2. Consideration of the relative economy of the Government or contractors
furnishing equipment for use on Government work. The possible need for tighter
restrictions on contractors’ use of Government equipment for commercial work is
being considered also. )

3. Review of the management of plant equipment located at Government-owned
industrial facilities to determine if equipment, idle for extended periods of time,
is being reported as being actively in service, thus preventing the Defense Indus-
trial Plant Equipment Center from redistributing this equipment to meet valid
requirements.

4. Review of defense contractors’ practices in leasing land and buildings for
extended use in the performance of Government contracts, and the relative cost to
the Government under this procedure versus purchase of such facilities by
contractors.

PROCUREMENT

1. Review the manner in which the Department of Defense is enforcing the
new audit and documentation regulations concerning the requirements of Public
Law 87-653. We plan to make this review after the Department has had sufficient
time to implement the regulations at procurement offices.

2. Examination into the procurement of selected items of aerospace ground
equipment for F—4 aircraft to determine whether savings could have been
realized had the items been purchased from the equipment manufacturers rather
than from the F4 aircraft manufacturers.

OTHER PROGRAMS

1. Examination into the feasibility and economy of consolidating real property
maintenance activities operated by the military services. For example, on the
relatively small island of Oahu, Hawaii, the military services maintain eight
separate engineer or public works organizations. Similarly in a 45 mile area
around Norfolk, Virginia, the military services have 16 engineer or public
works organizations. ) :

2. Examination into the management of magnetic tape used in automatic data
processing operations. The review will consider the benefits to be derived from
greater centralization of control over the acquisition, use, and disposal of
magnetic tape.

3. Inquiry into the Navy’s management and control of its area coordinating
system as it relates to the consolidation of station support service functions.

4. Review of costs and manpower involved in the maintenance of noncombat
vehicles in the Army and Air Force.

We would be pleased to discuss any of the foregoing matters with you or
members of your staff, should you so desire.

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

Chairman Proxmrre. Tomorrow we have Mr, Morris. I understand
you will be available for possible rebuttal questioning later.

Mr. Sraats. Yes, we would be very happy to come back and again I
would like to refer particularly to the material which we have supplied.
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This will bring you up to date on the various matters referred to in
your report. What we have attempted to do is to cover all of the items
that you requested we address ourselves to in that report.

Chairman Proxaare. Thank you very much.

Mr. Staars. If you would like for us to return after you have had a
chance to review this fairly long document, we would be most happy to
do so. (See p. 851-395, for later hearings.)

Chairman Proxuire. Yes, we are looking forward to it.

The committee will stand in recess. .

MWG' will reconvene tomorrow morning at 10 o’clock to hear Secretary
orris.

(Whereupon, at 12:50 p.m. the committee adjourned to reconvene at
10 a.m., Tuesday, Nov. 28, 1967.)




ECONOMY IN GOVERMENT PROCUREMENT AND
PROPERTY MANAGEMENT

TUESDAY, NOVEMBER. 28, 1967

Congress oF THE UNITED STATES,
SuscommiTTEE ON ECONOMY IN (GOVERNMENT
OF THE JOINT Ecovomic CoMMITTEE, -
Washmgton, D.C.

The subcommittee met, pursuant to recess, at 10 a.m., in room S-407,
the Capitol, Hon. William Proxmire (chairman of the subcomm1tbee) s
presiding.

Present: Senator Proxmire; and Representatives Curtis, Grlﬂiths,
and Rumsfeld. .

Also present: Ray Ward, economic consultant.

Chairman Proxmire. The subcommittee will come to order.

Our witness this morning is the Honorable Thomas D. Morris,
Assistant Secretary of Defense—Installations and Logistics.

Mr. Morris is well known to this subcommittee having appeared
before it on previous occasions and has always been informed and
responsive to our questioning.

My letter of November 8, 1967, to Secretary McNamara to which you
responded on November 18 1967 outlines the subjects upon which we
requested testimony and both will be placed in the record at this point
together with a short biographical sketch of Secretary Morris. Tt will
be appreciated also, Mr. Secretary, if you will furnish for the record,
biographical sketches of your deputies, members of the ASPR com-
mittee, and the Director of the Defense Supply Agency.

(The documents referred to follow :)

NOVEMBER 8, 1967.
Hon. ROBERT S, MOCNAMARA,
Secretary of Defense,
Washington, D.O.

DeAr Mz. SECRETARY : This will confirm conversations with your staff that the
Subcommittee on Economy in Government of the Joint Economic Committee will
hold follow up hearings on its report of July 1967, from November 27-30, 1967,
Room A¥-1, The Capitol, Joint Atomic Energy Committee Hearing Room.

‘We will welcome your appearance or that of staff of your choosing on Novem-
ber 28, 10 a.m. to discuss actions taken and planned on the conclusions and
recommendations contained in the July, 1967 report.

We particularly wish a full discussion on developments in implementing the
Truth-in-Negotiations Act (P.L. 87-653) and improvements in supply manage-
ment, including the role of DSA. We are greatly concerned with inventory man-
agement pertaining to short shelf-life items and contractor-held equipment and
supplies.

In the procurement area cover use of competitive versus negotiated bidding
practices, use of Buy American Act differentials and the scope of “breakout of
components” in competitive buying.

‘The status of the development and operation of the National Supply System
and relations with GSA are of permanent interest to the Subcommittee.

(69)
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Progress in implementing Budget Bureau circulars A-76 and A-2 should be
covered in the testimony. Please review steps being taken toward the training and
development of a corps of experts in procurement, contract administration, con-
tract audit, and property management generally.

One hundred copies of your prepared text should be forwarded to us at least
one day prior to your appearance and you may contact Mr. Ray Ward, Staff
Consultant, Code 173, Ext. 8169 for any additional information.

Sincerely yours,
WILLIAM ProxMIRE, U.S. Senator.

ASSISTANT SEGRETAizY oF DEFENSE,
Washington, D.C., November 18, 1967.

Hon. WILLIAM PROXMIRE,

Chairman, Joint Economic Commiltee,
Congress of the United States,
Washington, D.C.

DEAR ME. CHAIRMAN : In response to your letter of November 8, 1967, relative
to Subcommittee hearings on November 28, Secretary McNamara has requested
that I serve as the Defense Department witness. I will be accompanied by my
Deputies responsible for the areas of your jnterest, and by the Director of the
Defense Supply Agency.

We are looking forward to meeting with you.

‘Sincerely.
’ THOoMAS D. MORRIS,

Assistant Secretary of Defense (Installations and Logistics).

THOMAS D. MORRIS, ASSISTANT SECRETARY OF DEFENSE (INSTALLATIONS AND
LOGISTICS )

Thomas D. Morris was reassigned as Assistant Secretary of Defense (Installa-
tions and Logistics) effective September 1, 1967. :

: A former member of the New York management consultant firm of Cresap,

McCormick and Paget, Mr. Morris had been serving as Assistant Secretary of
Defense (Manpower) since October 1, 1965. Previously he had served as Assistant
Secretary of Defense (Installations and Logisties) from January 29, 1961, to
December 11, 1964.

In 1960, Mr. Morris served as Assistant Director for Management and Organiza-
tion, Bureau of the Budget. In 1956-57, he served in the Office of the Secretary
of Defense in several capacities, including the position of Deputy Assistant
Secretary for Supply and Logistics.

During World War II, Mr. Morris served in the Navy from 1942 to 1945 as a
member of the Navy Management Engineering Staff. Subsequently, as a partner
in the consulting firm of Cresap, McCormick and Paget, he participated in the
studies of both Hoover Commissions and conducted management surveys for a
number of Federal agencies and private organizations.

Mr. Morris was born April 19, 1913, in Knoxville, Tennessee. Following his
graduation, in 1934, from the University of Tennessee with a Bachelor of Arts
degree, Mr. Morris was employed by the Tennessee Valley Authority as an office
systems analyst, and from 1936 to 1989 with the Intérchemical Corporation. In
1940-1941, he was on the controller’s staff of the U.S. Steel Corporation.

From 1958 to 1960, Mr. Morris was director of management planning and
assistant to the president of the Champion Paper and Fibre Company.

Mr. and Mrs. Morris have two children, a son, David, and a daughter, Martha.
They reside at 5228 Duval Drive, Washington 16, D.C. -

Pavr H. RiLEY, DEPUTY ASSISTANT SECRETARY OF DEFENSE, INSTALLATIONS AND
LocistIics (SUPPLY AND SERVICE)

Paul H. Riley was appointed Deputy Assistant Secretary of Defense on Febru-
ary 13, 1961 by the Assistant Secretary of Defense (Installations and Logistics).
Mr. Riley’s primary areas of interest cover: Supply Management, Transporta-
tion & Warehousing, Telecommunications, Cost Reduction, Technical Data &
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Standardization policies, as well as Food Service Management and Petroleum
matters.

Mr. Riley graduated from Bolles Military Academy in J acksonville, Florida, in
1936. He received a B.S. degree in Business Administration from the University
of Indiana in 1942. Immediately upon graduation he was commissioned a second
lieutenant in the Army.

During World War II, Mr. Riley served with the Sixth Major Port of Em-
barkation in Casablanca, Naples, Anzio, and Southern France. Mr. Riley was
separated from the Army in February 1946.

* From March 1946 to December 1951, Mr. Riley worked with the Production and
Marketing Administration. of the U.S. Department of Agriculture, where he
directed that Administration’s classification and wage administration programs.

Mr. Riley was Chief of the Management and Special Analysis Staff in the Mili-
tary Division of the Bureau of the Budget from December 1951 until March 1958.
During this period he conducted programs designed primarily to review and study
the supply systems of the Army, Navy, Air Force and Marine Corps.

In February 1958 he became Special Assistant to the Assistant Secretary of
. Defense for Supply and Logistics. He was appointed to the position of Director
of Supply Management Policy in August 1958.

Mr. Riley, his wife, the former Miss Johanna Binikis of Gary, Indiana, and
daughters Sharon, Lauren, Christine and Paula reside at 3801 Lake Boulevard,
. Annandale, Virginia.

JouN M. MALroY, DEPUTY ASSISTANT SECRETARY OF DEFENSE (PROCUREMENT)

Mr. Malloy assumed his present position in the Office of the Secretary of
Defense in April 1965. He is responsible for determining policy for and ensuring
effective implementation of the purchasing program of the Department of Defense.

Mr. Malloy retired from the U.S. Navy in July 1963 with the rank of Captain
after 22 years service, During his service in the Navy, Mr. Malloy had a variety
of assignments in the procurement field including command of the Navy Purchas-
ing Office in Washington, D.C. and Los Angeles, California. He was Chairman of
the Armed Services Procurement Regulations Committee in the Office of the Sec-
retary of Defense from 1958 to 1961. ;

Prior to being appointed Deputy Assistant Secretary of Defense for Procure-
ment, Mr. Malloy was employed by North American Aviation, Inc, El Segundo,
California.

‘Mr. Malloy graduated from Boston College in 1940 and Harvard Graduate
School of Business Administration in 1947.

MAJ. GEN. ALLEN T. StaNwix-HAY, U.S. ARMY

Allen Thomas Stanwix-Hay, USA Signal Corps, was born in New Orleans,
Louisiana, February 14, 1911.

Upon graduating from the University of Florida in 1933, he was commissioned
a Second Lieutenant as an Artillery officer in the U.S. Army Reserve. As a
member of the First Observation Battalion, he specialized in the development of
new sound and flash ranging techniques.

While continuing his reserve training, General Stanwix-Hay also operated his
own electrical engineering firm, until entering on active duty in March 1942.
After a short Stateside assignment with the U.S. Army Air Force, he served in
Africa and the European Theater of Operations until late 1945 as Deputy Signal
Officer for Operations, Headquarters 9th U.S. Air Force.

From 1946-1948, the General was stationed at the Air University, where one of
his major assignments was working on the Joint Brazil-U.S. Military Commission
supervising the installation of the Tactical Air Radar System in Brazil. In 1948,
he was reassigned to the Signal Corps at Fort Monmouth. After attending the
Advance Signal Officers’ Course there, he remained until November 1951 for vari-
ous assignments including that of Chief, Signal Corps Publications Agency.

General Stanwix-Hay began the first of a series of tours in Washington, D.C.,
in late 1951, where he served with the Office of the Chief Signal Officer and the
Deputy Chief of Staff for Logistics. Between 1951 and his present assignment he
also held the following positions : Signal Officer, Military Assistance and Advisory
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Group, Taiwan ; Commanding Officer, USA ngnaI Support Agency ; Commanding
General, USA Electromcs Materiel Agency; Deputy Chief Signal Officer, U.S.
Army ; and Test Director for “Project 60” which led to the establishment of De-
fense Contract Administration Regions in the Continental United States.

The General was appointed Special Assistant to the Assistant Secretary of
Defense (Installations and Logistics) on 15 March 1966, with responsibilities for
coordination of all Southeast Asia logistic support matters. His broad coordina-
tion role was short lived and in April 1966, per Secretary of Defense direction, he
established a special Air Munitions Office that applied intensive management to
selected air ordnance items critical to Southeast Asia operations. In October 1966
additional offices were established under his direction to extend intensive man-
agement t0 Ground Ammunition, Aireraft and Missiles, and other Major Items
critical to Southeast Asia.

General Stanwix-Hay was sworn in as Deputy Assistant Secretary of Defense
(Materiel), Office of the Assistant Secretary of Defense (Installations and Logis-
ics) on 19 December 1966. The Deputy Assistant Secretary of Defense (Materiel)
mission is to assure the timely availability of materiel in support of (1) force
deployments to and military operations in Southeast Asia, and (2) the readiness
requirements of the U.S. Approved Force and friendly foreign nations’ forees
world-wide.

Schools the General has attended during his military career include the Brit-
ish Royal Air Force School, the Armed Forces Staff College, Harvard University
Advanced Management and the Industrial College of the Armed Forces.

Lr. GEN. BARL 'C. HEDLUND, USAF DIRECTOR, DEFENSE SUPPLY AGENCY

Earl Clifford Hedlund was born in Valparralso, Nebraska, on July 16, 1916. He
was graduated from Deuel ‘County High School in 1933. He received hls Bachelor
of Science degree from the University of Nebraska in 1938. He received his
Master of Science at the University of Illinois in 1939. He then did two years
of graduate work toward his doctorate degrée, but this was interrupted by his
entry into military service in 1941. He completed his degree requirement with
the University of Illinois and received his Ph. D. in 1948.

He was commissioned a second lieutenant in the Reserve in June 1938, through
the Reserve Officer Training Corps (ROTC) program at the University of Ne-
braska, and received his pilot training at Randolph and Foster Fields, Texas,
graduating in 1942,

From August 1942 to 1947 he served varlously as a ﬁghter pilot, squadron
commander, group commander, and deputy wing commander in the Pacific and
Buropean ﬁheatens. He was credited with the destruction of 15 enemy aircraft,
air and ground. Flying duty was interrupted in April 1945, when his P-38 was
shot down by ground fire. Although suffering from second degree burns, we was
able to parachute from the burning aircraft only to be captured by the Germans.
He later escaped and made his way back to the American lines.

During World War IT he flew 67 fighter missions in the Aleutian Islands for a
total of 180 combat hours, and 103 fighter missions in the European Theater, rep-
resenting 367 combat hours.

In 1948, General Hedlund was assigned to the Joint Military Transportation
Committee of the Joint Chiefs of iStaff, where he served until 1951. From 1951
to 1952, he was Chief of the Air Transport Division, Directorate of Transporta-
tion, Headquarters United States Air Force (USAF). After attending the Naval
War College in 1952-1953, he was assigned as Director of Transportation, Head-
quarters, Far East Air Forces, in Tokyo, Japan.

In 1956, he became Deputy Director of Transportation, Headquarters USAF,
and in August 1959, was appointed Director of Transportation.

On July 20, 1961, General Hedlund became Deputy Commander, Ogden Air
Materiel Area, Air Force Logistics ‘Command, with headquarters at ‘Hill Air
Force Base, Utah, and in August 1963, began duty as Commander, Warner
Robins Air Materiel Area, Air Force Logistics Command, with headquarters at
Robins Air Force Base, Georgia.

He became Deputy Director, Defense Supply Agency on August 1, 1966, and
Director of the Defense Supply Agency on July 1, 1967.

Among his decorations ‘General Hedlund wears the Distinguished Service
Cross; Legion of Merit with one Oak ILeaf Cluster; Distinguished Flying
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Cross with one Oak Leaf Cluster; Purple Heart; the Air Medal with 19 Oak
Leaf Clusters, and several service awards. His foreign decorations include the
British Distinguished Flying Cross; the French Croix de Guerre, and the Bel-
gium Fourragere. He is rated a command pilot.

General Hedlund is the son of the late Hulda and Claus Hedlund of Chappell,
Nebraska. He married the former Eleanor Neff of Beaman, Iowa, on October 10,
1948, and they have six children.

REAGAN A. SOURLOCK, CHAIRMAN, ARMED SERVICES PROCUREMENT REGULATION
COMMITTEE

Colonel Scurlock assumed his present position as Chairman, ASPR Committee,
effective May 1, 1965

iColonel Scurlock ha's twenty-seven years service in the United :States Air
Force. He was stationed at Hickam Field, Hawaii, at the time of the attack on
Pearl Harbor, and after participating in the battle of Midway, moved with his
squadron to the ‘South Pacific. After returning to the United States in 1943, he
served as Director of flying training at B-17 Training ‘School. Colonel Scur-
lock, a command pilot, has been awarded the Silver Star, Legion of Merit, Dis-
tinguished Flying Cross and Air Medal.

In 1951, Colonel Scurlock was assigned as a Procurement Officer at Head-
quarters, Air Materiel Command. Subsequent to that time, with time out for a
tour in Korea and at the Armed Forces Staff College, he has served in a series
of increasingly responsible assignments in procurement and procurement related
fields.

Prior to his present assignment as Chairman of the ASPR Committee, he was
Chief, Procurement and Production, Electronics Systems Division, Air Force
Systems Command. The ESD is responsible for the design and acquisition of Air
Force Command and Control Systems such as SAGE and BEMEWS.

Colonel Scurlock is a graduate of the University of Texas Law ‘School and is a
member of the Bar of the State of Texas.

Lr. CoL. RicHARD P. HERGET, 0324038, ARMY LEGAL MEMBER, ASPR COMMITTEE

Born 16 Dec. 1913, Paragould, Arkansas. Graduated Paragould High- School
1929. Graduated New Mexico Military Institute 1931. Graduated (BSME) Uni-
versity of Arkansas 1934. Graduated (LL.B.) Georgetown University College of
Law 1941. Member of Bar, State of Arkansas; passed Bar Examination for
District of Columbia shortly after graduation from law school. Married in 1938
to Mary E. Barlow; five children. Served as Lt in 29th Infantry Division in
Europe in World War II from May 1942 to Sep. 1945. General practice of law,
Paragould, Arkansas, 1945 to October 1950. Recalled to active duty 1950 during
Korean Conflict; transferred to Judge Advocate General’s Corps in May 1953.
Action officer, Contract Law Branch, Procurement Law Division, Office of The
Judge Advocate General, Army (OTJAG) 1955 to 1959 ; Staff Judge Advocate,
U.S. Army Transportation Terminal Command, Arctic, 1960 to 1961 ; Chief, Lo-
gistics and Contract Law Branch, Procurement Law Division, OTJAG, 1962 to
1965 ; General Counsel, Hq European Exchange System, 1965 to 1967; Army
Legal Member, ASPR '‘Committee, 1967. Member, American Bar Association;
Arkansas Bar Association.

GREGORY C. FRESE, JR.,, CoLOoNEL, USAF

Colonel Frese joined the ASPR Committee as Air Force Policy Member in July
1966. Prior to his assignment on the ASPR Committee he was Chief of the Pro-
curement Office, Air Force Eastern Test Range, Patrick Air Force Base, Florida.
Procurement responsibilities at the Air Force Eastern Test Range encompassed
base procurement as well as R&D procurement. Procurement was mostly of
electronic type equipment necessary to support missile flights. Prior to that as-
signment, Colonel Frese was Program- Manager of a classified program for a
period of approximately two years at the Electronic Systems Division, L. G.
Hanscom Field, Bedford, Massachusetts. Two years prior to that Colonel Frese
worked in the Contract Management Office which was exclusively concerned
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with the monitorship and administration of the MITRE Contract. Colonel Frese
attended training with industry in Industrial Planning and Procurement for one
year at the Large Gas Turbine Division, General Electric Company, Evandale,
Ohio.

Upon graduation from Flying School in 1944, Colonel Frese was assigned to
the European Theater of Operation and flew 66 combat missions and was awarded
the Air Medal with six Oak Leaf Clusters and the Presidential Unit Citation.

Colonel Frese was Assistant Professor of Air Science and Tactics, St. Louis
University from 1949-1953. Upon completion of that assignment he was assigned
to a flying job in Korea. Upon completion of the Korean tour, he was assigned
to the Pentagon from 1955 through 1958.

Colonel Frese has a Bachelor of Science, Social Science from Washington Uni-
versity, St. Louis, Missouri and a Masters Degree in Business Administration
(M.B.A.) from St. Louis University, St. Louis, Missouri.

KARL W. KABEISEMAN, DEFENSE SUPPLY AGENCY LEGAL MEMBER, ARMED SERVICES
PROCUREMENT REGULATIONS COMMITTEE

Karl Kabeiseman was born in 1927 in South Dakota. After graduation from
high school he served in the U.S. Army Infantry. He received his B.A. degree in
1950 and his LB degree in 1952 from the University of South Dakota, graduating
-in the upper 15% of his class. While in college he was active in extracurricular
activities, was a varsity debater for three years, and served as president of his
legal fraternity.

He was admitted to the practice of law in South Dakota in 1952 and subse-
quently passed the examination for practice before the District Court and the
Court of Appeals for the District of Columbia. He has also been admitted to
practice before the United States Court of Claims and the Supreme Court of the
United States. He is a member of the Federal Bar Association and was elected
and served as President of the Pentagon Chapter. He is also a member of the
American Bar Association.

In June 1952, he was appointed as an attorney adviser in the Office of the
Quartermaster General, Department of the Army, and served as a member of
an Operations Advisory Staff providing legal advice on procurement operations.
He was progressively appointed to positions of greater responsibility, serving
as legal adviser to procurement branch chiefs; as Counsel for General Supplies;
as Office Branch Chief in charge of Fraud Investigations; and as Counsel for
Anti-trust matters. In these positions he actively participated as a legal adviser
in the wide range of Army procurement functions now reflected in Defense Sup-
ply Agency procurement operations.

_On the basis of those nine years of procurement and procurement-related legal
experience, he was detailed to the Defense Supply Agency Planning Staff in
October 1961. He was selected as the Assistant Counsel, Fiscal and Manpower,
and DSA Legislative Counsel, HQ DSA, in January 1962. In addition to his other
duties, he has served from time to time as the HQ DSA legal adviser for contract
administration services during the absence of the Assistant Counsel, CAS. He is a
GS-15 and was appointed to the ASPR Committee on 20 November 1967.

CHARLES GOODWIN

Charles Goodwin, Navy Legal Member, Armed Services Procurement Com-
mittee since Nov., 1965 ; previously Navy Alternate Legal Member for two years.
Born 1908, New York City, N.Y. Educated Brooklyn Boys High School; B.S. cum
laude 1932, College of the City of New York; LL.B (honors) 1931, Brooklyn
Law School. Employed Electrical Testing Laboratories, New York City, 1927-29.
Admitted to bar, State of New York, 1932. Private General Practice and Assist-
ant Secretary, Brooklyn Bar Association, 1932-1941. Member and Assistant
Head, Research Unit, Lands Division, Department of Justice, 1941-1943. Service,
U.S. Navy (Seaman-Lt. Cmdr.) 1943-1946. Assistant Counsel and Counsel, Bureau
of Yards and Docks, Navy Department, 1947-1954. Assistant to General Counsel,
Navy Department (GS-15), 1954 to date. Currently Professor of Law, Govern-
meant Procurement Law, Catholic University Law School.
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Publications: Government-Furnished Property, Government Contracts Mono-
graph No. 6 (Geo. Wash. Univ. Law School, 1963). Editor, 1965 Supplement to
Navy Contract Law (2d Ed. 1958)

Associations: Member, Federal Bar Association; member, Brooklyn Bar Asso-
ciation ; Treasurer and Member of Board of Governors, Arts Club of Washington;
Formerly Secretary, Lawyers Literary ‘Club, Inc. (book club), now subsidiary
of Houghton, Mifflin Co.

Epwarp C. Cox

Mr. Edward C. Cox was born in Washington, D.C. on August 24, 1913. He
received the degrees of Bachelor of Laws and Bachelor of Commercial Science
from Columbus University (now the School of Law of Catholic University) Wash-
ington, D.C. in 1937 and 1941 respectively. He was admitted to the Bar in the
District of Columbia in 1938. During World War II he served with the Army -in
the Philadelphia Ordnance District, Price Adjustment Board, as a financial an-
alyst and legal advisor in matters under the Renegotiation Act.

After eight years in commercial banking Mr. Cox began his career in Govern-
ment Service in 1941 with the Investigations Division of the General Account-
ing Office. His experience in the procurement field includes service with the
Office of the Chief Signal Officer, the Atomic Energy Commission, and the Office
of the Deputy Chief of Staff for Logistics. In this latter assignment, he served
as Chief of the Contract Awards Section. Mr. Cox is presently employed in the
Office of the Assistant Secretary of the Army (Installations and Logisties) as
Chief, Procurement Policy Division and the Army Policy Member on the Armed
Services Procurement Regulation Committee. -

]

LeRoy J. HAUGH

LeRoy J. Haugh, the Navy’s Policy Member on the ASPR Committee, was
born in Minnesota in 1925. He entered Navy civilian employment in the Bureau
of Ships through the Junior Management Intern Program in June 1954. He re-
mained with the Bureau of Ships five years as a Contract Specialist. ¥n January
1960 he became a Staff Assistant for Procurement to the Assistant Secretary of
the Navy (Material). On 1 August 1961 he was appointed to the ASPR Commit-
tee, and has served in that capacity to date with the exception of the year from
August 1965 to August 1966 when he attended the resident course at the Indus-

. trial College of the Armed Forces.

Mr. Haugh has served two tours of active duty as a line officer in the U.8.
Naval Reserve, 194446 and 1951-54, and joined the ranks of retired reservists
in July 1966 after completing 22 years of service. He holds a B.A. degree in
Political Science from College of St. Thomas, St. Paul, Minnesota; an LL.B.
from Georgetown University Law School, Washington, D.C., and an MSBA from
George Washington University, Washington, D.C. He is a member of the Bar
in the District of Columbia and Virginia.

JouaN LANE, JB., AIR ForCcE LEGAL MEMBER, ASPR COMMITTIEE

John Lane, Jr., was born in New York City on September 8, 1940, and lived
in Yonkers, New York from about 1943 until he came to Washington in 1965.
He attended the College of the Holy Cross in Worcester, Massachusetts, with a
mathematics major and a philosophy minor, graduating with a Bachelor of Arts
degree in 1961. He then attended Fordham Law School in New York City. He
received his LL.B. in 1964, and was admitted to the New York State Bar in
December 1964 and the District of Columbia Bar in November 1967.

After law school he was associated with Sullivan & Cromwell, New York City,
for seven months, Then in March 1965, he became associated with the Air Force
General Counsel’s Office, where he has specialized in Government contracts
work ; he is presently Air Force Legal Member of the DOD Armed Services Pro-
curement Regulation Committee.
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RoOBERT LINTNER, DSA PoLIcY MEMBER, ARMED SERVICES PROCUREMENT
REGULATION COMMITTEE a

Robert Lintner, the Defense Supply Agency Policy Member on the ASPR
Committee, was born in New Jersey in 1910. He attended Rutgers University
during 1927 and 1928. In March of 1948 he accepted a position with the Food
Distribution Organization of the United States Department of Agriculture.

In July of 1944 he was assigned to the United Nations Relief and Rehabilita-
tion Administration where he participated in the management of agricultural
rehabilitation programs, continuing with that agency until July of 1947, Mr.
Lintner returned to private industry for the period from August 1947 until Sep-
tember 1948 at which time he accepted employment with the Office of the Quar-
termaster General, Department of the Army, as a procurement officer.

He remained with the Office of the Quartermaster General until January of
1962, progressing through various procurement assignments to the position of
Assistant Chief of the Procurement Policy Branch. In November 1961 he was
loaned by the Office of the Quartermaster General to the Defense Supply Plan-
ning Group for the purpose of developing a Defense Supply Agency procurement
regulation. On 8 January 1962 he was appointed to the ASPR Committee and has
served in that capacity to date.

Chairman ProxMire. Yesterday’s testimony by the Comptroller
General of the United States and his staff focused attention on the
Truth in Negotiation Act, Public Law 87-653, and upon inventory
management including Government-owned property in contractor’s
plants, as well as several other issues.

We have received copies of your statement and you may proceed with
it as you choose after first identifying your associates for the record.

STATEMENT OF HON. THOMAS D. MORRIS, ASSISTANT SECRETARY
OF DEFENSE (INSTALLATIONS AND LOGISTICS); ACCOMPANIED
BY PAUL H. RILEY, DEPUTY ASSISTANT SECRETARY (SUPPLY
AND SERVICES); JOHN M. MALLOY, DEPUTY ASSISTANT SECRE-
TARY (PROCUREMENT); GEN. A. T. STANWIX-HAY, DEPUTY
ASSISTANT SECRETARY (MATERIEL); LT. GEN. EARL G. HED-
LUND, DIRECTOR, DEFENSE SUPPLY AGENCY; G. 6. MULLINS,
DIRECTOR, CONTRACT SUPPORT SERVICES; DR. R. A. BROOKS,
ASA (INSTALLATIONS AND LOGISTICS) ; ALSO PRESENT: ALBERT
F. SANDERSON, DEPUTY CHIEF, MATERIALS POLICY DIVISION,
NATIONAL RESOURCE ANALYSIS CENTER OEP; WILLIAM B.
PETTY, DIRECTOR, DEFENSE CONTRACT AUDIT AGENCY

Mr. Morris. Thank you, Mr. Chairman.

Mzr. Chairman, I am accompanied this morning on my right by Mr.
Malloy, our Deputy Assistant Secretary for Procurement Policy. On
my left, by the Honorable Robert Brooks, the Assistant Secretary of
Army for Installations and Logistics. I have other associates who.are
with us this morning, and who may have occasion to comment. A

Mr. Chairman and members of the committee, we welcome this
opportunity to report to you on the progress which has been made, and
that which we plan to accomplish during coming months, in the man-
agement of Defense procurement and supply programs. This statement
will cover the specific subjects identified 1n your letter of November 8,
1967, in the following three areas:

A. Procurement management policies;
B. Supply management policies;
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C. Contractor versus in-house methods of acquiring goods and
services.

We are pleased to report that a number of important actions have
been taken since our appearance before you last May, and that we have
consulted frequently with Comptroller General Staats and his staff
in developing these revised policies. While there are several matters
on which final decisions have not been reached, all are being intensively
examined and we will be pleased to keep you fully informed of our
conclusions. - . .
A. ProcureMENT PoLICIES

During the past 614 years Defense procurement practices have un-
dergone significant changes. In terms of volume alone we have experi-
enced a 100-percent increase in number of actions (from 7.5 to 15.1
million since 1961), and an increase of 74 percent in dollar volume
(from $25.6 to $44.6 billion). During this time frame there have been
continuous efforts to introduce far stronger management controls and
substantially greater incentives—with the goal of buying required
equipment and supplies at the lowest sound price. We are dedicated to
acting promptly and vigorously to eliminate inefficient procurement
practices, and we thus welcome the spotlighting of such opportunities
by congressional committees, the General Accounting Office, and our
own internal audit and review staffs. As you so well appreciate, almost
every purchase action represents a potential opportunity for either
waste or improved buying, depending upon the soundness of our pol-
icies and the skill of our procurement persorinel.

In your hearings earlier this year, you stressed particularly, the
need for more precise rules governing competitive procurement, and
for greater attention to the implementation of Public Law 87-653
(Truth in Negotiations Act). In addition, we believe you will be in-
terested in our plans to improve small purchase procedures and in our
progress with respect to more economical procurement of replenish-
ment spare parts. I would like to comment briefly on each of these
subjects.

1. PRICE COMPETITION

At the time of your hearings last May, GAO challenged three aspects
of the longstanding definition of price competition. As a result, re-
vised regulations were issued on August 18, 1967. These appear below
as attachment A to this statement.

(The attachment follows :)

. . ATTACHMENT A
Memorandum for :
The Assistant Secretary of the Army (I. & L.).
The Assistant Secretary of the Navy (I. & L.).
The Assistant Secretary of the Air Force (I. & L.).
The Director, Defense Supply Agency.
The Director, Defense Communications Agency.
The Director, Defense Atomic Support Agency.
Subject: Reporting of procurement statistics on price competition.

We have reviewed the current rules for reporting competitive procurements
following the recent GAO report and Congressional hearings which dealt with
this subject. While the attention focused on our reporting of competition was
primarily in the spare parts area, our review has encompassed the full spectrum
of procurement.




78

The objective was to assure that our reporting rules accurately reflect the
competition actually achieved.

We do not interpret either the GAO or Joint Economic Committee position as
suggesting any change in our current reporting rules for formal advertising.
With. respect to negotiated procurements however, I have determined that sta-
tistical accuracy will be best attained by adoption of rules substantially as
follows :

1. A contract shall be reported as price competitive if offers were solicited
and received from at least two responsible offerors capable of satisfying the
government’s requirements wholly or partially and the award or awards were
made to the offeror or offerors submitting the lowest evaluated prices. However,
price competition may exist even though only one offer is received when the
offers are solicited from at least two responsible offerors who normally contend
for contracts for the same or similar items. )

2. Procurements shall not be reported as competitive where only one re-
sponsive offer was received and the solicitation was restricted to a prime con-
tractor and his vendor for that item.

3. Multiple awards in such areas as subsistence, clothing and equipage, and
other commodities where several awards normally result from one solicitation
may be recorded as competitive, even though the total quantity of the solicita-
tion is not awarded, if in the judgment of the contracting officer there are
sufficient facts to support a valid finding of price competition. .

4. Transactions shall not be recorded as price competitive solely on the basis
of the number of solicitations made. Contracting officers shall consider the con-
tent of the responses to solicitations, the procurement history of .the items pro-
cured, and other relevant information and shall exercise sound judgment in
the recording of transactions as competitive.

5. Purchase. orders in amounts less than $250 shall be reportéd as noncom-
petitive. With regard to orders of $250 or over, but not exceeding $2,500, con-
tracting officers shall determine on an individual transaction basis which ac-
tions should be recorded as competitive and which noncompetitive. However,
where it is not economically feasible to do this, these actions will be recorded as
noncompetitive.

These instructions shall become effective upon publication in a DPC, in ap-
proximately two weeks. ’

(Signed) PAUL R. IGNATIUS,
Assistant Secretary of Defense-
(Installations and Logistics).

The questions raised by GAO were as follows:
(@) Is it proper to automatically classify “open market purchases
of $2,500 or less within the United States” as price competitive? GAO
. found that there is no assurance in these very numerous transactions .
(approximately 8 million annually) that purchasing personnel are,
in fact, obtaining two or more quotations. We agree with GAO and
have issued regulations under which purchase orders in amounts less
than $250 shall not be reported as competitive due to the costly paper-
work involved in keeping track of each such transaction. With respect
to orders of $250 or over, an individual determination will be made as
to those transactions which are competitive and those which are not.
Our statistics in the future will be based directly on these individual
determinations. GAO has endorsed these revised reporting rules.
Chairman Proxmrire. Why did you pick the $250 break-off point ?
Mr. Morris. Due to the numerous actions, sir, of very small character
falling under that amount—it did not seem worthy to try to keep
account of these. And, of course, these purchases are frequently made
inthe customary fashion of taking oral quotations.
Chairman Proxmire. You say, in this statement, “We agree with
G:AO—in amounts less than $250 shall not be reported as competitive.”
Mr. Morgris. Yes,sir. '
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Chairman Proxmire. Will they be reported in the statistics at all ¢

Mr. Morris. They will be reported, sir, as noncompetitive.

Chairman Proxyire. What does that amount to in terms of dollars—
proportionate procurement ?

Mr. Morgis. It is a relatively small amount, sir.

Chairman ProxMizre. Two, three, four, five percent—that area ?

Mr. Morgis. No, sir. The total of all procurements $2,500 and under
is 4 ;percent of our procurement dollars. )

Chairman ProxMIre. $250 would be maybe 1 percent.?

Mr. Mogris. It could be, sir, in that range.

Chairman Proxmirg. [ see. Very good. :

Mr. Morris. Secondly, sir, is it proper to classify a transaction as
competitive when only one responsive offer is received on solicitations
restricted to the prime contractor and his vendor for that item? We
agree with GAO and have revised our rules to provide that such pro-
curement shall not be reported as price competitive in the future.

(¢) Are there instances where valid price competition exists, even
though only one offer is received ? We have revised this rule to state
that the vast majority of competitive procurements require the receipt
of at least two responsive offers, but that valid competitive pressures
may exist where offers are solicited from at least two responsible offers,
who normally contend for contracts for the same or similar items.
Each such instance must be fully documented if it is classified as com-
petitive. GAO has also endorsed this revision.

During the May hearings a question was raised as to whether our
former rules overstated the degree of improvement in price competi-
tion. I frankly do not believe this is the case. We began our major em-
phasis on improving price competition in the spring of calendar year
1961. The following table shows the progress which has been reported
since that time :

{In percent]
Type of construction Fiscal year 1961 Fiscal year 1967
Formally advertised.. .. ... .o o ool 11.9 13.4
Small business and labor surplus area set-asides___ ... 3.9 4.5
Negotiated price competition______________.._....... 13.4 20.8
Open market purchases ($2,500 or less)_._...___...... 3.7 4.2
Total . oo o e eecaen 32.9 42,9

In fiscal year 1961, $8.1 billion of contracts were awarded in the
above categories. In fiscal year 1967, the total was $18.6 billion. If
our fiscal year 1967 procurement volume of $43.4 billion—excluding
intragovernmental-—had been only 32.9 percent competitive (the fiscal
year 1961 rate), the volume of purchases placed competitively would
hzw? been $14.3 billion, or $4.3 billion less than reported in fiscal year
1967. :

We believe that if the new rules were in effect in 1961, both the fiscal
year 1961 statistics and the fiscal year 1967 statistics would have been
reduced by two or three percentage points. Thus, the same rate of im-
provement would result. In other words, the difference between 30
and 40 percent of awards placed under price competition would still
generate about $4 billion more awards under price competitive meth-
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ods during the period. We have consistently found in our studies that
when price competition is introduced for the first time, a price reduc-
tion on the order of 25 percent results. Thus, we feel confident in con-
cluding that the Government has saved substantial sums during this
period because of the intensive efforts made at the urging of this com-
mittee, other Members of Congress and the GAO to obtain maximum
price competition. I hope that you will continue to support our efforts
and to find gratification in the results which have been achieved thus

far.
2. PUBLIC LAW 87—633—TRUTH IN NEGOTIATIONS ACT

During our appearance on May 9, questions were raised regarding
the G’A%’S Janvary 1967 report which indicated that there had been
inadequate documentation by Defense buyers and prime contractors
of the cost or pricing data submitted in connection with negotiated con-
tracts. We immediately began an intensive analysis of this matter and
found that our field personnel had not, in fact, been documenting their
actions to the degree of completeness required by the ASPR; and that
considerable improvement in our training was essential. To overcome
these problems, we have taken two steps: ‘

(¢) Training—A comprehensive training film and seminar were
developed to inform our personnel more fully. To date over 8,000 field
procurement officials have attended the seminar. In addition, we de-
veloped, with the assistance of the GAO, a self-help kit containing a
complete case example, with questions and answers. This has been dis-
tributed to 54,000 individuals, including 8,000 contractor personnel.
We are laying major stress on the importance of full compliance with
Public Law 87-653 in speeches of top-level DOD officials and through
the activities of the Defense Contract Audit Agency and our procure-
ment review teams. We would be pleased, Mr. Chairman, to furnish
to the committee copies of the various training materials and the train-
ing film which are being employed.

hairman Proxmire. Yes, we would like to have those—a transcript

of the film and copies of the material.

Mr. Morse. Fine, sir.
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Public Law 87-653
87th Congress, H. R. 5532
September 10, 1962

An Act

16 STAT, 528,

To amend chapter 137, of title 10, United States Code, relating to procurement.

Be it enacted by the Senate and House of Representatives of the
United States of America in (‘ongress assembled, That title 10 of the
United States (Code is hereby amerided as follows:

(a) Subsection 2304(a) 1s amended to read as follows:

“(a) Purchases of and contracts for property or services covered b;
this chapter shall be made by formal advertising in all cases in whic
the use of such method is feasible and practicable under the existing
conditions and circumstances. If use of such method is not feasible
and practicable, the head of an agency, subject to the requirements for
determinations and findings in section 2310, may negotiate such a pur-
chase or contract, if—".

(b) Subsection 2304(a) (14) is amended to read as follows:

“(14) the purchase or contract is for technical or special prop-
erty that he (Yetermines to require a substantial initial investment
or an extended period of preparation for manufacture, and for
which he determines that formal advertising would be likely to
result in additional cost to the Government by reason of duplica-
tion of investment or would result in duplication of necessary
preparation which would unduly delay the procurement of ‘the
property;”. = . .

(c) Section 2304 is amended by adding a new subsection as follows:

“(g) In all negotiated procurements in excess of $2,50 in which
rates or prices are not fixed by law or regulation and in which time
of delivery will permit, proposals shall 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 written or oral
discussions shall be conducted with all responsible offerors who submit
proposals within a competitive range, price, and other factors con-
sidered : Provided, however, That the requirements of this subsection
with respect to written or oral discussions need not be applied to pro-
curements in implementation of authorized set-aside programs or to
procurements where it can be clearly demonstrated from the existence
of adequate competition or accurate prior cost experience with the
product, that acceptance of an initial proposal without discussion
would result in fair and reasonable prices and where the request for
proposals notifies all offerors of the possibility that award may be
made without discussion.”

(d) The second sentence of subsection-2306(a) is amended by sub-
stituting “(f)” for “(e)”.

(e) Section 2306 is amended by adding a new subsection as follows:

“(f) A prime contractor or any subcontractor shall be uired to
submit cost or pricing data under the circumstances listed below, and
shall be required to certify that, to the best of his knowledge and
belief, the cost or pricing data he submitted was accurate, complete
and current—

“(1) Prior to the award of any negotiated prime contract under
this title where the price is expected to exceed $100,000;

“(2) Prior to the pricing of any contract change or modification
for which the price adjustment is expected to exceed $100,000, or such
lesser amount as may be prescribed by the head of the agency;

“(3) Prior to the award of a subcontract at any tier, wherée the
prime contractor and each higher tier subcontractor have been required
to furnish such a certificate, if the price of such subcontract is ex-
pected to exceed $100,000; or

Armed Forces
Procurement Act -
of 1947, amend-
ment,

70A Stat. 128,
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“(4) Prior to the pricing of any contract change or modification to

~ 1 subcontract covered by (3) above, for which the price adjustment

70A Stat. 132,

72 Stat. 967.

TOAStat. 132,

is expected to exceed $100,000, or such lesser amount as may be pre-
scribed by the head of the agency.

“Any prime contract or change or modification thereto under which
such certificate is required shall contain a provision that the price to
the Government, including profit or fee, shall be adjusted to exclude
any significant sums by which it may be determined by the head of
the agency that such price was increased because the contractor or
any subcontractor required to furnish such a certificate, furnished cost
or pricing data which, as of a date agreed upon between the parties
(which date shall be as close to the date of agreement on the negotiated
price as is H)racticab]e), was inaccurate, incomplete, or noncurrent:
LProvided, That the requirements of this subsection need not be applied
to contracts or subcontracts where the price negotiated is based on
adequate price competition, established catalog or market prices of
commercial items sold in substantial quantities to the general public,
prices set by law or regulation or, in exceptional cases where the head
of the agency determines that the requirements of this subsection may
be waived and states in writing his reasons for such determination.”

(f) The first sentence of subsection 2310(b)-is amended to read as
follows:

“Each determination or decision under clauses (11)—(16) of section
2301 (a), section 2306 (c), or section 2307 (¢) of this title and a decision
ta negotiate contracts under clauses (2), (7), (8), (10), (12), or for
property or supplies under clause (11) of section 2304(a), shall be
based on a written finding by the person making the determination
or decision, which finding shall set out facts and circumstances that
(1) are clearly illustrative of the conditions described in clauses
(11)—-(16) of section 2304(a), (2) clearly indicate why the type of
contract selected under section 2306 (c) is likely to be less costly than
any other type or that it is impracticable to obtain property or services
of the kind or quality required except under such a contract, (3)
clearly indicate why advance payments under section 2307(c) would
be in the public interest, or (4) clearly and convincingly establish with
respect to the use of clauses (2), (7), (8), (10), (12), and for property
or supplies under clause (11) of section 2304 (a), that formal adver-
tising would not have been feasible and practicable.”

(g) Section 2311 is amended to read as follows:

“§ 2311. Delegation

“The head of an agency may delegate, subject to his direction, to
any other officer or official of that agency, any power under this
chapter except the power to make determinations and decisions under
clauses (11)-(16) of section 2304(a) of this title. However, the
power to make a determination or decision under section 2304 (a) (11)
of this title may be delegated to any other officer or official of that
agency who is responsible for procurement, and only for contracts
requiring the expenditure of not more than $100,000.”
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September 10, 1962 -3- Pub. Law 87-653
76 STAT. 529.

(h) The amendinents made by this Act shall take etfect on the first =trfective dates
day of the third calendar month which begins after the date of
enactment of this Act. :

Approved September 10, 1962.

87-847 O - 68 - 7



"Certified Cost or Pricing Data and P, L. 87-653"

Mr., John M. Malloy
OSD-1&L
1 September 1967

Public Law 87-653 and the submission and certification of cost or
pricing data for non-competitive price proposals is important to all of us
involved in procurement.

First, I doubt that there are many other areas in procurement that
have commanded our attention more thanmegotiating on the basis of cost
or pricing data, This is an area where we have received public criticism
of our implementation - or alleged lack of implementation - of Public Law
87-653, the so-called "Truth in Negotiations'" Act. Here are a few
examples from the Congress and the press. I quote from the Congressional ’
Record.

", . .The Pentagon's lax administration of the Truth in Negotiations
Act. . .is costing the taxpayers billions of dollars in overcharges on
Defense Contracts.'

"Public Law 87-653. . .is the taxpayer's only defense against the
establishment of unreasonably high cost levels in negotiated contracts."

", , A failure to enforce the 1962 Truth-in-Negotiations Act. . .
resulting in taxpayers being overcharged millions and millions of dollars.

The exact amount has not. . .and no doubt cannot. . .be measured."

"The Comptroller General has reported. . .there has been overpricing
of more than $130 million during a 10-year period."

Now from the press:

"Defense Officials disagree with GAO regardmg DOD implementation
of Public Law 87-653."

"DOD to issue ASPR Revision clarifying requirements for submission
and certification of cost or pricing data."

The $130 million reported by GAO is a substantial sum of money and we
must - and we are - taking every action possible to eliminate any opportunity
for defective pricing. I want to dispel any misunderstanding between our
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primary objective of establishing fair and reasonable prices and the
obligation of the contracting officer to require contractors to submit
the cost.or pricing data necessary to comply with Public Law 87-653.

Each year we obligate a tremendous sum of money on non-competitive
buys - where cost or pricing data forms the basis for negotiating the
price. During FY 1967 alone we obligated $22. 8 billion without the benefit
of competition. We have a compelling need, then, for cost or pricing data
to accomplish our pricing responsibilities. We are also required to comply
with Public Law 87-653.

The basic objective of all Government contracting is to obtain
necessary supplies and services at fair and reasonable prices - calculated
to result in the lowest overall cost to the Government. We meet this
objective in two environments - price competitive buys and procurements
where price competition is not possible.

Where competition is possible, we are concerned mainly with price.
We rely on competition to establish the reasonableness of price and then
make award to the lowest responsible bidder. Unfortunately, the majority
of our requirements from the standpoint of dollars expended are of the
types that cannot be competed. Therefore, we must use the various
negotiation policies which apply and we are forced to evaluate price
reasonableness by means of techniques we refer to as price analysis and
cost analysis. Where competitive market forces are lacking or are in-
adequaté to insure a reasonable pricing result, price analysis usually is
not enough and we must have cost analysis.

What is cost analysis? It's the evaluation of factual cost or pricing
data and those judgmental factors used to project price from this data. We
conduct this evaluation to determine, as best we can, the probable costs
of contract performance assuming reasonable economy and efficiency. To
accomplish this evaluation we ask the contractor to submit a breakdown of
his projected costs based on factual information, price trends, and other
intelligence he used in the preparation of his proposed price.

Thus, cost analysis is based largely on evaluation of the contractor's
own cost or pricing data - information produced by his own accounting and
estimating systems. Obviously any price evaluated and negotiated on this
basis can only be as good as the factual information furnished by the
contractor.
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In non-competitive situations we must have cost or pricing data
from the contractor. The degree to which we analyze the information
varies with our knowledge of the product we're buying and the contractor
that we are considering. In many cases our knowledge of a contractor -
through our auditors, engineers, administrative contracting officers -
is such that we are almost as familiar with his operations as are his own
people. In such a situation it is not necessary for our own negotiating
team to completely review, each time, every element of that contractor's
proposal.,

.

This principle is expressed in the Armed Services Procurement
Regulation which states in part, ""Some form of price or cost analysis
is required in connection with every negotiated procurement action. The
method and degree of analysis, however, is dependent -on the facts sur-
rounding the particular procurement and pricing situation. Cost analysis
shall be performed ... when cost or pricing data is required to be sub-
mitted under the conditions described in ASPR 3-807. 3; however, the
extent of the cost analysis should be that necessary to assure reasonable-
ness of the pricing result, taking into consideration the amount of the
proposed contract ..."

The requirement for the submission of cost or pricing data is as
old as non-competitive negotiated procurement itself. For our purposes,
we can start with the requirement in the first edition of ASPR issued in
1948 ... "Whenever supplies or services are to be procured by negotiation,
price quotations, supported by statements and analyses of estimated costs
or other evidence of reasonable prices and other vital matters deemed
necessary by the contracting officer shall be solicited ..."

As the need for cost or pricing data continued, the ASPR in 1959
was revised to require all Departments to obtain a certificate of current
pricing data for negotiated procurements in excess of $100, 000. The
certificate related to the fact that all available actual or estimated cost
or pricing data had been considered in preparing the cost estimate and was
made known to the contracting officer.

The next important event occured in 1961 when ASPR was amended
to provide for the inclusion of a defective pricing data clause. The
Government now had a contractual right to reduce the contract price in
the event that it was later determined that the price was overstated because
of defective cost or pricing data.

Despite the requirements of ASPR, there were adequate indications
through reports of the Comptroller General that unreliable cost or pricing
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data was being used in price negotiations. Due to Congressional
concern, in 1962 Public Law 87-653 known as the "Truth in Negotiations
Act" was enacted. ASPR was revised to include a new certificate and
defective pricing data clause. In addition, for the first time a clause
was provided to obtain an audit to determine the accuracy, currentness
and completeness of the cost or pricing data which formed the basis of
the contractor's proposal.

We have added, then, to our requirement for the submission of
necessary cost or pricing data on non-competitive negotiated procure-
ments, the requirement for '""Certification, ' defective price recovery
and audit rights to the proposal data.

Let's examine the law and our ASPR coverage on the subject to
see what is now required.

The cost or pricing data requirements of the law are stated briefly
and can be divided into five provisions:

The Law states that prime and subcontractors shall be
required to submit cost or pricing data.

The Law further states that prime and subcontractors shall
be required to certify that the cost or pricing data submitted are accurate,
complete, and current.

The requirements for prime and subcontractor submission and certi-
fication of cost or pricing data is made applicable to awards or transactions
expected to exceed $100, 000.

Where certification is obtained, the law states that a provision for
price reduction shall be contractually incorporated permitting adjustment
of the established contract price to exclude any significant amounts by which

the price was overstated because defective cost or pricing data were sub-
mitted.

Lastly, the law states that the requirements for submission and
certification of cost or pricing data need not apply in cases where the price
negotiated is based on adequate price competition established catalog or
market prices of commercial items sold in substantial quantities to the

general public, prices set by law or regulation, or in those special situations

where a Secretarial waiver is obtained.
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This is what the statute requires. Let's now review the more
significant questions of implementation of Public Law 87-653 and attempt
to summarize how ASPR accommodates them for us.

First, what is cost or pricing data and what is meant by the term
"Accurate, complete and current'? To begin with, ASPR tells us that
cost or pricing data is factual ... the kinds of information that can be
verified for accuracy. While this includes the information upon which
pricing judgments are based, the ASPR makes clear that it does not
include the judgments themselves. This distinction between a judgment
and a fact helps to clarify what is meant by "*Accuracy.' But what about
the words '"Complete' and ""Current'"? In this regard, ASPR states that
the contractor's submission is complete if it includes all factual informa-
tion that significantly affects price negotiations. Putting this another way,
it means contractor submission of all facts that could contribute to sound
estimates of future costs. ASPR further tells us that "Current’" means
all such facts as are reasonably available to the contractor up to the time
of agreement on price.

In my opinion, the difference between getting data for good pricing
and data to comply with this law has created a misunderstanding whichI
feel requires clarification.

In the past when we said all data, we meant all the data needed for
arriving at a fair and reasonable price. Today, under Public Law 87-653,
when we say all data, we mean the contractor will submit and will certify
to all factual data which could have a significant effect on price negotiations.

Today there isn't any difference between securing cost or pricing data from
the contractor for good pricing and full technical compliance with the "Truth
in Negotiations Act.'" Under the requirements of this Law, the contractor
must actually submit or specifically identify all significant factual data.
From the data thus disclosed the negotiator, auditor and price analyst
evaluate the data necessary to arrive at a fair price.

I believe that our negotiators, generally, seek to secure data as
required. However, our documentation of this data apparently needs some
improvement. The contractors submission should specifically identify his
data, so that later there can be no question as to what data he submitted and
certified. The negotiator should indicate clearly what data, if any, furnished
by the contractor was not relied upon, and set forth what other data was
relied upon in reaching agreement on price. This will permit a later judg-
ment as to whether action should be initiated against the contractor under
his certificate and the defective pricing clause. To do this, every procure-
ment contracting officer must insist that the contractor:
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1st, Actually submits or specifically identifies in writing factual
data and estimated prices separately - this means completing the DD
Form 633 correctly and submitting necessary supporting schedules.

2nd,. Certifies the data are accurate, complete and current as
of the date of agreement on price.

3rd, Accepts defective pricing, audit and subcontractor certifi-
cation clauses in his contract.

Additionally the contracting officer must:

1st,. Analyze the data which is needed to negotiate a fair and
reasonable price.

2nd, After negotation require the contractor to certify that he has
either actually submitted - or identified in writing - all significant factual
data and that such data are accurate, complete and current as of the date
of agreement on price.

3rd, Assure the appropriate clauses are included in the contract.

Last, Document the files to assure "trackability' - that is - that the
data the contractor submitted and certified was or was not the data on which
the conttacting officer relied in negotiation.

I've been discussing the cost or pricing data requirements of Public
Law 87-653 and its ASPR implementation. Before closing, I want to
emphasize the individual responsibility of the contracting officer for complying
with these requirements. '

It may seem obvious, but the first step is a complete understanding
of what's expected. When you have the responsibility for contract price
negotiations, then it's imperative that you be thoroughly conversant with the
ASPR coverage in this area, including a detailed study of the DD Form 633.
This form is an integral part of the coverage and makes clear that you are
required to secure the cost or pricing data required by Public Law
87-653. Otherwise you must secure a Secretarial Waiver.

The contracting officer should make sure that the contractors he's
dealing with appreciate and understand exactly what is required in terms
of written submission or identification of supporting cost or pricing data.
This should be done by personal contact and specific instructions in the RFQ.
If you have any reason to anticipate a potential problem with a particular
contractor, then the time to resolve it is now. This will avoid the delay
which will occur in the event the contractor submits inadequate supporting
data with his proposal. If you cannot communicate with the contractor at
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your level, promptly refer it through your appropriate channels so that
necessary action can be taken. In this regard, remember that you're
dealing with statutory requirements. You either get the data or you get
a Secretarial Waiver or neither you nor the contractor are complymg
with Public Law 87-653 and the ASPR,

Contract files must contain sufficient documentation to reflect
clearly what cost or pricing data was submitted by the contractor through-
out the negotiation process, including any revision or up-dating, and the
extent to which you relied on other than contractor data. Of course, docu-
mentation was important before the passage of Public Law 87-653. Adequate
supporting data always has been essential, and documenting our files to
indicate exactly what we looked at and how we evaluated it is necessary to
explain why we believe the price negotiated is a realistic one. However,
the ASPR provisions implementing this law, including the new DD Form 633,
recognized that documentation now has another important purpose - it
facilitates our ability to adjust prices based on defective data.

Remember, it is the contractor who is required to submit or identify
the required data. We expect you, the PCO, to assure that he has complied
with the law,

The degree to which you assist the contractor in complying with these
requirements has a natural and direct impact on the effectiveness of con-
tractor certification and on the Government's rights under the defective
pricing clause. The most obvious result of strict compliance with ASPR
and Public Law 87-653 is good pricing, not a paperwork burden added at
the end of a normal negotiating process. If the contractors cooperate by
supplying the requisite DD Form 633 and supporting exhibits and identification|
- and I'm convinced that withyour assistance they will - your evaluation of
their proposals will be greatly facilitated.

If we do this, we will have all the data needed to negotiate good prices
and we will comply fully with Public Law 87-653.
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EXCERPT FROM
GAO REPORT TO
THE CONGRESS OF THE UNITED STATES

Need for Improving Administration of the Cost or Pricing Data
Requirements of Public Law 87-653
In the Award of Prime Contracts and Subcontracts
Department of Defense

Conclusions

The Department of Defense has recognized the desirability of obtain-
ing certified cost or pricing data for negotiating fair and reasonable prices
and for effecting price adjustment under the defective-pricing-data pro-
visions of the contracts. Nevertheless, our review showed that agency
procurement officials and prime contractors, in awarding a substantial
number of prime contracts and subcontracts, did not obtain factual or
verifiable cost or pricing data in support of cost estimates although re-
quired to do so by the procurement regulations implementing Public Law
87-653.

* Although contracting officers and prime contractors generally
obtained cost breakdowns and certificates of current cost or pricing
data and included defective-pricing-data clauses in the contracts and
subcontracts, the offerors were not required to submit a written
identification of the source documents or other bases for significant
cost elements included in their estimates. In some cases auditors and
price analysts were able to seek out the supporting information during
their prenegotiation reviews of the offerors' records; however, there
was generally no authoritative record by the offerors of the data used
by them to prepare and submit their estimates to contracting officials.
Consequently, we could not determine to what data the contractors and
subcontractors were certifying.

The law, in providing that prime contractors and subcontractors
be required to submit certified cost or pricing data, in our opinion,
did not intend that this requirement would be accomplished by having
agency auditors and other representatives of the contracting officer
seek out supporting cost or pricing data, while contractors submit and
certify, in writing, only the estimated cost. Therefore, we believe it




94

desirable that ASPR be amended to provide that, where a prime contractor
or any subcontractor is required to submit or identify, in writing, the cost
or pricing data used by him in establishing the estimates, an authoritative
record by the offeror be retained in the buyer's record of the negotiations.

Furthermore, many of the subcontracts that were awarded without
submission of adequate cost or pricing data either were reviewed and
approved by the administrative contracting officer prior to the award or
were not required to be reviewed and approved since they were awarded
by a contractor whose purchasing system had been previously approved
by the contracting officer. We believe that this illustrates a need for a
more extensive review by administrative contracting officers in order to
ascertain whether the prime contractor is complying with the cost or
pricing data requirements of ASPR.

We believe that a major step toward compliance with these cost or
pricing data requirements could be achieved if the use of the new DD
Form 633, Contract Pricing Proposal, and compliance with the instruc-
tions thereon by prime contractors and subcontractors were strictly
enforced.

In addition, our review showed that the ASPR did not provide for
contracting officer review and approval of subcontracts awarded under
firm fixed-price prime contracts or second-tier subcontracts. We
believe that, since the law requires that certified cost or pricing data
be obtained from these subcontractors, some review of these awards
should be made to determine whether prime contractors and subcontractors
are complying with these requirements, and if not, what steps should be
taken to obtain such compliance.

Also, our review showed that agency contracting officers and prime
contractors did not sufficiently document their records to clearly explain
why cost or pricing data were not obtained and explain the basis for deter-
mining that the negotiated prime contract or subcontract price resulted
from or was based on adequate price competition or on established catalog
or market prices of commercial items sold in substantial quantities to the
general public. We believe that the requirement for documentation should
be strictly enforced so that the record will clearly show the basis for the
determination that cost or pricing data are not required and that such
basis is consistent with prescribed Department of Defense policy.
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DEPARTMENT OF DEFENSE
CONTRACT PRICING PROPOSAL Boaes Busaau No. 22-R100

PAGE NO.

This form is for use when submission of cost or pricing data (see ASPR 3-807.3) is required

[NAME OF oF FEROR SUPPLIES AND/OR SERVICES 7O BE FURNISHED

MOME OF FICE ADDRESS

QUANTITY TOTAL AMOUNT OF PROPOSAL -

[OIVISION(S] AND LOCATION(S) WHERE WORK 1S TO BE PERFORMED GOVT SOLICITATION NO.

PROPOSED CONTRACT ESTIMATE
COST ELEMENTS A

ToTAL cosT! uniT cost? REFERENCE?

& PURCHASED PARTSS

b, SUBCONTRACTED ITEMSS

(1) RAW MATERIALT

(2) STANDARD
COMMERCIAL 1TEMSS

MATERIAL

1. DIRECT MATERIALY

€ OTHER

(3) INTERDIVISIONAL TRANS-
FERS (st other than cost)®

Z. MATERIAL OVERMEAD!?

3. INTERDIVISIONAL
TRANSFERS AT cosT//

4. BIRECT ENGINEERING LABORIZ

5. ENGINEERING OVERHEADIO

6. DIRECT MANUFACTURING LABOR'Z

7. MANUFACTURING OVERHEAD!O

8. oTHER cosTs!?

. SUBTOTALS

10. GENERAL AND
ADMINISTRATIVE EXPENSES!O

1. RovaLTIEST

12. FEDERAL ExcisE Tax!S

. SUBTOTALS

14. PROFIT OR FEE

15. TOTAL PRICE (Amount)

e e e T e KOS AT IO O Tr
1. MAVE THE DEPARTMENT OF DEFEN: L AERONAUTICS AND SP TRAT HE ATOMIC ENERGY Com-
hii o e rORMED ANY REVIEW OF YOUR ACCOUNTS OR RECORDS 1N CONNEC TION WiTh ANY OTHER GOVERNMENT
CONTRACT OR SUBCONTRACT WITHIN THE PAST TWELVE MON|

(Jves (CJno  IF YES, IDENTIFY.
NAME AND ADDRESS OF REVIEWING OFFICE TELEPHONE NUMBER

2. WILL YOU REQUIRE THE USE OF ANY GOVERNMENT PROPERTY IN THE OF THIS CONTRACT?
(Jves [JNo _IF YES, IDENTIFY ON A SEPARATE PAGE.

3,00 YOU REQUIRE T CONTRACT TO PERFORM THIS PROPOSED CONTRACT?

(CJves (CINo  IF YES, IDENTIFY. [] ADVANCE PAYMENTS [C] PROGRESS PAYMENTS OR [[] GUARANTEED LOANS
(HAVE YOU BEEN AWARDED ANY CONTRACTS OR SUBCONTRACTS FOR SPMILAR I TEMS WITHIN THE PAST THREE YEARS?

[ ves [w~o IF YES, SHOW CUSTOMER(S) AND CONTRACT NUMBERS BELOW OR ON A SEPARATE PAGE.

5.DOES THIS COST SUMMARY CONFORM WITH THE COST PRINCIPLES SET FORTH IN ASPR, SECTION XV (#0@ 3-307.2(c)2))

() ves ([CINO__IF NO, EXPLAIN ON A SEPARATE PAGE.

This p 1 is itted for use in ion with and in to

* and reflects our best estimates as of this date,
in d: with the I ions to Offerors and the Footnotes which follow.

SDESCRIBE RFP, ETC.
T I GNATURE,

[NAME OF FTRW IoA‘r(or SUBMISSION

S
D D‘ zg:u“ 6 33 PREVIOUS EDITIONS ARE OBSOLETE
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INSTRUCTIONS TO OFFERORS

1. The purpose of this fom is to provide a standard
format by which the offeror submits to the Government

@ summary of incurred and estimated costs (and attached
supporting information) suitable for detailed review and
analysis. Prior to the award of a contract resulting from
this proposal the offeror shall, under the conditions
stated in ASPR 3-807.3, be required to submit a Certi-
ficate of Current Cost or Pricing Data (see ASPR
3-807.3(e) and 3-807.4).

2. As part of the specific information re-
quired by this form, the offeror must submit
with this form, and clearly identify as such,
cost or pricing data (that is, data which is
verifiable and factual and as defined in
ASPR 3-807.3(e). In addition, he must submit
with this form any supporting schedules or
substantiation which are reasonably required
to explain this offeror's estimating process
and to clearly identify:

3. When attachment of supporting cost or
pricing data to this form is impracticable,
the data will be specifically identified
and described (with schedules as appropriate),
and made available to the contracting officer
or his representative upon request.
4 The format and the prescnbed cost breakdown are

ded as rigid With the app 1
of the contracting officer the data may be presented in
another fom if required for a more effective and effi-
cient presentation of cost or pricing data.

5. By submission of this proposal the offeror
if selected for negotiation grants to the
Contracting Officer, or his authorized repre-
sentative, the right to examine, for the
purpose of verifying the cost or pricing data
submitted, those books, records, documents and
other supporting data which w111 permit adequate
evaluation of such cost or pricing data, along
with the computations and projections used

therein. This right may be exercised in
a. The judgmental factors applied in connection with any negotiations prior to con- -
projecting from known data to the tract award.
estimate, and
b. The contingencies used by the offeror
in his proposed price.
NOTE 1. Enter in this column those necessary NOTE 7. Include raw and processed material for the pro-

and
reasonable costs which in the judgment of the oﬂ'em
will properly be incurred in the efficient performance
of the contract. When any of the costs in this column
have already been incurred (e. 4., on a letter contract
or change otder), descnbe them on an altached snppon-
ing ““startup’’
costs are si or when ifi d i
detail by the contracting officer, pmvnde a full icenti-
fication and explanation of same. Identify all sales
and transfers between your plants, divisions, or organi-
zations under a common control, which are included at
other than the lower of cost to the original transferror
or current market price.

NOTE 2. The use of this column is optional for multiple
line item proposals, except where the contracting officer
determines that a separate DD Form 633 is required for
selected line items.

NOTE 3. Attach separate pages as necessary and iden-
tify in this column the attachment in which the informa-
uon supporting the specific cost element may be found.
dard formatis he cost or
pru:mg data must be accurate, complete and current,
and the judgment factors used in projecting fror the
data to the estimates must be stated in sufficient detail
to enable the Contracting Officer to evaluate the pro-
posal. For example, provide the basis used for pricing
the bill of materials such as by vendor quotations,
shop estimates, or invoice prices; the reason for use of

posed contract in a form or state which requires further
processing.

NOTE 8. Include standard commercial items normally
fabricated i in whole or in part by you w!ndl are genexally
stocked in Provide

at other than the lower of costor current market price.

NOTE 9. Include all materials sold or transferred between
your plants, divisions or organizations under a common
control at other than cost to the original transferror and
provide explanation of pricing method used.

NOTE 10. Provide the method of computation and appli-
cation of your overhead expense, including cost break-
down, and showing trends and budgetary data as neces-
saty to provide a basis for evaluation of the reasonable-
ness of proposed rates.

NOTE 11. Include separate breakdown of costs.

NOTE 12. Provide a separate breakdown of labor by job
category and fumish basis for cost estimates.

NOTE 13. Include all other estimated costs (e.g., special

tooling, facilities, specral test equrpment special plant
and packing, spoil-

age and rework, , and lvarranty) which are not otherwise

Tudy Identify each gory of cost and

overhead rates which depart ifi y from
rates (reduced wlume, a plamed ma;or rearrangement,
etc.); ot justification for an increase in labor rates
(anticipated wage and salary increases, etc.) Iden-
tify and explain any ies which are included
in the p d price, such as antici d costs of
re;ects and defective wod( anhclpated coﬂs ol' engineer-
mg di and

in

lngh-n sk

NOTE 4. Provide a listof principal items within each
category of material indicating known or anticipated
source, quantity, unit price, competition obtained, and
basis of establishing source and reasonableness of cost.

NOTE 5. lnclude ma(enal for the pmposed cnnluc( otbe!
than the other f
cost element entitled “Duecl Material.””

NOTE 6. Include parts, components, assemblies, and
to be d by other than you

in accordance with your des:gns, specifications, or

directions and applicable only to the prime contract.

provide supporting details. If the proposal is based on a
F.0.B. destination price, indicate separately all outbound
transportation costs included In total amount.

NOTE 14. If the total cost entered here is in excess

of $250, provide on a separate page (or on DD Form

783, Royalty Report) the following information on each
separate item of royalty or license fee: name and address
of licensor; date of license agreement; patent numbers,
patent apphcahon serial numbels, or. oiher basns on which
the royalty is ble; brief d i any
part ormodel numbers of each contract item or component
on which the royalty is payable; percentage or dollar

rate of royalty per unit; unit price of contract item; num-
ber of units; and (olal dollar amonntof royalties. In addi-
tion, if sp d by the officer,
a copy of the current license agreement and identification
of applicable claims of specific patents shall be provided.

NOTE 15. Selling price must include any applicable
Federal excise tax on finished articles.




97

3-807.2 Requirement for Price or Cost Analysis

(a) General., Some form of price or cost analysis is required
in connection with every negotiated procurement action. The method
and degree of analysis, however, is dependent on the facts surround-
ing the particular procurement and pricing situation. Cost analysis
shall be performed in accordance with (c) below when cost or pricing
data is required to be submitted under the conditions described in
3-807. 3; however, the extent of the cost analysis should be that
necessary to assure reasonableness of the pricing result, taking into
consideration the amount of the proposed contract and the cost and
time needed to accumulate the necessary data for analysis. Price
analysis shall be used in all other instances to determine the reason-
ableness of the proposed contract price. Price analysis may also be
useful in corroborating the overall reasonableness of a proposed price
where the determination of reasonableness was developed through cost
analysis.

S sk ok A s s sk ok ok ok Bk o o o ok ok ok ok s o sk ok ook ok ok ok sk ok ok ok ok ok ok

(¢c) Cost Analysis

(1) Cost analysis is the review and evaluation of a contractor’'s
cost or pricing data (see 3-807. 3) and of the judgmental factors applied in
projecting from the data to the estimated costs, in order to form an
opinion on the degree to which the contractor's proposed costs represent
what performance of the contract should cost, assuming reasonable econ-
omy and efficiency. It includes the appropriate verification of cost data,
the evaluation of specific elements of costs (see 16-206), and the pro-
jection of these data to determine the effect on prices of such factors as:

(i) the necessity for certain costs,

(ii) the reasonableness of amounts estimated for the necessary

costs,
(iii) allowances for contingencies,

(iv) the basis used for allocation of overhead costs; and

(v) the appropriateness of allocations of particular overhead

costs to the proposed contract.

NOTE: ASPR 3-807. 3 requires the contractor to submit cost or pricing
data in compliance with P. L. 87-653,




98

PROPOSED ASPR REVISION
3-807.3 Cost or Pricing Data

(a) The contracting officer shall require the contractor to submit, either
actually or by specific identification in writing, cost or pricing data in accord-
ance with 16-206 and to certify, by use of the certificate set forth in 3-807. 4,
that, to the best of his knowledge and belief, the cost or pricing data he sub-
mitted was accurate, complete, and current prior to:

(i) the award of any negotiated contract expected to exceed $100, 000
in amount; i

(ii) any contract modification expected to exceed $100, 000 in amount
to any formally advertised or negotiated contract whether or not
cost or pricing data was required in connection with the initial
pricing of the contract;

(iii) the award of any negotiated contract not expected to exceed
$100, 000 in amount or any contract modification not expected to
exceed $100, 000 in amount to any formally advertised or nego-
tiated contract whether or not cost or pricing data was required
in connection with the initial pricing of the contract, provided
the contracting officer considers that the circumstances warrant
such action in accordance with {(d) below;

unless the price negotiated is based on adequate price competition, established
catalog or market prices of commercial items sold in substantial quantities to
the general public, or prices set by law or regulation. The requirements
under {i) and (ii) above may be waived in exceptional cases where the Secretary
{or, in the case of a contract with a foreign government or agency thereof, the
Head of a Procuring Activity) authorizes such waiver and states in writing his
reasons for such determination. Whenever a Certificate of Current Cost or
Pricing Data is required, the applicable clause in 7-104. 29 shall be included

in the contract, and the appropriate clauses in 7-104. 41 and 7-104. 42 shall be
used if required in accordance with these paragraphs.

(b) Any contractor who has been required to submit and certify cost or
pricing data in accordance with (a) above shall also be required to obtain cost
or pricing data from his subcontractors under the circumstances set forth in
the appropriate clause in 7-104.42.

(c) When there is adequate price competition, cost or pricing data shall
not be requested regardless of the dollar amount involved. As a general rule,
cost or pricing data should not be requested when it has been determined that
proposed prices are, or are based on, established catalog or market prices of
commercial items sold in substantial quantiries to the general public. Where,
however, despite the willingness of a number of commercial purchasers to buy 4
an item at such a catalog or market price, the purchaser (e.g., the contracting
officer) finds that that price is not reasonable and supports such finding by an
enumeration of the facts upon which it is based, cost or pricing data may be
requested if necessary to establish a reasonable price; provided, that such find-
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ing is approved at a level above the contracting officer. In addition, cost or
pricing data may be requested, if necessary, where there is such a disparity
between the quantity being procured and the quantity for which there is such
a catalog or market price that pricing cannot reasonably be accomplished by
comparing the two. Where an item is substantially similar to 2 commercial
item for which there is an established catalog or market price at which sub-
stantial quantities are sold to the general public, but the offered price of the
former is not considered to be “based on” the price of the latter in accordance
with 3-807.1(b) (2), any requirement for cost or pricing data should be lim-
ited to that pertaining-to the differences between the items if this limitation
is consistent with assuring reasonableness of pricing result.

(d) Certified cost or pricing data shall not be requested prior to the

award of any contract anticipated to be for $10, 000 or less and generally

" should not be requested for modifications in those amounts. There should
be relatively few instances where certified cost or pricing data and the
inclusion of defective pricing clauses would be justified in awards between
$10, 000 and $100, 000. In most such awards, the administrative costs will
outweight the benefits which might otherwise accrue from receipt of certified
cost or pricing data; hence all other means of determining reasonableness of
price should be utilized. When less than complete cost analysis (e.g. analysis
of only specific factors) will provide a reasonable pricing result (see 3-807.2(a))
on awards under $100, 000 without the submission of complete cost or pricing
data, the contracting officer shall request, without certification, only that
data which he considers adequate to support the limited extent of the cost
analysis required.

(e) "Cost or pricing data' as used in this Part consists of all facts
existing up to the time of agreement on price which might affect the price
negotiations. The definition of cost or pricing data embraces more than
historical accounting data; it also includes, where applicable, such factors
as vendor quotations, nonrecurring costs, changes in production methods and
production or procurement volume, unit cost trends such as those associated
with labor efficiency, and make-or-buy decisions or any other management
decisions which could reasonably be expected to have a significant bearing on,
costs under the proposed contracts, In short, cost or pricing data consists of
all facts which can reasonably be expected to contribute to sound estimates of
fuiure costs as well as to the validity of costs already incurred. Cost or
pricing data, being factual, is that type of information which can be verified.
Because the contractor's certificate pertains to ''cost or pricing data, ' it does
not make representations as to the accuracy of the contractor's judgment on
the estimated portion of future costs or projections. It does, however, apply
to the data upon which the contractor's judgment is based. This distinction
between fact and judgment should be clearly understood.

(f) The requirement for submission of cost or pricing data is met when
all accurate cost or pricing data reasonably available to the contractor at the
time of agreement on price is submitted, either actually or by specific
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identification, in writing to the contracting officer or his representative.
The distinction between the '""submission' of cost or pricing data and the
"making available'" of records should be clearly understood. The mere
availability of books, records and other documents for verification purposes
does not constitute submission of cost or pricing data.

3-807.4 Certificate of Current Cost or Pricing Data. When certification
of cost or pricing data is required in accordance with 3-807. 3, a certificate
in the form set forth below shall be included in the contract file along with the
memorandum of the negotiation. The contractor shall be required to submit
only one certificate which shall be submitted as soon as practicable after
agreement is reached on the contract price.

CERTIFICATE OF CURRENT COST OR PRICING DATA (OCT. 1964)

This is to certify that, to the best of my knowledge and-belief, cost or
pricing data as defined in ASPR 3-807. 3(e) submitted, either actually or by
specific identification in writing (see ASPR 3-807. 3(f)), to the Contracting
Officer or his representative in support of * are accurate, complete,
and current as of the data of execution of this certificate. :

Firm
Name
Title

sk
Date of Execution

* Describe the proposal, quotation, request for price adjustment or other
submission involved, giving appropriate identifying number (e.g., RFP No. ).

%% As a general rule, this date should be the date when the price negotiations
were concluded and the contract price was agreed to. The responsibility of
the contractor is not limited by the personal knowledge of the contractor's
negotiator if the contractor had reasonably available (see ASPR 3-807.5(a))
at the time of the agreement information showing that the negotiated price
is not based on accurate, complete, and current data.
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3-807.4 Defective Cost or Pricing Data.

(a) Where any price to the Government must be negotiated largely on
the basis of cost or pricing data submitted by the contractor, it is essential
that the data be accurate, complete and current and in appropriate cases so
certified by the contractor (see 3-807.3 and 3-807.4). If an agreed price
includes amounts which can only be attributed to erroneous or incomplete
cost or pricing data, it is not a fair price and the resultant profits are not
earned profits. Where negotiations are to be conducted on the basis of full
disclosure, failure of one party to proceed on that basis undercuts full
mutual assent to the price negotiated so that, in this sense, the price is not
fully agreed to, and fairness warrants its adjustment. If such certified cost
or pricing data is subsequently found to be inaccurate, incomplete or non-
current, the Government is entitled to an adjustment of the re gotiated price,
including profit or fee, to exclude any significant sum by which the price was
increased because of the defective data. The clauses set forth in 7-104. 29
are designed to give the Government in such a case an enforceable contract
right to a price adjustment, that is, to 2 reduction in the price to what it would
have been if the contractor had submitted accurate, complete and current data.
In arriving at a price adjustment under a clause, the contracting officer should,
after review of the record of the contract negotiation (see 3-811), casider the
following:

(1) The time when cost or pricing data was reasonably available to
the contractor. Certain data such as overhead expenses and production records
may not be reasonably available except on normal periodic closing dates.
Also, the data on numerous minor material items may be reasonably available
only as of a cut-off date prior to agreement on price because the volume of
transactions would make the use of any later date impracticable. Furthermore,
except where a single item is used in substantial quantity, the net effect of any
changes to the prices of such minor items would likely be insignificant.
Notwithstanding the foregoing, significant matters, such as changes in the
labor base or in the prices of major material items, are important to con-
tractor management and to the Government, and the related data would be
expected to be current on the date of agreement on price and therefore will
be treated as reasonably available as of that date.

(2) In establishing that the defective data caused an increase in the
contract price, the contracting officer is not expected to reconstruct the
negotiation or to speculate on what would have been the mental attitudes of the
negotiating parties if the correct data had been submitted at the time of agree-
ment on price. The natural and probable consequence of defective data is an
increase in the contract price in the amount of the defect plus related burden
and profit or fee; therefore, unless there is a clear indication that the
defective data was not used, or was not relied upon, the contract price should
be reduced in that amount.

87-847 O -68 - 8
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{3) As a general rule, understated cost or pricing data shall not
be ''set off'! against overstated cost or pricing data in arriving at a price
adjustment. However, an exception to the general rule may be warranted
where the overstated data is so inextricably interconnected with understated
data that it would be impractical to consider the one without considering the
other. For example, if an overhead account had been overstated by reason
of a failure to use the most recent available quarterly figures, the consequent
downward price adjustment should be based on the net change in the total
overhead account, including both the "minus' and "plus' elements. However,
the contract price shall be adjusted only if the net adjustment is downward.

(b) If at any time prior to agreement on price the contracting officer
learns through audit or otherwise that any cost or pricing data submitted is
inaccurate, incomplete or non-current, he shall immediately call it to the
attention of the contractor. Thereafter, the contracting officer shall riegotia.te
on the basis of any new data submitted, or on a basis which in his opinion
makes satisfactory allowance for the incorrect data as he considers appro-
priate and shall reflect these facts in his record of negotiation.

(c) If after award the contracting officer obtains information which leads
him to believe that the data furnished may not have been accurate, complete,
or current, he should request an audit.
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16-206.2 DD Form 633 (Contract Pricing Proposal) or one of the
special forms authorized in 16-206. 3 shall be used whenever contractor or
subcontractor cost or pricing data (see 3-807.3(e))is required; provided,
however, that the ""Cost Elements" and the "Proposed Contract Estimate"
may be presented in a different format, acceptable to the contracting officer,
where the contractor's accounting system makes the use of the prescribed
format impracticable or when required for a more effective and efficient
presentation of cost or pricing information, and provided further that in
such cases a signed DD Form 633 or one of the special forms is required
to be submitted and fully accomplished as to all items except that the "Cost
Elements"” and the "Proposed Contract Estimate" may be accomplished by
making reference to the contractor's format.

DD Form 633
Question 3: Delete.
Question 6: Delete.
Instruction 2: Change to read as follows:

As part of the specific information required by this form, the offeror
must submit with this form, and clearly identify as such, cost or pricing
data (that is, data which is verifiable and factual and otherwise as defined
in ASPR 3-807.3(e)). In addition, he must submit with this form any
supporting schedules or substantiation which are reasonably required to
explain this offeror's estimating process and to clearly identify:

a. the judgmental factors applied in projecting from known data
to the estimate, and

b. the contingencies used by the offeror in his proposed pricé.
Instruction 3: Change to read as follows:

When attachment of supporting cost or pricing data to this form is
impracticable, the data will be specifically jdentified and described (with
schedules as appropriate), and made available to the Contracting Officer
or his representative upon request.

Instruction 4: Change to read as follows:

The formats for the "Cost Elements' and the ""Proposed Contract
Estimate" are not intended as rigid requirements. Withthe approval of the
Contracting Officer, these may be presented in different format if required
for more effective and efficient presentation. In all other respects this
form will be completed and submitted without change.

Instruction 5: In the first sentence, after the word "offeror," add the
following: ", if selected for negotiation, "'.
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PRICE NEGOTIATION POLICIES AND TECHNIQUES

3810 Exchange of Information. In appropriate cases it is desirable
to exchange and coordinate specialized information regarding a contractor
between Military Departments, bureaus, technical services, and other pro-
curing activities since it will provide uniformity of treatment of major
issues and it may aid in the resolution of particularly difficult or contro-
versial issues.
3-811 Record of Price Negotiation.
(a) At the conclusion of each negotiation of an initial or & revised price,
the contracting officer shall promptly prepare or cause to be prepared, a
memorandum, setting forth the principal elements of the price negotistion,
for inclusion in the contract file and for the use of any reviewing authorities.
The memorandum shall be in sufficient detail to reflect the most significant
considerations controlling the establishment of the initial or revised price.
The memorandum should include an explanation of why cost or pricing data
was, or was not, required (see 3-807) and, if it was not required in the case
of any price negotiation in excess of $100,000, a statement of the basis for
determining that the price resulted from or was based on adequate price
competition, established catalog or market prices of commercial items sold in
substantial quantities to the general public, or prices set by law or regulation.
Tf cost or pricing data was submitted and a certificate of cost or pricing data
was required (3-807.4), the memorandum shall reflect the reliance placed
upon the factual cost or pricing data submitted and the use of this data by
the contracting officer in determining his total price objective. Where the
total price negotiated differs significantly from the total price objective, the
memorandum shell explein this difference. The memorandum shall also reflect the
extent to which the Contracting Officer recognized in the negotiation that
any cost or pricing data submitted by the contractor was inaccurate,
incomplete, or non-current; the action taken by the Contracting Officer
and the contractor as a result; and the effect, if any, of such defective

data on the total price negotiated. Whenever cost or pricing data
are used in connection with a price negotiation in excess of $100,000, the
contracting officer shall forward one copy of the memorandum to the cog-
nizant Defense Contract Audit Agency officer—for use by the auditor to
improve the usefulness of his audit work and related reports to negotiation
officials. Where appropriate, the memorandum should include or be supple-
mented by information on how the auditor’s advisory services can be made
more effetcive in future negotiations with the contractor. In those cases
where a copy is forwarded to the auditor, a copy will also be furnished to
the ACO.

(b) As part of the requirement in (a) above, determination of the profit
or fee objective, in accordance with 3-808, shall be fully documented. Since
the profit objective is the contracting officer’s pre-negotiation evaluation of
the total estimated profit under the proposed contract, the amounts set forth
for each category of cost will probably change in the course of negotiation.
Furthermore, the negotiated profit will probably vary from the profit objec-
tive, and from a detailed application of the weighted guidelines method to
each element of the Contractor’s Input to Total Performance as anticipated
prior to negotiation. Since the profit objective is viewed as a whole rather
than as its component parts, insignificant variations from the pre-negotiation
profit objective, as & result of changes of the Contractor’s Input to Total
Performance need not be documented in detail. Conversely, significant devia-
tions from the profit objective necessary to reach a final agreement on profit
or fee shall be explained. The profit earned as a result of contract perform-
ance will generally vary from that anticipated at the time of the negotiation.
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ITEM I -- CONTRACTOR SUBMISSIONS OF COST OR PRICING DATA

The following series of questions and answers were developed for use
in DoD procurement training courses. They deal with the proper use
of the DD Form 633 in the preparation of pricing proposals and
particularly with submission and identification of the contractor's
cost or pricing data. The material is reproduced here for the infor-
mation and guidance of all procurement personnel involved in price
negotiations.

QUESTION. Why is so much attention placed on the use of the
current DD Form 633? The form is basically a price breakdown,
which does not appear to be any different from the old pricing form
which we used for many years or for that matter, from proposals re-
ceived on contractors' own forms.

ANSWER. The DD Form 633 was revised in December 1964 as
a part of a general revision of the ASPR implementation of P. L.
87-653, the "Truth in Negotiations' Act. The form is a pricing form,
i.e., it covers more than the bare P, L. 87-653 requirements. It
contains instructions and guidance which are essential to sound pricing
and which are not contained elsewhere in the ASPR. We placed this
information on the form itself because it relates specifically to the
contractor's cost breakdown and submission. Consequently, it is
essential that the approved DD Form 633 (or one of the related dash
models) be used. A reproduction of the front side only or a contractor
form which does not contain the instructions, footnotes and other data
are not acceptable.

QUESTION. What significance attaches to the Instructions and
Footnotes on the reverse of the DD Form 633? My contractor re-
produces the form and omits this portion.

ANSWER. The Instructions and Footnotes to the DD Form 633
are the most important part of the form, They were-designed specif-
ically for good price and cost analysis, to enable you to do a better
pricing job, and to be responsive to the requirements of P. L. 87-653.
The quality of the contractor's submission and hence your price will
depend on both of you understanding clearly the requirements of the
Instructions and Footnotes., If you haven't read them lately, do so
now.

QUESTION. Are contractors required to use DD Form 633 in
view of the exception mentioned in Instruction 4 to that form?
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ANSWER. Instruction 4 was intended to permit the use of the
contractor's own format for listing his estimated costs and proposed
price, because we recognized that no standard format would fit every
accounting and estimating system., We did not intend this to mean
that the balance of the DD Form 633 should be ignored. We propose
to make this clear by changing ASPR to require a signed DD Form 633
in all instances, even though the contractor's format is substituted for
the cost elements and proposed contract estimate portion of the stand-
ard form.

QUESTION. What is the significance of the "Reference' column
on the DD Form 6337

ANSWER. This column was included to provide you with a ""road
map, " i. e., with the specific identification of the detail supporting the
estimated cost element. This detail must be presented in such a manner
that the factual data can be identified apart from the judgmental factors
and estimates.

QUESTION. Should a contractor furnish a "reference column'
when using his own format?

ANSWER. Yes, but the reference column is merely the tool
which enables you to find what you are looking for. The important
thing is that the contractor make it clear what factual basis, i.e.,
cost or pricing data, his estimates rest on. In addition, he must show
the factors which will tie his estimated costs to the factual base.

QUESTION. Why the emphasis on contractor identification of
historical data? I have always relied on the audit report for support
in this area.

ANSWER. You will still rely on the audit report but in two ways:
first, as a tool to verify contractor furnished data, rather than the
principal means of obtaining that data; and second, for commenting
where appropriate on data not provided as a part of the contractor's
submission. You must remember that it is the contractor, not the
auditor, who will certify to the data. You must, therefore, have a
clear picture of what the contractor is furnishing and certifying to.

QUESTION. My contractor says that compliance with DD Form
633 will require a '""truckload" of data to be submitted with each pro-
posal. What is your reaction to this?
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ANSWER. ' This is nonsense, We are receiving many proposals
which are adequate in every respect and these are not voluminous.
Strict compliance with the DD Form 633 places an exacting requirement
on the contractor. . If he does an adequate job of identifying the factual
data used to support his estimate, the evaluation job of our technical
and audit people will be effective despite the volume of records from
which the basic source data was drawn.

QUESTION. . Won't this emphasis on specific identification of
data delay procurement actions? .

ANSWER. This is a possibility if you are forced to return un-
satisfactory proposals for reprocessing. If a proposal is properly
prepared, it should speed up your procurements. Every one --
auditors, price analysts, technical specialists and you yourself -- will
be able to make more effective use of the data because of the better
visibility.

QUESTION. What if my contractor refuses to submit in accord-
ance with the ASPR as reflected by this model?

ANSWER. Most, if not all, contractors want to submit their
proposals correctly. They look for you to inform them of any
deficiencies. If you have a contractor who appears to be wilfully
submitting inadequate data or failing to give you the identification you
need to trace the data to his estimate, you should return his proposal
for reprocessing. Obviously, this will require good judgment as you
do not want to delay any critical procurements. If in doubt, discuss
with your supervisor.

QUESTION. What is all this emphasis on precise cost data
identification doing to pricing? Are we now expected to agree on
elements of cost?

ANSWER. No! The purpose of P.L. 87-653, the ASPR imple-
mentation and DD Form 633 is to improve pricing, not degrade it.
You are already reviewing cost analyses and audits which deal with
elements of cost. The contractor's proposal is made up of estimates
by cost elements., What we are trying to do is improve your under-
standing of those estimates. After you understand the cost base, you
are expected to negotiate as you have in the past, i.e., price, not costs.
For refreshing your memory on total price negotiation see OASD (I&L)
letter of 17 December 1964, which was published in DPC 22. The policy
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stated in this letter is still in effect and will not be affected by any of
the requirements of the DD Form 633 as reflected here.

QUESTION. Have you any examples of good submissions that
we can use for training our people and for the education of our
contractors?

ANSWER. Yes. We are attaching an actual submission with only
the contractor's name and other identifying characteristics disguised,
e.g., the item, unit costs and total amounts. It is, of course, a simple
proposal, but it illustrates the method very well. Each submission may
require more or less detail dependent upon the procurement situation.
We consider this a good proposal that substantially meets the require-
ments of P. L.. 87-653. However, there are three areas where even
this proposal could be improved; e.g., (1) Schedule A - Raw Material
Costs - should identify base for raw material requirements, i.e.,
production experience under present contracts, etc.; (2) contractors'
reference to pro-rata share of indirect selling expense in item 10 could
be improved by explanation of how he actually pro-rates the expense,
and (3) references to ''past experience" (items 6B, 8C, D and G) should
be explained by dates and type of experience and its relation to current
procurement.
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DEPARTMENT OF DEFENSE Form Appro
CONTRACT PRICING PROPOSAL Budget Burenu No. 22-R100

‘This form is for use when submission of cost oe pricing data (see ASPR 3-807.3) is required

NAME OF OFFEROR BUFPLIES AND/OR SERVICES TO BE FURNISHED

Doe Corporation
Home oFFICE ADDRESS Product X
GUANTITY TOTAL AMOUNT OF PROPOSAL
Washington, D. C. $704, 500
[GIvisionts) AND LOCATIONIS! #HERE WORK 13 70 B€ perFormED | 2, 000, 000 1bs.  [GovT soLiciTaTion wo.
|___New York Division RFP XYZ-1
PROPOSEDC CONTRACT ESTIMATE
COST ELEMENTS vovat cost? owiv cosv? \PEII O] merenence?
#. PURCHASED PARTSS
]
s 3. SUBGCONTRACTED 1 TEMSS
w
E () Raw maTERIAL? Schedule A
i 2 260,000 13.00 Schedule Al
8] £E {2 svancano Schedule A
ElEn!l commmnrciaL items? 25,000 1.25 Schedule Al
<] 9% [03) inrERotvisionaL TRANS-
° FERS (ot other then cost)?
2. MATERIAL OVERHEADT?
3. INTEAOIVISIONAL
TRANIFERS AT cosTH
4. OIRECT ENGINEERING LAaBORIZ
5. ENGINEEMING OvERNEADT?
¢. DIRECT MANUFAC TURING LABORSZ 48, 580 2. 43 Schedule B
. . chedule
7. MANUFACTURING OVERHEADTO 55. 400 2.77 Schedule B
s .
13
o omen coar 126,215 6.31 Schedule B
> SvsToTALS 515,195 25.76
o S enenentd 50, 600 o hede B
1. movaLTIEsSd Process
Improvement & Research 5,000 .25 Schedule B
12, FEDERAL ExCIsE TAX!S
> suarorats 600,795 30,04
14. PROFIT OR FEE 103 705 5 18
s .
13 TOTAL PRICE cAcunt) 704; 500 35. 22 Schedule B
3. MAVE THE DEPARTMENT OF DEFENSE, NATIONAL AENONAUTICS AND SPACE AGMINISTRATION, OR THE ATOMIC ENERGY COM-
MISSION PERFORM! Al REVIEW OF YOUR ICCWII“ Oﬁ lﬁtﬁ“l’! IN CONNECTION WITH ANY OTHER GOVERNMENT PRIME

€D ANY
CONTRACT OR SUBCONTRACT WITHIN THE P,

X}ves  C1wo ir YES, mEnTIFY. AT 00{000)-7890

NAME AND ADDRESS OF REVIENING OFFICE TELEPHONE NUMBER
Defense Contract Admin. Service Region, N.Y., N. Y. SP 7-4200
2, WILL YOU REQUIRE THE USE OF ANY GOVERMMENT PROPERTY IN THE OF THIS CONTRACT?

[ ves E] NO IF YES, IDBNTI" G’A ﬂfmﬂ PAGE.

3. 0O THE AMOUNTS SHOWN ON THIS FORM GE FOR PROPERYY Wi, ATES ANY CHARGE AGAINST

Any oTHER PAIOR O CURRENT GOVERNMENT CONTIACT OR SUBCONTRACT OR (1) ANY WEN TAL OR GIE CHARGE Oh GOVEANMENT
RTY?

(T)ves - (RInO  IF YES, JUSTIFY ON SEPARATE PAGE,
4. OO YOU REQUIRE GOVERNMENT CONTRACT FINANCING TO PERFORM THIS PAOPOSED CONTRACT?

[ ves [X)wo IF YES, IDENTIFY. [} ) PAYMENTS OR [ GUARANTEED LOANS
3. NAVE YOU BEEN AWARDED ANY CONTRACTS OR SUDCONTRACTS FOR SOMLAR 1 TEMS WITHIN THE PAST THREE YEARS?
X ves ([Owo IF YES, sHOW R(S) AND BELOW OR ON A SEPARATE PAGE.

E AMOUNTS SHOWN ON THIS FORM INCLUDE ANY CHARGE FOR OVERTIME PREMIUMS O THER THAN OVERTIME OF THE TYPES
JCeaemiBes I Asm 153088
Edves  (XINO _IF YES, EXPLAIN ON A SKPARATE PAGE,
7. DOES THIS COST SUMMARY CONFORM WITH THE COST PRINCIPLES SET FORTH IM ASI

] vEs  {TINO 1P NO, EXPLAIN ON A SEPARATE PAGE.

ECTION XV (200 3-807.2(cX2))"

This proposal is submitted for use in coanection with and in to RFP XYZ-1
* and refl, our best i as of this date,
in d. with the ions to Offerors and the Footnotes which follow.

*DESCRIBE RFP, ETC.

w SeNATORE
John Doe, President | M,, o

NAME ST FTHR [DATEOF SymMIsSsIOn
Doe Corporation, N.Y. Division I g 16, Ijé 7
D D \ :g:n“ 6 33 PREVIOUS EDITIONS ARE OBSOLETE




INSTRUCTIONS TO OFFERURS

1. The purpose of this form is to provide a standard
format by which the offeror submits to the Government
a summary of d and d costs (and hed
ion) suil for iled review and
analysis. Prior to the award of a contract resulting from
this proposal the offeror shall, under the conditions
stated in ASPR 3-807.3, be required to submit a Certi-
ficate of Current Cost or Pricing Data {see ASPR
3-807.3(e) and 3-807.4).

2. In addition to the speciﬁc information required by
this form, the offeror is expected, in good faith, to in-
corporate in and subnul with this form any addmonal
data, les, or sub iation which are
ledsonably required for the conduct of an appropriate
review and analysis in the Jight of the specific facts
of this procurement. For effective negotiations, it is
essential that there be a clear understanding of -

a. The existing, verifiable data

b. The judgmental factors applied in projecting
from known date to the estimate, an

c. The contingencies used by the offeror in his
proposed price.

In short, the offeror’s estimating process itself needs
to be disclosed.

3. When attachment of supporting costor pricing data

to this form is lmptact:cable, the data will be described
(with schedules as ), and made available t
the contracting officer ot his representative upon request.

4. The format and the prescnbed cost breakdown are
not § ded as rigid With the approval
of the contracting officer the data may be presented in
another fom if required for 2 more effective and effi-
cient presentation of cost or pricing data.

5. By submission of this proposal the offeror grants to
the Contracting Officer, or his authorized representative,
the light to examine, for the purpose of verifying the cost
or pricing data submitted, those books, records, documents
and other supporting data which will pemit adequate -
evaluation of such cost or pricing data, along with the
computations and pmjechons used therein. This ng}lt
may be with any

prior to contract award,

NOTE 1. Enter in this column those necessary and
reasonable costs which in the judgment of the offeror

NOTE 7. Include raw and processed material for the pro-
posed contract in a form or state which tequires further

will properly be incurred in the efficient perfc

of the contract. When any of the costs in this column
have already been incurred (e. 4., oa a letter contract
or change order), descnbe them on an attached support-
ing schedul. “p i or "s(amup"
costs ate sigr "' ifi

or when p d in
detail by the contracting officer, provide a full identi-
fication and explanation of same. Identify all sales
and transfers between your plants, divisions, ot organi-
zations under a common control, which are included at
other than the lower of cost to the original transferror
or current market price.

NOTE 2. The use of this column is optional for multiple
line item proposals, except where the contracting officer
determines that a separate DD Form 633 is required for
selected line items.

NOTE 3. Attach separate pages as necessary and iden-
tify in this column the attachment in which the informa-
tion supporting the specific cost element may be found.
No dard formatis p , the cost or
pricing data must be accurale, complete aﬂd current,
and the judgment factors used in projecting from the
data to the estimates must be stated in sufficient detail
to enable the Ci ing Officer to the pro-
posal. For example, provide the basis used for pricing
the bill of materials such as by vendot quotations,
shop estimates, -or invoice prices; the reason for use of

NOTE 8.. Include standard commercial items nommally
fabricated i in whole ot in part by you whnch are genemlly
stockedin i y. Provide 3¢ for .
at other than the lower of cost or current market price.

£, b

NOTE 9. Include all ials sold or
your plants, divi or i under a

control at other than cost to the original transferror and
provide explanation of pricing method used.

NOTE 10. Provide the method of computation and appli-
cation of your overhead expense, including cost break-
down, and showing trends and budgetary data as neces-
sary to provide a basis for evaluation of the reasonable-
ness of proposed rates.

NOTE 11. Include separate breakdown of costs.

NOTE 12. Provide a separate breakdown of labor by job
category and fumish basis for cost estimates.

NOTE 13. lnclude all other estimated costs (e.4., special
tooling, f: special test i} special plant
rearrangement, preservation packagmg and paclung, spoil-
age and rework, and ) which are not

tuded. Identify 1y each gory of cost and

overhead rates which depart signifi ly from exp

rates (reduced wolume, a planned major rearrangement,
etc. ); or justification for an increase in labor rates
(anticipated wage and salary mcreases, efc.) Iden-

tify and explain any cont which are included

in the proposed price, such as anticipated costs of
rejects and defective work, anticipated costs of engineer-
ing redesign and retesting, or anticipated (echmcal
difficulties in designing high-risk

NOTE 4. Provide a listof principal items within each
category of material mdxcanng known or anticipated
soutce, quantity, unit price, competition obtained, and
basis of establishing source and reasonableness of cost.

ial fot the proposed other
under the

NOTE 5. lnclude
than ial ibed in the olher
cost el titled “‘Direct

NOTE 6. Include parts, compcrnems, assemblies, and
to be p: perf d by other than you
di with your desi; or

duectmns and applicable only lo the prime contract.

g_namle suppnmng detalls lf the proposal IS based on a
all outb

pre
transportation costs mcluded in total amount.

NOTE 14. If the total cost entered hete is in excess
of $250, provide on a separale page (or on DD Form
783, Royalty Report) the following information on each
separate item of royalty or license fee: name and address
of licensor; date of license agreement; patent numbers,
patent apphcanon serial numbers, or. other basls on which
the royalty is payable; brief di p any
part ormodel bets of each item or p
on which the royalty is payahle percentage or dollar

rate of royalty per unit; unit price of contract item; num-
ber of units; and mlal doltar amonnt of royalties. Iu addi-
tion, if d by the ing officer,
a copy of the r:urrent license agreement and identification
of applicable claims of specific patents shall be provided.

NOTE 15. Selling price must include any applicable
Federal excise tax on finished atticles.
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Defense Procurement Circular #55

Page 2
Schedule A
PRODUCT X
Raw Material Costs
Items 1(1) and 1(2)
Yield
Usage Quantity
Raw Materials Unit (1bs, ) Price Amount
Material A .70 1,000, 000 .10 100, 000
Material B . 60 800, 000 .09 72,000
Material C .45 600, 000 .08 48, 000
Material D .50 400, 000 .07 28,000
Material E. .50 200, 000 .06 12, 000
Total 260, 000
Cost per 1b. of Product X (260, 000 + 2,000, 000 1bs.) 13.00 C 1b.
Standard Commercial Items
Material F . 50 500, 000 .05 25,000
Cost per 1b. of Product X (25,000 + 2,000,000 lbs.) 1.25 C ib.

Yield Usage Unit Factors based on actual experience (average last six

months) on first two contracts listed on Schedule C.
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Defense Procurement Circular #55

Page 3
Schedule Al

Item 1{(1) and 1(2)

Explanation of Raw Material Prices

Material A is purchased under contract from M Co. and N Co. "at
$.10/pound delivered to New York. This procurement was com-
petitively bid with 4 suppliers, and contracts at this price are
effective January 1, 1966, and have been renegotiated at the same
price for 1967,

Material B is purchased under an escalation contract from J Co.
The proposal requires a monthly consumption rate of 60-70, 000
lbs. at a cost of $.09/1b. Competitive bids were obtained prior
to contract award. The contract runs from 2/64 to 6/68.

Material C is purchased from K Co. and P Co. at $.08/1b. delivered
to New York.

Material D is purchased from L Co. at $.067/1b. Freight from
is $.003/1b. for a total delivered price of $.07/1b.

Material E is purchased under an escalation contract from H Co.
The proposal requires a monthly consumption rate of 15-20, 000
lbs. at a cost of $.06/1b.

Material F was derived from the July 4 issue of Oil, Paint and Drug
Reporter. This was $.048/1b. Freight, with as the
equalizing point, is $.0062/1b. This is to be supplied by Doe. Doe
will purchase quantities in excess of those quantities required under
this contract for use or sale in its overall operations.
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Page 4
Schedule B

GENERAL COST INFORMATION

Production costs for the Proposed Contract were assembled on the basis
of producing at a rate of 3,000,000 1bs. of Product X for the 12-month period
from October 1, 1966 to September 30, 1967, at an average monthly rate of
250,000 1bs. Unit costs developed at a production rate of 3, 000,000 1bs. per
year were then applied to the quantity in the Proposed Contract (2,000, 000
lbs. ) to determine the dollar of costs in this bid. The Contractor uses a
standard cost system of accounting.

Item 6. Direct Manufacturing Labor

A. Operating Labor.

Seven first-class operators at 40 hours per week plus 7% overtime allowance,
based on standard plant operating practices.

October 1, 1966 to May 31, 1967 - $3.00 per hour
June 1, 1967 to September 30, 1967 - $3.10 per hour
Average (incl. overtime and shift) - $3.03 per hour

These rates are based on current union contract and include shift differentials.
2080 X 7 = 15,579 X $3.03 = $47, 204 - $3, 115 (leave = $44,089 X 2/3 = $29, 390.
(Leave including holiday, sick, etc. based on actual 6/1/66-5/31/67 @ 147 hours
per man.)

B. Maintenance and Yard Labor.

These costs were based on estimated hours of services required at the 1966
standard rate developed for these services. Hours of service required are
based on past experience for the time period and production volume involved,
overtime and shift included.

Maintenance - $5.00 per hour - 5,000 hrs. = 25,000 - 115 (leave) X 2/3 = $16, 590.

Yard - 4,00 per hour - 1,000 " = 4,000 - 100 (leave) X 2/3 = $ 2, 600.
(Leave represents estimated casual leave for contract period.)

Direct manufacturing labor for the production contract is as follows:

Operating Labor $29, 390

Maintenance 16,590

Yard 2,600
Total $48, 580 (2,000,000 1b.)
Unit Cost 2.43 - C 1b.

Item 7. Manufacturing Overhead

Manufacturing overhead is apportioned to all products produced at the

New York plant, using total cost of production (not including other costs) of

all products as the basis, and total Plant Overhead as the pool to be distriputed."
The 1965 actual overhead rate of 16. 6% was used in this proposal.
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Schedule B

The manufacturing overhead for this production contract amounts to $55, 400,
at a unit cost of 2.77 - C 1b.

Jtem 8. Other Costs

A. Payroll Added Costs

These costs are based on a standard rate of 24% for hourly operating labor
and 16% for salaried supervisory labor to cover the costs of FICA, Unemploy-
ment Taxes, Pension and Retirement Plans, Hospitalization, Workmen's
Compensation, Insurance, Vacations, Holidays, variance, etc.

B. Supervisory Labor

Includes one supervisor at an annual salary of $11, 000.

C. Lab Service

These costs were based on estimated hours of service required at the 1966
standard rate developed for these services. Hours of service required are
based on past experience for the time period and production velume involved.
The standard rate is $8.00 - 1,000 hours.

D. Maintenance and Operating Supplies

Estimated usage of these supplies is based on past experience. They are
charged to production, as used, at our actual purchase price for each
individual item. Costs also include outside contract maintenance for paint-
ing and other preventative and maintenance work.

E. Egquipment Rental
Includes rental of a control panel at an annual rental of $2, 544.

F. Taxes, Insurance and Depreciation

Taxes and Insurance are charged to product costs on the basis of asset
values. Since the Product X plant is fully depreciated, the only
depreciation charge to Product X is a proportionate share of the
depreciation for utility and general service facilities as shown in the
depreciation ledger used for income tax purposes.
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Schedule B

G. Power, Water, Steam and Air

Usage of these utilities is based on past experience for the time period and
production volume involved. They are charged to all product costs, as
used, at the standard cost rate (1966 standard was used for this estimate)
or at our actual purchase price as follows: k

Power - - $.01l per KWH - .8 KWH per lb. Product X
Water - .10 per 1000 gal. - 30 gal. per lb. Product X
Steam and Air - .80 per 1000 lbs. - 20 lbs. per lb. Product X
H. Drumming

Drum cost is $. 0245 per 1b. Product X

Drumming labor is $. 0033 per 1b. Product X

Total Cost is $. 0278 per 1b. Product X

Proposed Contract includes 120,000 lbs. Product X in drums

The summary of Other Costs is as follows:

REFERENCE
Payroll Added Costs $8,240 A
Supervisory Labor 7,395 B
Lab Service 5,400 C
Travel Expense 200 (Estimated)
Maintenance Supplies 23,190 D
Operating Supplies 5,400 D
Medical Expense 130 (Estimated)
Equipment Rental 1,800 E
Taxes, Insurance & Depreciation 14,390 F
Power 15,990 G
Water 6,595 G
Steam and Air 33,385 G
Shipping 800 (Estimated)
Drumming 3,300 H
Total $126, 215
Unit Cost 6.15 - C 1b. (1,850,000 1b.)
Unit Cost 8.35 - C1b. ( - 150,000 1b.)
Average : 6.31 - C 1b. (2,000,000 1b.)

Item 10. General and Administrative Expense

A. Contract Administrative and Technical Service
Based on time and effort devoted to the Product X government contract
business, contract administrative and technical service consists of a pro
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rate share of these direct costs. It also includes technical assistance to
manufacturing operations performed by Contractor's Research and
Technical Center. Also included is a pro rata share of the New York
Division's indirect selling expense which is developed by using a formula
that has been audited by the government and included in all previous
Product X bids. 2/3 of the estimated amount of $58, 050 has been included
in this proposal.

B. General and Administrative Expense

This expense is determined by using a formula that has been audited by
the government and included in all previous Product X bids. Essentially,
the formula spreads G&A expense pools on a Cost of Sales basis to all
segments of the New York Division and Chicago Division operations.
Unaudited 1965 actual G&A rate of 8.13% was used in this proposal.

G&A expense is included as follows:

Contract Administration & Technical Service $38, 700
General Administrative 41,900

Total $80, 600

Unit Cost 4.03 - C 1b.

Item 11. Process Improvement and Research

This consists of process improvements and characterizations (measure-
ment of physical and chemical properties) of Product X to be performed

by Contractor's Research Center. Annual expenditures for this item have
ranged from $50, 000 to %5, 000 over the past several years. This Proposal
includes $5, 000 at a unit cost of . 25.

Item 15. Total Price

The contract proposal price is calculated as follows:

1,850,000 lbs. Bulk at $. 35/1b. $647, 500
150, 000 lbs. Drummed at $. 38/1b. 57, 000
Total $704, 500

Average Unit Price 35.22 - C 1b.
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Schedule C

Attachment to DD Form 633 dated 15 July 1966

Contract No.

AF 00(000) - 0123
AF 00(000) - 0456

AF 00(000) - 0789

87-847 O - 68 - 8

Procuring Agency

Middletown Air Materiel Area, AFIC

Same

Same
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9 August 1967

MEMORANDUM

SUBJECT: ASBCA Decisions on Defective Cost or Pricing Data

AMERICAN BOSCH ARMA CORPORATION

65-2 BCA paragraph 5280; December 17, 1965

This case arose under ASPR provisions antedating P. L. 87-653. The
Board held:

(1) Having disclosed pricing data on purchased parts pursuant to
RFP with knowledge that data would be used by Government in
negotiating price, and having entered into negotiations with
knowledge that it would be required to certify that it had dis-
closed complete, accurate and current pricing data, the company
was under a duty to assure that the data furnished or disclosed
to the Government was reasonably current at the time the con-
tract price was negotiated.

(2) Pricing data from vendor quotations dated subsequent to one
month prior to negotiations were not reasonably available for
the negotiations.

(3) Anything that could be found from examination of records which
were made available to Air Force auditors who examined them
during audit and reported the results of their examination to the
negotiating team was disclosed to the Government.

(4) Pricing data is '"'significant" if it would have any significant
effect for its intended purpose, which was as an aid in nego-
tiating a fair and reasonable price. Significance cannot be
determined as a percentage of the total price.

(5) The absence of understanding or agreement on the amount of
materials costs in negotiation of a total price does not operate
to defeat the effectiveness of the Price Reduction clause.

(6) The Government has the burden of proof and the effect of non-
disclosure of pricing data cannot be determined on the basis
of speculation.
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In the absence of any more specific evidence tending to show what
effect the nondisclosure of pricing data had on the negotiated price,
we should adopt the natural and probable consequence of the non-
disclosure as representing its effect. The record shows the
Government relied on and utilized the pricing data submitted by
the company.

FMC CORPORATION

66-1 BCA paragraph 5483; March 31, 1966

The Board held:

(1)

(2)

(3)

(4)

(5)

The method of negotiation--agreement on total price or agreement
on subsidiary cost--is immaterial.

The method of negotiation may become significant in determining
whether the Government did in fact rely upon the data furnished
or would have relied upon absent data in reaching agreement on
price. )

Continuation of previously unsuccessful experimentation on manu-
facturing methods does not constitute cost and pricing data which
should have been disclosed in negotiations. Such experimentation
should particularly not be included when negotiations look to a
firm fixed price contract.

Significance of data is equivalent to its capability of being used
for its intended purpose.

Data not disclosed was not significant because it would not have
any practicable effect on negotiation of either the price or con-
tract type.

DEFENSE ELECTRONICS, INC.

66-1 BCA paragraph 5604, May 24, 1966

The Board held:

(1)

For the Government to have any valid claims, it must be estab-
lished (i) that the contractor furnished inaccurate, incomplete
or non-current pricing data, (ii) that the inaccurate, incomplete
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or non-current pricing data caused the price to be increased, and
(iii) the dollar amount by which the price was increased as a re-
sult thereof. The Government has the burden of proving every
element in the chain of proof necessary to substantiate its claim.

(2) When the contractor made data available to the auditor for his
use in auditing the proposal, that was sufficient furnishing of
data, and the contractor was under no obligation to furnish to
the contracting officer personally data not requested by him
which had already been made available to the auditor and which
had been'used and referred to in the audit report.

(3) A clear distinction is drawn beteen '"fact' and '"judgement. "
(4) While the company failed to disclose significant pricing data, the
Government has not sustained the burden of proving that the non-

disclosure caused any increase in price.

LOCKHEED AIRCRAFT CORPORATION

67-1 BCA paragraph 6356; May 18, 1967
The Board held:

(1) The subcontractor should have disclosed that in excess of 90 per-
cent of the materials needed had already been purchased and
significant reductions in material costs were experienced. The
gesture allegedly made that all records were available was
practically meaningless absent any inkling that such specific
significant data was in reality present and available., In American
Bosch Arma there was actual disclosure as the auditor in fact
physically examined the records and reported the results of the
examination. In this appeal the Government auditors did not
physically examine the purchase orders and the pricing data made
available was not complete or current.

(2) The Government is bound by its examination of the limited records
because there was disclosure to that extent.

(3) With only 3 percent of labor cost incurred, the historical or factual
data regarding the labor rate is too minimal as a basis for a
violation of the clause. The rate advanced by the subcontractor was
projective and was not nor intended to be factual in nature.
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1"Offsetting' cost items were only remotely related to the material
costs in issue. The equitable reduction permitted under the clause
is intended to cover solely the cost items concerning which the
pricing data was defective. To permit unrelated offsets would be
tantamount to repricing the entire contract.

CUTLER-HAMMER, INC,

ASBCA No. 10900; June 28, 1967

The Board held:

(1)

(2)

(3)

Offsetting omissions in material pricing, in no instances due to
the improper extrapolation of quantities to Bill of Materials which
was responsible for the overstatement of quantities, are not avail-
able for offset. P.L. 87-653 was intended solely as a vehicle for
recoupment by the Government of over-pricing.

A significantly lower bid from an unproven vendor, not disclosed
to the Government was far from being data upon'which a firm

price reduction would have been reached; but this information

was significant from the standpoint of over-all contract negotiation.

The burden on the Government of proving the causal relationship
between significant, nondisclosed, pricing data and the resulting
price reduction is not intended to be an unreasonably heavy one.
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TRUTH IN NEGOTIATION

CASE EXAMPLES

Background

On January 3, 1965, the Albert Scurloc Corporation quoted a price of
$1, 000,000 to the Government for 100 navigation radars. This in-
cluded quotations for proposed subcontracts with Tyler-Bachman, Inc.
(for antennas at a price of $150,000) and with Sigmund Gerber Company
(for scopes at a price of $65, 000).

On February 15, 1965, a firm fixed price of $955,000 was agreed on
and a Certificate of Current Cost or Pricing Data furnished.

On March 15, 1965, Scurloc Corporation signed the contract which
was executed by the Government on March 20, 1965.

Exercise 1

On April 15, 1965, Scurloc Corporation negotiated a firm fixed price
subcontract with Tyler-Bachman, Inc., for $135,000 based on certi-
fied cost and pricing data. The subcontract contained the Price
Reduction for Defective Cost and Pricing Data and Audit and Records
clauses.

Upon later audit, the data Tyler-Bachman, Inc., submitted was found
to contain an error of $10, 000 due to the use of incorrect forecast
rates resulting in a price reduction of $11, 000 in the price of that
subcontract.

Discuss Scurloc Corporation obligations under its prime
contract and the effect on its profits of the reductions of
$15, 000 due to subcontract negotiation and $11, 000 due
to adjustment of the subcontract for defective data.

Exercise 2

On February 25th, Scurloc Corporation negotiated a firm fixed price
subcontract with Sigmund Gerber Company for $60, 000.

Discuss Scurloc Corpceration obligations and the effect
on its profits of the reduction of $5, 000 due to negotia-
tion of the price of this subcontract.
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On November 1, 1965, Albert Scurloc .Corporation quoted a price to the
Government of $1, 800, 000 for 100 Navigation Radars. On November 15,
1965 Albert Scurloc Corporation completed a V.E. study applicable to
commercial and military work. The V.E. study resulted in a patentable
manufacturing process. If applied to the contract under negotiation it
would reduce costs by $350, 000, but a change in contract specifications
would be required.

On January 4, 1966 agreement was reached on a fixed price incentive
contract as follows:

Target Cost: $1,550,000
Profit 155,000
Total $1,705, 000
Maximum Price: $1,850,000
Incentive Sharing: 80/20 Ratio

Albert Scurloc Corporation signed the contract March 10 and the Govern-
ment executed it March 15th.

Exercise 1

Upon completion of the contract, the audit report stated that defective
pricing was indicated; Albert Scurloc had completed the V. E. study
before the prices were negotiated. Projected savings of $350, 000
might have accrued to the Government if the Contracting Officer had
been informed. Accordingly, the target cost should be reduced to
$1,200, 000 and the target profit correspondingly reduced.

Please discuss.

Exercise 2

Assume the same facts as above in all respects except that the new
process developed under the V. E. study did not require a change in
contract specifications. After receipt of the contract, Albert Scurloc
Corporation decided to use the new process during performance, re-
duce the cost by the estimated amount, and claimed $70, 000 additional
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incentive profit. The auditor on the other hand claimed that there was
defective pricing; hence the target cost should be reduced by $350, 000
and the target profit reduced by $35, 000.

Please discuss.

Exercise 3

Would your answer be any different if the V. E. study were completed
on January 5, 1966, instead of November 15, 1965?

Please discuss.
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WHIZ COMPANY

FACTS

On May 20, 1966, the Whiz Company received a request for
a rush proposal for 60 widgets. The proposal was submitted on
May 31. In response to the RFP an exhibit was attached to the
proposal setting forth in detail the prices and sources for all
major material items--a total of 75 items comprising 72 percent
of the total Bill of Materials containing some 2000 items.
Negotiations were conducted September 7 - 10. The Certificate
of Current Cost or Pricing Data was signed on September 10, and
a FPI contract in the total amount of $2,100,000.00 was awarded
on September 25.

The audit review of the proposal was conducted on June 10 -
17. -In support of the material estimate the company gave the
auditor the complete purchase files on the 2000 items. The
Auditor refused the file and asked that a file pertaining only
to the 75 major items be prepared, stating that he was limiting
his review to the 75 major items in‘the exhibit in order fo ex-—
pedite submission of the report. 1In his review, the auditor 7
found that there were many>lower quotations received by the
company following submission of the proposal to the Government.
His audit repoft documented recommended adjustments amounting

to a total of $250,000.

The negotiations were conducted on a total price basis.
Although there was no understanding or agreement on the amount
of materials cost being reached between the Government and Whiz,
the negotiation report prepared by the Government buyer stated
that a reduction of $250,000 had been negotiated in material

costs.
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In an audit following completion of the contract, the
auditor examined the material costs in detail and he found
several items of interest which had not previously been made

known to the Government:

(a) There was one revised quotation which had been in
the file he had examined in the initial pricing audit, but
which he had somehow overlooked. This quotation showed that
the recommended reduction in the material price for the 75

major items should have been $285,000 and not $250,000.

(b) There were many quotations received by Whiz prior to
the negotiations, all offering lower prices on the balance of
the material items which he had not examined in the initial
pricing review. The total reduction reflected in these quota-

tions was $15,000.

(c) There were three quotations offering further reduc-
tions in three of the 75 major material items he had examined.
These had been received after the initial pricing audit and two
days before the negotiations. The total of these adjustments

was $18,500.

(d) There was one quotation offering a reduction in price
on another of the 75 major material items he had examined. This
had been received on the day following execution of the Certifi-

cate. The total reduction in this quotation was $12,000.

(e) There was another quotation offering a reduction in
price on the most costly of the 75 major material items he had
examined. This had been received on the day following award of

the contract. The total of this adjustment was $27,000.

When the :esults of this audit were discussed with Whiz man-

agement, the President pointed out that all of the records had
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been available to the auditor throughout the period and that
the price negotiations had resulted in a final orice some

$500,000 less than its proposal.

PROBLEM

Is defective pricing indicated by this review, and to what
extent?
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MARBLE INC.
FACTS
In his audit of costs incurred on a $4,000,000 FPI contract
for 233 gidgets, the auditor drew the Contracting Officer's atten-
tion to four items which he thought might require action under

the contract clause Price Reduction For Defective Cost or Pricing

Data.

The first item arose out of the fact that the cost data sub-
mitted by the company for use in negotiating prices had inadver-
tently overstated the average unit costs of production under an
existing contract for the gidgets. In determining the average
unit costs incurred on the earlier contract, the proposal manager
for Marble had accidently divided the production costs for units
shipped, on hand and in production only by the number of units.
shipped, thereby overstating the unit costs. The units omitted
represented all undelivered gidgets on hand or in production. As
a result of the faulty method 6f computing unit costs, prices on
the contract were excessive by about $500,000.

The second item was that the actual factory labor rate on the
contract was $2.97, and not $3.20 per hour as projected in the
company's proposal. The auditor reminded the contracting officer
that in his report on the initial pricing audit he had recommended
that a rate no higher than $2.95 per hour was indicated. Further,
he had pointed out that Marble consistently over-priced its labor
rates. Lastly, he reminded the Contracting Officer that the memo-
randum of negotiations clearly stated the CO's continuing disagree-
ment with the proposed rate of $3.20, but that the company was
adament in its refusal to agree that any lower rate was proper.
The indicated overpricing on this item was $50,470 (219,437 actual
hours x $0.23/hour).
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The third item involved an entry on the bill of materials
of a major part which had been replaced and which should have
been deleted from the bill. Even the company had not been aware
that this part was not needed; the part had been ordered and
received, had no scrap value and could not be returned. While
the company had not earned any "excessive profits" as a conse-
quence of this error, the facts were that the error had cost the
Government $116,500 plus G&A and profit--a total of $i37,000.

The fourth item was a clerical error in transcribing the
cost of packaging materials. This error was only $6,250 in total
amount and represented less than 2/10th of 1 percent of the total
contract price. The auditor suggested that this amount could
hardly be called a "significant sum, " but that it might warrant
consideration in view of all the other items he had uncovered.
PROBLEM

Is defective pricing indicated?
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RP_INDUSTRIES

The pricing data utilized in negotiating the price of a firm

fixed-price contract awarded to RP Industries included the fol-

lowing:
Total Cost
Including G&A
Part No. 12-524 Buy $600, 000
Part No. 20-300 Make 300,000

After award of the contract it was ascertained that RP manage-
ment did not buy Part No. 12-524, but decided to make it in-house,
thereby resulting in savings of $150,000 below the best available
buy cost. RP also found that the facilities required for manu-
facture of Part No. 20-300 were the same as required for Part No.
12-524, and it had no choice but to buy Part No. 20-300 at a total
price of $375,000 (compared to make-costs of $300,000). Total

net savings to RP were $75,000.

The auditor found that RP's plans to make Part No. 12-524
were in preparation prior to negotiation of the contract. _There
was no pre-contract "buy" data on Part No. 20-300 and it does not
appear that RP recognized the facilities problem at thaf time
since there was no mention of it in the Part No. 12-524 back-up

papers.
PROBLEMS

1. Do these facts support a case for apparent defective
pricing?

2. 1Is the prime contract price defective to the extent of

$150,000 or $75,0007?
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HI-MISSILE CORPORATION

FACTS

Schnozzles Co. (subcontractor), submitted its price proposal
for 1300 specialized nozzles to Hi-Missile Corporation (CPIF prime
contractor) on August 8, 1962. Prior thereto, the subcontractor
had produced 74 of these nozzles, under a cost reimbursable sub-
contract. These nozzles were essentially preéproduction develop-
mental units and were ﬁanufactured by slow and laborious manual
methods. At Ehat time, certain production equipment necessary
for quantity production had not been acquired by Schnozzles and
development of an important eguipment item had not been completed
(i.e. an automated drilling machine for boring about 11,000 small
holes in each exit cone). Schnozzles was developing the drilling
machine at Government expense under a purchase order awarded by
Hi-Missile in November 1961, in conjunction with the planned mass
production of the nozzles. The drilling machine was completed

in December 1962, and was first used in January 1963.

Hi-Missile did not agree with Schnozzles® estimating approach,
primarily because it included inaccurate learning curve data. Hi-
Missile developed its own estimates, and as a result Schnozzles
reduced the labor cost estimate included in its August 8, 1962,
price proposal by $35 a unit, apparently in consideration of Hi-
Missile's revised learning curve application. Although Hi-Missile
was aware that a new drilling machine was being developed by
Schnozzles for use in production of nozzles, there is no evidence
that it considered the impact of the new machinery on labor hours
and on the production-line methods which were essential to meet
the delivery schedule. A firm fixéd—price subcontract was signed
on October 10, 1962, and a certificate of current cost and pricing

data was executed on the same date.




132

Schnozzles experienced a cost underrun of about $681,250 .in
relation to the cost estimates for direct labor and the related
manufacturing overhead included in the purchase order price, or
a profit equivalent to 60% of cost. This underrun resulted pri-
marily because of reduced labor costs obtained by using mass
production methods, and more than $400,000 of special equipﬁent
financed by the Air Force under Hi-Missile's prime contract.

In October 1962, at the time of negotiation for the 1300 nozzles
it was not precisely known when this special equipment Qould
become available and operative. However, it was generally under-
stood by Hi-Missiles, Schnozzles, and the Government, that the

special equipment would be used in producing the nozzles.

PROBLEM

In a review of the prime contract awarded to Hi-Missile
Corporation, should this case be considered as an apparent de-

fective pricing situation?
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THE MOXTIE COMPANY

BACKGROUND

A firm fixed-price contract awarded to the Moxie Company
on July 2, 1966, was for the manufacture of gadgets which Moxie
developed under prior AF contracts. Moxie is the only estab-
lished source for gadgets and this was the fourth procurement

of gadgets from Moxie.

The price was established through negotiations between
Moxie officials and procurement personnel on the basis of esti-
mated production costs as submitted by Moxie, and comparison by
the negotiation team of this estimate with Moxie's prior experi-

enced costs. There was no audit evaluation of this proposal.

FACTS

The price negotiated included an estimated cost of $900 a

unit for a major component, designated as LSD-2. Under prior

production contracts, Moxie had purchased LSD-2 from XYZ Company.

for $500 a unit, but on March 1, 1966, the XYZ Company discon-
tinued part of its operation and advised that it would no longer
be a source for LSD-2., In anticipation of future orders for
gadgets, in March 1966, Moxie began to explore other sources

for LsD-2.

In response to a request from the Government on May 20,
1966, Moxie submitted a price proposal for gadgets. As indi-
cated, their proposal included an estimate of $900 for LSD-2.
Moxie indicated that a new supplier had not been selected at
the date of its proposal and it was, therefore, necessary to

include an allowance in its estimate for the cost of resolving

87-847 O - 68 - 10
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technical problems anticipated in establishing a new supplier.
A certificate of current cost or pricing data was signed by

Moxie on June 2, 1966.

The contract price negotiations were held on June 11 and
12, 1966, at which time the Government negotiators questioned
the $400 increase in unit cost for LSD-2. The negotiation memo-
randum shows that Moxie provided the negotiators with informa-
tion that Inflato Corporation had submitted the best competitive
bids for LSD-2, at $900 a unit, and that this amount was finally
accepted by the negotiator. )

During the estimating system survey, the auditor was eval-
uating the contractor's use of current vendor quotations and
noted that Moxie had received a quotation, dated May 24, 1966,
from Undercut Company showing a price of $550 a unit for LSD-2.
He also found that quineers from Moxie had visited both the
Inflato Corporation and Jndercut Company in June. They had ad-
vised the proposal manager that there was no question about
Inflator Corporation being able to supply the LSD-2 component,
but that additional technical discussions would be required be-~

fore the same might be said of Undercut Company.

About two months after the award of the prime contract,
Moxie awarded a subcontract to Honestjohn for LSD-2 at the

quoted amount of $550 a unit.

PROBLEMS

1. 1Is this a case of possible defective pricing?
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(B) Improved Regulations.—As a corollary to our training efforts,
we are sharpening the guidance contained in the ASPR and have
made a very significant addition covering the Government’s right of
access to performance records of contractors holding noncompetitive
firm-fixed-price contracts, as recommended by GAO, and in fact in
accordance with the bill which you yourself submitted, Mr. Chair-
man. Deputy Secretary Nitze’s directive which enunciated this deci-
sion, appears as attachment B to this statement, below. This directive
is being widely publicized in a Defense procurement circular dated
November 30, and will be effective upon receipt, which is an abnormal
procedire. We usually allow 90 days. In this case it is effective upon
receipt. The Defense. Comptroller has already issued guidance to the
Defense Contract Audit Agency.

ATTACHMENT B

THE SECRETARY OF DEFENSE,
Washington, September 29, 1967.
Memorandum For:
Secretaries of the Military Departments.
Assistant Secretary of Defense (Comptroller).
Assistant Secretary of Defensé (L&L.).
Directors of Defense Agencies. ' :
Subject : Access to cost performance records on noncompetitive firm fixed price
contracts.

I have given careful consideration to the arguments for and against access to
contractor post-award cost performance records on noncompetitive firm fixed
price contracts, for the purpose of determining the degree of contractor com-
pliance with PL 87-653. Clearly, it has been and remains our policy that in
firm fixed price contracts the cost and profit consequences are the full re-
sponsibility of the contractor since he assumes all the risk of performing in
accordance with the contract. Likewise, it is our policy that such contracts
be used only where there exists a reliable basis for judging reasonableness
of contractor cost estimates. Where such a basis does not exist, other con-
tract forms should be used.

The Department of Defense is required to conduct a program of review and
audit sufficient to ascertain that the cost or pricing data submitted by con-
tractors in connection with the negotiation of noncompetitive firm fixed price
contracts were current, accurate and complete as required by PL 87-653. It
is our policy to make such audits, as fully as possible, prior to completing the
negotiation of the contract. However, when it is necessary to provide assurance
that defective cost or pricing data were not submitted, audits should also be
conducted of actual costs incurred after contracts are consummated. To assure
that such post-award audits may be conducted when deemed appropriate,
action shall be taken to include in all noncompetitive firm fixed price contracts
involving certified costs or pricing data, a contractual right to have access
to the contractor’s actual performance records.

Circumstances which may dictate the use of a post-award cost performance
audit include such cases as those where: (1) factors of urgency in placing
the initial procurement were clearly present; (2) material costs are a significant
portion of the contractor’s total cost estimate; (3) a substantial portion of the
contract is proposed for subcontracting; or (4) there was a substantial interval
between completion of the pre-contract cost evaluation and agreement on price.

In directing this action, I wish to make it clear that the purpose of any
post-award cost performance audit, as provided herein, is limited to the single
purpose of determining whether or not defective cost or pricing data were
submitted. Access to a contractor’s records shall not be for the purpose of
evaluating profit-cost relationships, nor shall any repricing of such contracts -
be made because the realized profit was greater than was forecast, or because
some contingency cited by the contractor in his submission failed to materialize—
unless the audit reveals that the cost and pricing data certified by the con-
tractor were, in fact, defective.
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I desire that the Assistant Secretary of Defense (Installations and Logistics)
and the Assistant Secretary of Defense (Comptroller) issue implementing in-
structions to place the above policies into effect.

PauL H. NITZE.

In summary, Mr. Chairman, I believe that actions have been taken
on a broad front to improve the effectiveness of our regulations and
their implementation, and we can assure you that full implementation
of Public Law 87-653 will have continuing emphasis. We recently
completed a 4-day conference on contract pricing—attended by 280
top procurement officials, the material secretaries, the Director, DSA,
and the Assistant Comptroller General. Particular stress was given
to the importance of Public Law 87-653 during this conference.

3. SPARE PARTS BREAKOUT PROGRAM

In fiscal year 1961, GAO reported that the noncompetitive procure-
ment of aeronautical replenishment spare parts was depriving the
Defense Department of significant price savings. We immediately
launched a major effort to obtain sufficient technical information re-
garding spares and repair parts to obtain competition.

Since fiscal year 1962, we have maintained records which reveal
the percent of such procurements placed after obtaining price compe-
tition. This percent rose from 28 percent in fiscal year 1962 to 45.5
percent in fiscal year 1967—60 percent improvement—despite the
gre‘f;tly increased volume of urgent procurements during fiscal year
1967.

In addition to obtaining competition whenever possible, cost reduc-
tions are being achieved on an additional 20 percent of these purchases
by buying direct from the manufacturer of such items rather than
from the prime contractor. By this action we are able to avoid paying
the overhead and handling costs of the prime contractor.

The results stated above have been achieved through the “high
dollar” approach to spare parts breakout, the formula for which re-
quires that each military department endeavor to obtain competition
or direct procurement on that segment of its replenishment spares
which account for 80 percent of its annual procurement. This approach
has been used for two reasons:

First, it assures us of concentrating on those items which will be
repetitively bought and which represent annual purchases of signifi-
cant size (generally $2,500 and up) and on which vigorous competition
is therefore possible. Between 800,000 and 400,000 items currently fall
in this category.

Second, 1t avoids dissipating our actions over an additional million
or more items on which purchases are highly erratic and typically of
small size.

Now that we have achieved major improvement in the procure-
ment of the “high dollar” segment, we are turning our attention to the
small purchase area. I would like to comment further on this particular
area of opportunity.

4. SMALL PURCHASES

We initiated an appraisal by each military department and DSA
last August on the adequacy of our performance in the small pur-
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chase area. The need for this appraisal had been highlighted by
investigations of individual instances of unreasonable pricing, dis-
closed by Congressman Pike, covering 18 specific instances. Although
the majority of the cases cited involved only one supplier, our investi-
gation revealed that we have a general problem throughout the mili-
tary departments and the Defense Supply Agency in assuring the
most economic purchase of these items. The heart of this problem
lies in the fact that small purchases represent a massive workload—
68 percent of purchase actions—but only 4 percent of the dollar
awarded. The average value per order is $231. Such purchases typi-
cally represent small quantities of components, spare parts or common
items needed for immediate use at post, camp, or station level; and
they have highly erratic usage rates. A

New hardware entering the Defense inventory each year contains
an estimated 4 million parts which are potentially new items to the
supply system. But, experience shows that only about 15 percent of
these parts break or wear out and require replacement. Obviously,
we cannot afford to stock quantities of all of these parts and, hence,
on a judgment basis, we must decide which of them should be cata-
loged and placed under full supply control. For the remainder, we
follow the customary business practice of ordering on an ‘“as needed
basis,” using vendor catalogs and parts manuals furnished by the
prime contractor. Often, therefore, we have no other known source
for the item than the prime contractor, or the source he identifies
in the manual which accompanies the equipment.

The challenge we face is the degree to which we can justify adding
personnel to our procurement organizations in order to conduct the
additional research needed to determine the original source of such
items, and to develop reliable specifications on the basis of which to
obtain competition. :

As mentioned above, in connection with replenishment spare parts
procurements, we have concentrated, during the past several years,
on the “high dollar” formula approach. In so doing, we have know-
ingly given lower priority to the large universe of small purchase
parts and supplies.

Our recent studies have revealed that we can and must do a more
skillful job of procurement in this area, despite its small size and
- unpredictable nature. We estimate that by (1) improved training of
our small purchase buyers, (2). increased supervision, and (8) more
extensive utilization of vendor catalogs, we can, with our present pur-
chasing force, obtain better pricing which may yield savings of $10
to $25 million annually in small purchase procurement. We have
launched a comprehensive program, built around 16 specific improve-
ment actions, to obtain these results.

5. OTHER PROCUREMENT MANAGEMENT IMPROVEMENTS

Finally, Mr. Chairman, we would like to comment briefly on two
remaining procurement matters in which we believe you may be
interested : :

First: Improved procurement techniques. We are continuing efforts
to maximize the use of formal advertising as the preferred method of
procurement. We will continue to empliasize the use of two-step formal
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advertising to obtain the benefits of formal advertising where inade-
quate specifications preclude the use of conventional formal adver-
tising. Another source of significant savings is being obtained by
awarding contracts on a multiyear basis, where our requirements are
sufficiently predictable, so as to obtain the benefits of lower unit prices
on larger quantities. Savings of ‘over $50 million were obtained last
year through the use of this technique. In the area of new weapons
systems development and production, we are continuing to make
progress throu,c?rh the application of advanced procurement planning,
and the use of “total package procurement,” where a single contract 1s
awarded to cover the full cycle from design through development and
production.

Second : In the field of training and career development, perhaps
the single most important factor 1n effective procurement is the skill
of the individual negotiator and buyer. We have now established 43
DOD-wide procurement training courses (that is, one school offers
training available to all Defense personnel). During fiscal year 1967
over 8,300 students completed one or more of these courses. We are now
concentrating on providing increased promotional opportunities for
personnel specializing in the procurement field. Beginning last March,
we instituted a system of selecting personnel for promotion to key
jobs under which the best candidates in all Departments and DSA are
assured of consideration as job openings occur.

B. Suppry MaNAGEMENT PoLICIES

‘We would now like to comment, Mr. Chairman, on several aspects of
our inventory management programs, including particularly—
1. Southeast Asia supply support;
]i2. Improvements in integrated management of common sup-
plies;
8. Other improvements in inventory management;
4. The special problem of short shelf life items; and
5. Control of contractor-held equipment and supplies.
In each of these important areas we believe that our actions have
been responsive to the recommendations of GAO and this committee.
In respect to Southeast Asia supply support, our major attention in
supply management during the past 2 years has, of course, been con-
cerned with timely support of the forces in Vietnam. In order to
accomplish the logistic buildup to support these forces, we have
transported approximately 8 million short tons of equipment and
supplies and 1 million men to Vietnam. During the buildup phase—
due to the absence of usage data tailored to the climate, terrain and
missions—we chose the conservative course of providing complete
“supply packages” to move with units as they deployed. These packages
coggained all of the items which it was anticipated each unit might
need. ‘
This first phase has been highly successful. General Westmoreland
has stated : .
Never before in the history of warfare have “men created such a responsive

logistigal systgm . . . not once have the fighting troops been restricted in their
operations against the enemy for want of essential supplies.
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In fact, the out-of-service rates on major equipment items, due to
lack of spare parts, is far below the standard norms established by
military commanders. .

As the buildup began to reach completion, General Westmoreland
directed that logistical management be intensified. In March of this
* year, 500 supply specialists were sent to Vietnam to assist in the task
of inventory adjustment. The initial project, which has recently been
completed, screened out unnecessary items, in the hands of some 1,900
units. As a result, the U.S. Army Vietnam has, during this calendar
year, eliminated over 78,000 items from stockage lists, canceled $100
million in outstanding requisitions, and marked for redistribution $117
million of itsstocks.

A second trained team is now in Vietnam and will shortly be fol-
lowed by a third. Their program will concentrate on refining inventory
management at the depot level by establishing accurate and complete
inventory records;.and identifying for redistribution all quantities not
(Iigquir%d under revised stock levels established on the basis of actual

emand.

Last week at General Westmoreland’s request, Assistant Secretary
Brooks of the Army and I visited the Army logistic .commanders in
Vietnam and reviewed their supply management procedures. We were
highly impressed by their competent and vigorous management under
very austere conditions. To further assist them, the Secretary of De-
fense directed, on November 24, the formation of a special organiza-
tion—to be known as the “Pacific Utilization and Redistribution
Agency”—whose mission will be to assume accountability for and
supervision over the redistribution of all materials currently excess to
Vietnam requirements.

(A copy of the directive, attachment C, follows:)

ATTACHEMENT C

THE SECRETARY OF DEFENSE,
Washington, November 24, 1967.

Memorandum For:
Secretaries of the Military Departments.
Chairman, Joint Chiefs of Staff.
Assistant Secretaries of Defense.
Directors of Defense Agencies.
Subject : Utilization and redistribution of excess materiel in the Pacific area.

~ General Westmoreland has reported that the logistic buildup in Southeast Asia
has now been virtually completed, and that never before in our history have mili-
tary forces been so effectively supported. The Military Departments, the Defense
Agencies, and all commands concerned are deserving of the highest commenda- "
tion for this superb achievement. This buildup has required since 1965 :

The transportation to Vietnam—a distance of 10,000 miles—of over 1 mil-
lion men and almost 8 million short tons of ammunition, supplies and
equipment. .

The construction in Vietnam of a complete logistical base which includes
personnel facilities for a force of 525,000 men, 6 new deep draft ports, 88
airfields, and over 12 million square feet of covered storage space, in which
are stored about 300,000 different items of supply.

General Westmoreland has placed increasing emphasis during the past year on
the importance of prudent and economical management of these resources. He
wants to maintain not only the most responsive logistic support base in our his-
tory, but also the best managed.

I fully endorse this objective. The aftermath of past conflicts has been the
accumulation of huge surpluses, which because of deterioration and obsolescence
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s . ) 3 h
have had little salvage value. Following Korea, for e?zample, we were le.ftw_l't
$12 billion of such excesses. I am determined that this will not happen in Viet-

na%;e speed and magnitude of the Vietnam build up h:»}s unavo_idably resplted §n
the accumulation of some imbalances and excesses in inventories. We will begin
immediately to redistribute these excesses S0 as to assure their application
against approved military requirements elsewhere in the military supply system.

By doing so we can avoid the inefficiencies and waste experienced in the past.

To this end the following steps will be taken, effective at once :
First, the Secretary of Army is designated Executive Agent for the Dg—
partment of Defense to assure that SEA excess materiel of all Services is
promptly identified and made available for redistribution. A General Officer

will be designated the Project Coordinator. - .

Second, the Commander-in-Chief, Pacific, will establish a special agency
to (1) maintain an inventory of excess materiel identified in the Pacific area,
(2) supervise redistribution or disposal of such materiel within his area,
and (3) report the availability of materiel which cannot be utilized in the
Pacific area to other Defense activities, in accordance with procedures de-
veloped by the Project Coordinator. This Agency will be known as the
“Pacific Utilization and Redistribution Agency.”

By February 1, 1968, I desire to receive the Secretary of Army’s plan for the
implementation of the Project, and CINCPAC’s plan for the organization and
operation of the Pacific Utilization and Redistribution Agency. Each month there-
after, I would like to receive a_report on the excess materiel identified and on the
reutilization accomplished.

ROBERT S. MCNAMARA.

Asa consequence of this timely action, we are convinced that we
will be able to avoid the generation of excesses such as has occurred
in past conflicts. Following Korea, for example, we were left with $12
billion of excess stocks.

We have invited GAO to assess these actions during their current
on-site review in Vietnam.

Second, improvements in the integrated management of common
supplies:

From the viewpoint of long-term economy, the most noteworthy
supply management accomplishment during the past 6 years has been
the progress made in placing common items under integrated manage-
ment. .

Prior to the formation of the Defense Supply Agency in January
1962, only 41,000 out of the 4 million items in the Defense supply
system were under integrated management. Today, this number stands
at 1.8 million (1.7 million of which are managed by DSA). An addi-
tional 500,000 items have now been identified for integrated manage-
ment.

The crucial test of the value of this approach to more economical
supply management has occurred during the Vietnam buildup. Prior
to the buildup, DSA had achieved substantial economies as measured
by a 21-percent reduction in value of inventories, and a 13-percent re-
duction in personnel and operating costs.

With this more efficient organization, DSA was well prepared to
cope with the rapid growth required to support the buildup. In fiscal
year 1967, it handled a procurement volume almost 215 times greater
than in 1963 (up from $2.6 to $6.2 billion), with very sizable increases
in tonnages handled and requisitions processed. While stock availa-
bility dipped slightly during the first months of the buildup (due to
the rapid drawdown on clothing, subsistence, and general supply
stocks), DSA is currently maintaining a stock availability rate of 91




141

ercent—a rate significantly higher than that experienced in the
efense supply system as a whole.

‘We are equally dedicated to working with GSA in achieving the
maximum benefit of integrated management for the Government as a
whole. Plans have now been established which provide for the follow-
ing: :
GSA will support DOD on 65 Federal supply classes. These include
paint and handtools, office equipment, furniture and supplies, cleaning
materials, and paper products. To date, 51,000 items have been trans-
ferred to GSA, and 15,000 additional items are scheduled to be trans-
ferred by June 30, 1968. . v

DOD- has plans in process, by agreement with GSA, to provide
direct support of civil agencies in certain classes where the Defense
supply expertise is predominant. These include fuel, electronic items,
medical and subsistence items. It is estimated that these arrangements
will save the Government well in excess of $3 million annually. A
supplementary statement on the status of these arrangements appears
below as attachment D to this statement.

(The statement follows:)

ATTACHMENT D

NATIONAL SUPPLY SYSTEM

We are working very closely with the General Services Administration to
coordinate the development of our respective supply systems so as to insure the
most effective and economical supply support for all Departments and Agencies
of the Federal Government. To date we have reached agreement with GSA for
the transfer to GSA of the primary management of 65 Federal Supply Classes.
Approximately 51,000 items have been transferred to GSA to date and 15,000
additional items are scheduled to be transferred through June 30, 1968, for a
total of 66,000 items. Ninety-nine Federal Supply Classes have now been desig-
nated as “Primary Defense Supply Agency” classes. For the 65 “Primary FSS”
classes all functions such as mobilization reserve management, procurement and
supply will be transferred to GSA and we are now working with GSA on arrange-
ments for the assumption of these functions.: - .

Under the other major aspect of the DoD/GSA agreement, DSA is considering
support to all Government agencies for electronics, medical, fuel, clothing and
textiles, and subsistence supplies wherever there would be no adverse effect on
support of the military services. Progress is being made in the various commodity
areas as follows : :

1. Fuel

Planning actions have already begun for DSA. assumption of fuel support.
A time-phased schedule for implementation of DSA fuel support of civil agencies,
based on a DSA mission assignment date of 1 July 1968, has been developed and
staffed with GSA. Target dates for completion of the phase-in are January 1969
for packaged fuel items and November 1969 for bulk fuel/coal items.

2. Electronics

DSA is reviewing its capability to implement civil agency support of electronics
without risking impairment of military support requirements. Based on findings,
a time-phased plan will be developed and implementation action directed accord-
ingly. Indications at this time are that a 12-month, phased implementation will
begin in July 1968. :

3. . Medical and Nonperishable Subsistence

" The Defense Personnel Support Center has been directed to undertake a tech-
nical review of these commodities for the purpose of identifying areas in which
there exists a potential for increased commonality in DSA and civil agency items
sufficient to warrant reconsideration of present limited DSA mission support.
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A schedule for accomplishing the review has been developed and is presently
being reviewed by GSA and the affected civil agencies.

a. As to the medical review, we plan to proceed first with a select group of
medical supplies (F'SC 6515, surgical instruments), working into the full category
of medical material including drugs. This will require a comprehensive review
with the combined technical/professional talents of all the affected civil agencies.

b. As to the nonperishable subsistence item commonality review, no significant
problems are envisioned and recommendations should be completed by the end
of 1968.

4. Perishable Subsistence

a. Substantial progress continues in cross-servicing support of Veterans Ad-
ministration and HEW Public Health Service hospitals from the DSA regional
subsistence offices. From the initiation of this program in April 1966 through
August 1967, sales have totaled $1,884,000 under 48 support agreements. Three
additional support agreements have been signed, two effective in September 1967
and the latest which became effective in October 1967.

b. Standardization of Hospital Feeding Items. During the course of developing
cross-servicing agreements with VA and PHS in perishable subsistence, it was
agreed that we needed a joint review of item specifications used in hospital feed-
ing programs. Joint DSA/VA/GSA/PHS review of hospital feeding items was
completed in May 1967. Of 687 items reviewed, 462 items (679%) were acceptable
for both military and civilian hospital feeding programs; of remaining items,
279% were retained by agencies to meet unique dietetic requirements of their
programs and 69 were deleted as no longer required for hospital feeding.

DSA/GSA/VA/PHS will maintain continuous review of the perishable sub-
sistence program with a view toward increasing the number of standard items
and specifications. A charter is being staffed with the civil agencies for an
Interagency Council to be established for this purpose.

Since May 1967 the DoD has completed the following new interagency supply
support agreements :

(@) In conjunction with the Department of Interior, agreement has been
reached for DSA to provide perishable subsistence support to four Bureau
of Indian Affairs schools. It is expected that the annual demands from these
schools will be approximately $350,000.

(b) An agreement to support the Post Office Department for selected
classes of electronics, general and industrial supplies has been consum-
mated. Initially, annual sales of these commodities to the Post Office Depart-
ment will approximate $250,000.

There is, of course, much more to relate about the total story of
DSA’s performance. In addition to supply management, it is handling
the administration of contracts with a value of $21.8 billion; and is
administering the DOD inventory of industrial plant equipment which
now consists of 400,000 items valued at $4 billion. Through the De-
fense Logistics Service Center in Battle Creek, Mich., DSA last year
managed the redistribution of defense stocks, effecting a reutilization
within DOD of $1.5 billion. .

Third : Other improvements in inventory management.

While Southeast Asia supply support and the integrated manage-
ment of common use items have received our major attention, I would
like to mention briefly our recent progress in three other aspects of
supply management: .

(@) Purification of back orders—Annually, some 80 million requi-
sitions are placed on the Defense supply system by requisitioning ac-
tivities. One of our longstanding problems has been the tendency of
requisitioners to submit duplicate requisitions when deliveries are
delayed due to the need for procurement action. Requirements may
also change during such periods. Unnecessary requisitions result in
excess issues and inflated stock levels. During fiscal year 1967, a new
system was instituted at the 22 inventory control points which requires




143

revalidation and requisitions outstanding for 90 days or more in the

_cage of domestic users, and 120 days or more for oversea users.

" The first application of this new procedure in fiscal year 1967 re-
sulted in canceling unnecessary requests having a dollar value of $191
million. During fiscal year 1968 to date, 105,000 requisitions have been
canceled, with a value of $266 million. We consider this program to
represent a breakthrough, which has been made possible by the proper
application of continuous computerized analysis of outstanding
requisition. .

b) Purging of inventory lists—A second longstanding problem
results from the fact that as old equipments are phased out, support-
ing parts become inactive but continue to remain on our shelves, need-
lessly consuming warehouse space and the time of inventory managers.
DSA has developed a system of systematically screening inactive items
for elimination and as a result dropped from inventory 16 percent of
the items which were transferred to its management by the military
departments. The residual stocks are substituted wherever possible for -
other active item requirements, or made available for prompt disposal.

Based on this successful experience, we have inaugurated a DOD-
wide inactive item review program which, during the past 2 years, has
resulted in screening out over 690,000 items from DOD inventories.

We have concluded that this must be a continuing program and plan
to give it increased emphasis during the coming year.

(c) Intensive management of selected items—DEarly in the Vietnam
buildup we established the objective of assuring that our commanders
were fully supported with equipment and supplies they needed ; but
that at the same time we take special action to minimize the generation
of excesses. The initial program of intensive management was applied
to ammunition requirements by the institution of frequent reports to
the Joint Chiefs of Staff and the Secretary of Defense, revealing by
item :

(1) Actual consumption.
-(2) Inventories onhand and intransit.
(3) Planned production schedules.

As a result, we have been successful in maintaining an optimum bal-
ance between production, inventories and consumption. The Army in
Vietnam has, for example, recently been able to reduce its fiscal year
1968 ammunition requirements by more than $50 million. This inten-
sive management technique has now been extended to 284 ammunition,
aircraft and equipment items, representing 60 percent of our major
equipment procurement program; and it is currently being extended
to secondary items having an annual procurement value of $1 million
or more (representing 40-50 percent of annual procurement pro-
grams). Worldwide accountability is being installed on these items
atthe central inventory control points.

_ A companion step in this program is intensive management of pipe-
line intransit time (the time required to order, pack, ship and receive).
In the Pacific area a reduction of pipeline time of 27 percent (40 days)
has been made, permitting a one-time inventory reduction of $170
million in fiscal year 1968. Further reductions in overseas pipelines
will permit budget reductions of over $65 million in fiscal year 1969.

Fourth : The problem of short shelf life items.
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Since the committee’s review last May, intensive work has been car-
ried on in this area, in accordance with DOD instruction 4140.27. -

Our principal progress in the past 6 months has been applied to
tighter control over the procurement of 40,900 items of this type. Our
policy prescribes that procurement must not exceed the quantity
firmly projected for use during the shelf life of the item (each item
has been coded to reflect its shelf life expectancy). We have recently
completed a special sampling of shelf life items in each service and -
DSA and find that procurement order quantities are being accurately
computed in line with this policy, and that losses due to perishability
are minimal. -

We are now preparing, for implementation by January 1, 1968, spe-
cial procedures to expedite the screening of any excess quantities iden-
tified in the future, in order to insure rapid redistribution to eligible
users while remaining shelf life is available. We are likewise requiring
the submission of special reports on results obtained under these im-
proved systems so that performance can be carefully monitored.

Fifth: Control of Government-owned property in the possession of
Defense contractors.

Your committee recommended that the General Accounting Office
cooperate with the Department of Defense in the development of an
adequate contractor inventory accounting system, and that a thorough
review be made of our controls over Government-owned property in
the hands of contractors. As a consequence of your recommendation,
the GAO conducted a review of the property control systems in effect
for Government-owned property. They made onsite examinations into
the manner of use of Government property at a number of contractor
locations. Where weaknesses were identified, the Comptroller General
recommended procedural changes. Through the cooperative efforts of
the GAO representatives, various improvements in property control
systems discussed in the report were promptly brought to the attention
of both local and departmental officials.

Tt is our basic policy to have industry finance its own capital equip-
ment where practicable. There have been problems in this regard, and
we are taking steps to further reinforce this policy. :

In its draft report, the GAO made 14 specific recommendations. I
‘would now like to highlight our actions in respect to them :

(@) Improved utilization—One of the most significant recommenda-
tions was that provision be made in the armed services procurement
regulation to provide for improved recordkeeping on utilization of
Government-owned property by contractors. This recommendation
also suggested better analysis of the records to show the extent and
manner of use by the contractor of Government-owned industrial plant
equipment. :

First, we are taking action now to establish the Defense Industrial
Plant Equipment Center (DIPEC) as a center management point with
enhanced authorities.

Second, as a result of a specific GAO recommendation, ASPR is
being revised to prescribe that contractors will be required (contrac-
tually) to establish and maintain a written system for controlling the
utilization of Government industrial plant equipment.

Third, the proposed regulations will provide for appropriate de-
tection and reporting of Government-owned plant equipment which is
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not being effectively and economically used by Defense contractors,
so that these items will be declared idle and available for use elsewhere
within the Defense complex. 7

Fourth, DIPEC is being directed to develop, in conjunction with
the military departments, tailored usage standards by types of ma-
chines. These standards will be utilized as a yardstick to measure the
adequacy of machine use, and reports will be prepared for the prop-
erty administrator, with copies provided to DIPEC. Substandard
usage would be cause for enforcing better utilization or for reassign-
ment. Also, these records will furnish the property administrators with
data to determine whether such machines should be authorized for use
on non-Government work.

(b) Rental rates for commercial use—The Department of Defense
is currently reevaluating rental rates with the Office of Emergency
Planning to determine an appropriate charge so as to be consistent with
commercial lease rates. This action will deter the use cf Government
tools on commercial work and reinforce the policy that contractors
should provide the capital investment required to perform all work.

(¢) Replacement and modernization—In conformance with the ba-
sic policy of having industry provide its own capital equipment, we
plan to install a procedure whereby, before the Department of Defense
procures replacement IPE for use in a contractor’s plant, the con-
tractor will be required to state in writing his unwillingness to finance
such replacement and his financial incapability to do so. When it does
become necessary for Department of Defense procurement of replace-
ment machines, every replacement of IPE funded by DOD is sub-
jected to an individual analysis of proposed use of both the existing
machines and their replacement. Replacements are authorized only
. when such use is required for execution of Government contracts, and
then only when the savings resulting from increased productivity will
result in payback of the investment within 3 years or less. Usually one
new machine replaces an average of three old machines, with their at-
tendant operators.

(d) Management improvements—The GAO in its report also rec-
ommended that the DOD—

(1) Place continuing emphasis on efforts to upgrade and im-
prove the quality of property administrators and thus the effective-
ness of their control of Government-owned property in the
possession of contractors, and

(2) Initiate an effective program of internal audit of property
administration.

The DOD has underway a joint study to evaluate the current posi-
tion classification standards for property administrators. We are work-
ing with the Civil Service Commission on this project.

We concur with the GAO that there should be additional emphasis
on the DOD audit of control over the utilization of Government-owned
property in the possession of contractors. The Assistant Secretary of
Defense (Comptroller), in a memorandum of December 27, 1966, to
the military departments and others, established areas of audit respon-
sibility for both contract and internal auditors in Government proper-
ty audits. This policy guidance, together with the internal audits
scheduled by the military departments and DSA, should achieve the
~ audit coverage contemplated by the GAO recommendations.
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The DOD comments on each of the 14 recommendations will be in-
cluded in the final GAO report presented to this committee for con-
sideration. Improving the accounting and control of Government-
owned property in the possession of defense contractors is receiving
our close attention. (See pp. 52, 153, 455.)

C. Procress Unper Bupcer Bureau Circurar No. A-T76

Finally, we wish to report progress, Mr. Chairman, on our actions
to implement Budget Circular A-76—“Acquiring Commercial or
Industrial Products and Services for Government Use”—issued in
March 1966.

Our original instructions were issued in March 1963, and we have
reported to you on results of our earlier review in past hearings. In
1965 we launched a comprehensive survey of our base support services.
In this review we conducted more than 40 detailed cost comparison
studies covering 22 major classes of base support services.

As a result of this survey we discovered opportunities for savings
not only by placing greater reliance upon commercial sources but also
by discontinuing certain types of contractual arrangements which
were more costly than in-house alternatives. Generally, these latter
cases involved contracts for technical support services in which con-
tractors assumed little if any risks and the Government necessarily
retained primary management responsibility.

When Bureau of the Budget 8ircular A-76 was issued in March
1966, we adapted our existing procedures to include the new features
in the circular. Implementing instructions were issued and each of the
military departments and agencies assigned staffs to assure that the
policiés were being implemented. A small organization was also set
up in my office. : '

The latest inventory indicates a total of 5,605 commercial or indus-
trial activities in all of the services. We have classified these activities
into 58 categories and have assigned priorities for completion of re-
views for each of these categories. Reviews of 1,292 activities have been
completed and are in process of firal evaluation. Our goal is to com-
plete the remaining reviews in all categories as rapidly as possible.

We have also implemented provisions of the circular which estab-
lished additional controls of new starts. Our procedures provide that
all proposed new starts shall be reviewed and approved in my office.
Less than a dozen such proposals have been submitted to my office and
we have approved about half of these. This is not a true measure of
the value of this procedure, however, because it has caused reviews
of proposals to be conducted in the offices of the military departments
and agencies. The result of these departmental reviews is that some
of the proposals are disapproved before they reach my office.

Attachment E to this statement, which follows, cites 10 recent ex-
amples of the application of the above policies.

ATTACEMENT E

RECENT ILLUSTRATIONS OF THE APPLICATION OF POLICIES PRESCRIBED BY
BUDGET BUREAU CIRCULAR A-T6

1. At Fort Huachuca, Arizona, several activities such as photographic and
film processing services, building maintenance and repair, laundry and dry
cleaning installations, bus services and other similar activities previously op-




erated by the base have been discontinued and the functions transferred to Head-
quarters, U.S. Army Strategic Communications Command, recently relocated to
Fort Huachuca. This consolidation resulted in the elimination of 14 commercial
or industrial activities and saved 636 personnel which were either transferred to
other work or separated from-the payrolls.

2. The curtailment of “in-house” manufacturing activities at Springfield
Armory has permitted a reduction in the personnel strength of 636 persons.

3. The janitorial services at Dugway Proving Ground were transferred from
“in-house” to contract.

4. The Defense Supply Agency has further curtailed the “in-house” produc-
tion of packing boxes and crates during 1967. Initial increments were previ-
ously reported. Now 73 percent of such work ($5.9 million) is obtained from
commercial sources. In 1966 commercial sources provided 67 percent of these
requirements.

5. At the Defense Personnel Support Center at Philadelphia, Pennsylvania,
the “in-house” janitorial force has been curtailed through greater use of con-
tractor effort.

6. Expansion of a large Government-owned telephone system at MecClellan
Air Force Base, California was requested by the Air Force but was not approved.
The system has been turned over to a common carrier. A similar decision has
been made with respect to a very large telephone system at Redstone Arsenal.

7. The Defense Supply Agency requested approval of plans to expand ‘the
clothing manufacturing activity at the Defense Personnel Support Center, Phil-
adelphia, Pennsylvania so as to be able to meet the need for odd sizes and small
lots of military clothing. This request was approved.

8. The Air Force proposes to use civil service personnel to accomplish janitorial
work now contracted at Keesler Air Force Base, Mississippi. This case is still
under consideration and has not been approved.

9. The Army requested approval for activation of two troop laundries, one at
Fort Rucker, Alabama and one at McClellan, Alabama. They have not been ap-
proved. The Army was asked to explore further the possibility of Yelying upon
commercial ‘laundries.

10. Air Force requested approval for the conversion of the telephone exchange
at Los Angeles Air Force Station from contractor to operation by Airmen in
order to maintain proficiency of the Airmen while serving in the States between
overseas assignments. This request was approved.

We have also been engaged in a program to convert certain contract
positions for technical personnel to Federal employment and we con-
sider this effort to be related to our implementation of circular No.
A~76. We had used technical contract personnel in an irregular man-
ner with respect to the civil service regulations and laws. In addition
to the legal questions posed by the Civil Service Commission and the
Comptroller General, we discovered that these practices resulted in
higher costs in some instances than would be incurred under an in-
house arrangement. We initiated a program for conversion of 10,471
of these positions into the civil service. The Army and the Air Force
have completed their portions of this task. We estimate that the Navy
will complete its portion by about March 31, 1968,

Mr. Chairman, this concludes our progress report to you. We will
now be pleased to answer your questions.

Chairman Proxmire. Thank you, Secretary Morris. You have done
a very persuasive and comprehensive job. My questions, I anticipate,
will be critical in view of what happened yesterday, but I am sure you
will be expecting that. It does not mean we do not understand the
difficulties under which you operate, and the enormous problem you
}};ave in this very, very massive procurement responsibility that you

ave.
TRUTH IN NEGOTIATIONS ACT

I would like to ask you first about the Truth in Negotiations Act.
Following the testimony last May about the lack of documentation
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in contract negotiation files, the Defense Department, in June, pro-
posed new regulations in accord with GAO recommendations. I am
not talking about the Nitze statement about postaudit.

Industry was given an opportunity to comment. We understand
that the new regulations are about to be promulgated in their final
form, and I would like to know when this will be.

NEW REGULATIONS READY FOR RELEASE

Mr. Morgis. Sir, we have them with us this morning. They are just
off the printing press. They are dated the 30th of November. They
will be effective upon receipt by the action authorities.

Chairman Proxmrre. When you say upon receipt, what does that
mean ?

Mr. Morris. As soon as received through the mail, sir.

Chairman Proxyire. Give me an estimate of that.

Mr. Mogrs. 1 would think within a week of release.

Chairman Proxyire. Have they been released?

Mr. Morrrs. The release will start within a day or two. They were
dated for release on the 30th of November, sir.

Chairman Proxmige. In early December they will be effective?

Mr. Mogris. Yes, sir.

Chairman Proxayrre. Now, what this means is there must be com-
plete documentation in compliance with the Truth in Negotiations
Act, which means that the contractors have to keep records showin
their costs as current, comprehensive, and accurate; is that correct?

INTERPRETATION OF NEW REGULATIONS

Mr. Mogrts. It means, sir, as required by the law and our regula-
tions, that they must submit and fully identify and disclose to us,
and then certify as to the accuracy of those submissions and diselo-
sures. They certify to the data upon which their cost and price esti-
mates were developed in connection with the procurement.

Chairman Proxmmre. And how comprehensive is this? What does
this apply to? .

Mr. Morrts. I would like to ask Mr. Malloy, who is our expert in
this field, to discuss this with you, Mr. Chairman.

APPLY ‘TO NEGOTIATED CONTRACTS OVER $100,000

Mr. Marroy. Mr. Chairman, these regulations have the same impact
as the provisions in the law, and they apply to all negotiated contracts
over $100,000. : :

Chairman Proxmire. By negotiated contracts, are you talking about
competitive negotiated contracts, too?

NOT APPLICABLE TO COMPETITIVE NEGOTIATED CONTRACTS

Mr. Marroy. The law has an exemption for competitive negotiated
contracts with respect to the application of Public Law 87-653. In
other words, in a competitive contract, where there was adequate price
competition, Public Law 87-653 does not apply.
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Chairman Proxmire. This gives me a chance to ask about this so-
called competitive negotiated contract. :

The Comptroller (_%eneral, and I thought rightly, presented the
competitive and noncompetitive in terms of advertised competitive
bidding as his definition of a competitive procurement. And the non-
advertised competitive bidding as not competitive.

Now, you have a further refinement, in which you say competitive
negotiation. Can you give me an example of that? Obviously, it is
not advertised. But, you must have more than one source which is
competing at some stage in the procurement process.

- ADEQUATE PRICE COMPETITION

Mr. Marroy. That is right. We have a definition of adequate price
competition for purposes of Public Law 87-653. It requires that at
least two bidders contend for the contract, and truly contend for
it in a competitive atmosphere. If that does not hold true, then it
cannot be classified as a competitive transaction. '

Chairman Proxmire. You don’t advertise this for all comers. You
- simply pick two or more potential suppliers, and ask them to provide
bids. Then on the basis o? that, you negotiate with one of them?

NORMAL NEGOTIATION PROCEDURE

Mr. Marroy. The normal procedure, Mr. Chairman, would be for
us to solicit all of the suppliers that we know about—all that we have
on our mailing list notwithstanding the fact that it is a negotiated
transaction. Thereafter, depending on the bidding, there may be
enough competition so that the contract could be awarded to the low
responsive bidder in much the same way as formal advertising.

Chairman Proxmire. And, what is the difference between that and
advertised competitive bidding ?

Mr. Marroy. Well, under the law, to be formally advertised, a
transaction goes through a very formal procedure. Formal bid pro-
cedures require specifications that are firm and equally applicable to
all bidders. There must be time available to go through this procedure.
Thereafter the contract is awarded to the low responsive and respon-
sible bidder. , '

Chairman Proxmige. Isn’t it true you would, for example, in pro-
curing a plane or procuring a submarine, or something of that kind—
that you might have competition in the design phase, and then having
made your commitment, then the production, and so forth, would
not be competitive, but the whole procurement be classified as nego-
tiated—competitive negotiations?

Mr. Marioy. Yes. Many of our procurements would fall into that
category. A .

Chairman Proxmire. And, you would classify that as competitive
negotiation ? :

r. Marroy. That is correct.

Mr. Morris. Except that the follow-on production, sir, if it con-
tinued only with the one source, it would not be competitive. -
‘We have a separate classification.

Chairman Proxmire. What do you call that ?

87-847 0—68——11
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Mr. Morris. Follow-on, after price or design competition. That
would be noncompetitive. ~
Chairman Proxmire. Classified as noncompetitive.
Mr. Morris. Right. About 18 to 20 percent of our procurements each
year are in that classification.

42.9 PERCENT PRICE COMPETITIVﬁ BUYING

Chairman Proxaire. All right. Now, in the area—more than 50 per-
cent of your procurement is now so-called competitive negotiated or
advertised competition—something like 58 percent now, or 56 percent.

Mr. Morris. As indicated in our statement, sir, under the rules that
we use for reporting true price competition, 42.9 percent of our pro-
curement last year were price competitive.

Chairman Proxuire. So, 57.1 1s not price competitive, even on the
basis of so-called negotiations.

Mr. Morris. That is correct.

NEED FOR RELIANCE ON COST RECORDS

Chairman Proxmire. Here, of course, there is enormous reliance on
the cost records of the contractor. This is essential to determine the fair
price.

Mr. Morris. That is correct.

Chairman Proxmire. And, under these circumstances, as you say,
you will have to comply with—the contractor will have to comply with
the Truth in Negotiations Act, and have to provide full, complete, com-
prehensive records, beginning 10 days or so from now.

Mr. Morris. That is correct, sir. '

NITZE ORDER TO BE INCORPORATED INTO ASPR

Chairman Proxmire. Now, in addition to that, Deputy Secretary
Nitze issued a memorandum in September, ordering a program of post-
award audits, on noncompetitive, firm, fixed price contracts.

We understand this is about to be formally incorporated into the
armed services procurement regulations. And you, as I understand in
your statement that this would be effective upon receipt. Does that
mean that this is going to go into effect at about the same time?

Mzr. Mogrrrs. Concurrently, sir. This one document, contains all pro-
visions. (See p. 162.)

_ Chairman ProxMire. This means, then, that the Comptroller Gen-
eral, as well as the auditing staff of the—of your office, will have access
to these records?

Mr. Morris. The Comptroller General always has had, sir, by law.
‘We have not by regulation. We now, by Mr. Nitze’s decision, will have
the access as a matter of contract right. That is, we will negotiate this
right in each contract.

ORDER APPLIES TO SUBCONTRACTS

Chairman Proxmire. Does this extend to subcontracts, or—this
Nitze order—or is it only confined to prime contracts?
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- Mr. Macroy. Mr. Chairman, there is a flow down from the prime
contract to the subcontract. In other words, this audit right follows
the same line as the law itself. Wherever the law is applicable, and it
1s applicable at the subcontract level under certain conditions——

NOT APPLICABLE IN CERTAIN CASES

Chairman Proxmire. Where is it not applicable?

Mr. Marroy. Well, it is not applicable under the same conditions
that it would not be applicable in a grime contract ; namely, if there
is adequate price competition, or if the purchase is for catalog items,
or for items the price of which is set by law or regulation.

Chairman Proxmire. So, it would be applicable to subcontracts, un-
less there is price competition ¢ , _

Mr. Marzoy. Any time the Public Law 87-653 is applicable, this
audit right is applicable. '

WHAT ASSURANCE OF ENFORCEMENT

Chairman Proxuire. Well, this kind of thing has been done before,
as you know—this kind of tightening up at the insistence of the GAO.

Yet, it has not been followed up with enforcement in the eyes of
the GAO, or in our eyes. And, in view of the past criticisms by the
GAO of the Defense Department’s failure to enforce many of its
own regulations, what steps is the Department now taking to insure
enforcement of the new regulations we just referred to?

ENFORCEMENT STEPS BEING TAKEN BY DOD

Mr. Morgis. Sir, I think it is important in respect to this audit
question to point out that we are addressing one specific area that
has not formerly been covered ; namely, the firm fixed price contract
awarded noncompetitively. As to cost contracts, we have, in fact, had
this audit right and exercised it. The steps that are being taken are
those that are outlined in our statement. We started, in fact, some
weeks ago with an 8-hour training seminar which has been given now
to 3,000 of our principal negotiators. This includes the film which I
believe——

Chairman Proxmire. Eight-hour seminar. These men come in
what—for 2 days? :

Mr. Morrzs. For 1 full day of training discussions.

Chairman Proxmire. This includes the film, it includes lectures,
being given material to read. Are they tested at all, to see if they
have assimilated it ?

Mr. Moress. Yes, they are, sir.

Chairman ProxmMIre. Now——

Mr. Morris. In addition to this, we have put out, quite apart——

TRAINING AND TESTING PROGRAM

Chairman Proxumire. They are all tested—each procurement official
is tested ? .

Mr. Morris. Those who are attending the seminar. In addition, we
run procurement review teams—each department, and our office, makes
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periodic surveys of our principal buying offices. During such surveys,
the teams frequently give spot tests to the personnel on this and on
other of our regulations.

Chairman Proxmtre. Are these spot tests, or all 3,000 of the officials
havebeen tested ?

Mr. Morris. We are talking about two different things. The particu-
lar training seminar I referred to, Mr. Malloy tells me, involves
a testing at the end of the course. ’

Chairman Proxmrre. For all members?

Mr. Morris. Those who attend; yes, sir. In addition, we have
published

Chairman Proxmire. I hate to keep interrupting you—but this
3,000—out of how many procurement officials ?

Mr. Morrts. We have a total professional force of around 25,000, of
whom I would guess about 5,000 are small purchase personnel, and they
have a separate training course of their own.

Chairman Proxmire. That would leave about 20,000, 3,000 of whom
have gone through this. How long will it take to have all 20,000 trained
and tested ? N

Mr. Morrris. We have exposed all 20,000 to this new program, through
a second technique which I mentioned; namely, the so-called self-
help kit, a copy of which we will supply to you. That has a full case
example that GAO assisted us in developing, plus questions and an-
swers. That has gone out to 54,000 people.

Chairman Proxmire. You intend to bring any more into this more
intensive program ?

Mr. Morris. Yes, sir.

Chairman Proxmire. How many—all of them?

Mr. Morris. In time we want to cover our entire force. The film, that
is part of this program, has been widely circulated ; many copies have
been made of it. It is quite a useful presentation—to impress upon all
of our people an understanding of the importance that we attach to
this law and its implementation.

Chairman Proxmire. You say in time. I trust you mean just as
rapidly as you can—in view of the fact you are asking for the enforce-
ment of the Truth in Negotiations Act as of next week. I presume if it
is going to be enforced and the enforcement is going to mean anything,
these people have to be trained within a few months—certainly by the
first quarter of 1968—I would presume some of those people would be
trained by that time.

43 TRAINING COURSES

Mr. Morris. Right. I would like to stress we do not depend just on
one-shot, training. We have, as mentioned, some 43 training courses,
given at several locations; 8,300 people went through that last year, and
that is about the flow we expect to go through these particular pro-
grams each year.

Wedwill incorporate training in this subject in those courses as
needed. :

Chairman Proxmire. Now, you made a direct response, I think, to
our many questions that I am sure are going to develop here on the use
of Government-owned equipment by contractors?

Mr. Morris. Yes, sir.
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NEED FOR PUBLIC REPORTS ON USE OF GOVERNMENT EQUIPMENT

Chairman Proxmire. At the same time, I am afraid that you may not
have gone to the heart of our problem. ’

I am sure you are aware of the Comptroller General’s report and
the example of a $1.4 million piece of equipment that was bought by
the Government, specifically for use by a contractor for the turning
out of jet blades of some kind, and the contractor apparently used it
very little for this purpose—he used an old piece of equipment for
Government jet blades. He used it 78 percent of the time, according
to his own records, on his own private commercial use.

“Then there was another example of $6 million of equipment business
on behalf of a contractor who used the Government-owned equipment
58 percent of the time for his own use.

There was another example of a contractor who was warned about
using this Government-owned equipment for his own commercial
profit, and each succeeding year he used it more, after the warning.

Under these circumstances, you point out that you expect to have
more careful auditing and more careful reporting on this?

Mr. Morris. Right, sir. '

Chairman Proxmire. But, you do not indicate, to the best of my
knowledge, whether you are going to have regular public reports made
available, say, on a quarterly basis. And, it is hard for this Senator to
understand why, in view of the fact that this equipment is owned by
the taxpayer, and represents what seems to be a subsidy to the contrac-
tor when he uses it for his own use—why there should not be such
regular public reports, in view of the fact that everybody in this
room has to file income tax returns—everybody who has worked for a
living, and most of us do—and, if we make a little more in one quarter
than our withholding, or than we would normally pay, we have to file
a new report each quarter. And, if this is difficult for an ordinary
taxpayer, it ought to be a lot easier for the contractor who is using
this Government equipment to make quarterly reports that would in-
dicate the time that his equipment is being used for commercial pri-
'vate purposes, and the time it is being used for the Government.

‘Why can’t we do that?

MACHINE-BY-MACHINE USE RECORDS AND REPORTS

Mr. Morris. Well, sir, I think we have outlined, in our statement,
the stronger surveillance and reporting requirements which are being
instituted. I believe the particular issue that Mr. Staats has addressed,
and which we still must act upon, is the maintenance of what he de-
scribes as machine-by-machine utilization records, and the availability
of reports covering machine-by-machine usage.

. Chairman Proxuire. Exactly right.

DOD COMMITTED TO MACHINE-BY-MACHINE USE PROCEDURE

Mr. Morris. We have had this under very careful study, Mr. Chair-
man. The problem, as it often is in our inventory management prob-
lems, is whether we should attempt to do a thousand percent coverage
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of the smallest and least valuable equipments. We are committed to
adopting & machine-by-machine utilization procedure. , :

Chairman Proxyire. Certainly where the equipment, say, is worth
a hundred thousand dollars or fifty thousand dollars, or some sub-
stantial amount, there should be machine-by-machine reporting on a
regular basis, public and quarterly. (See pp. 52,455.) i

Mr. Morris. Correct, sir.

- NEED FOR LEGISLATION

Chairman Proxuire. Would it be of any value—wouldn’t it be of
value to have, in view of the experience with this in the past—to have
alaw passed that would require this?

Mr. Morris. Sir, we do not see the need therefor, nor has GAO sug-
gested this, to our knowledge.

Chairman Proxarre. I think they are going to suggest it. We asked
them for suggestions yesterday. (Seep. 65.) '

DOD ACEKNOWLEDGES PROBLEM

Mr. Morris. As in the case of the access to records, we are completely
dedicated to fully implementing the wisest course of action here. We
do not need to be directed to do this by law. We acknowledge the
problem, '

SYSTEM UNFAIR TO COMPETITORS

Chairman Proxyire. Well, certainly in the past you would agree
-that there has been a very, very serious abuse, not only from the stand-
point of the taxpayer, but from the standpoint of the competitor.

" After all, T would hate to be in business with a competitor, against
a competitor who has Government-owned equipment worth millions
of dollars that he is using to compete with me. He does not have to
worry about depreciation charges, he does not have to worry about
payments. He has an advantage which can just be overwhelming.

ADEQUAOCY OF RENTAL RATES

Mr. Moreris. This goes to the matter of rental rates, sir, and whether
they are proper. As stated in our opening statement, we are carefully
examining these at this time. -

Chairman Proxmrre. I will be back. Congressman Rumsfeld ?

STATEMENTS BY GAO AND DOD ON SUPPLY TO SOUTHEAST ASIA

Mr. Rumsrerp. Mr. Morris, in attachment C to your statement, dated
November 24, which is apparently a memorandum by Secretary Mc-
Namara, it states that the logistic buildup in Southeast Asia has been
virtually completed, and that the military departments, Defense agen-
cies, and all commands concerned are deserving of the highest com-
mendation for this superb achievement. -
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Yesterday, on November 27, the Comptroller General of the United
States, made the following statement :

The Army is not yet in a position to know within a reasonable degree of con-
ﬁdeélce what stocks are on hand and what stocks are actually excess to their
needas. -

Could you comment on these two seemingly contradictory state-
ments, since you are appearing here in behalf of DOD, and DOD and
GAO both work for the same Government.

Mr. Morris. I would be pleased to, sir. There is no lack of under-
standing between us and GAO. We have had several conferences on
this. Mr. Brooks and I spent 3 days in Vietnam, last week, looking
into this specific matter.

My statement does attempt to trace some of the background, but
let me summarize it quickly. )

In the early days of the buildup, as we deployed units, we had no
choice but to fully equip those units with packages of supplies esti-
mated to be everything that each unit might possibly need. We had
no demand—no usage experience.

Mr. RumsrFELD. Y ou have already traced that. GAO even commented
on the difficulty of the assignment I am talking about today.

Mr. Morrzs. Yes, sir. Let me come to today. -

Starting in March of this year, with the buildup reaching this
virtual completion point, we sent 500 people out to the Army units—
some 1,900 units. We have now pulled back from those units, to the
three major depot levels, the materials we find they do not need. This
is what GAO is addressing. We have those materials that came back
into our depots, along about August or September, now awaiting
counting and full identification, so that they can be put on the master
depot inventory records. This is the area of lack of completeness and
lack of accuracy, which they are referring to and which we are re-
ferring to.

Mr. Rumsrerp. Then you are saying that GAO is referring to a
situation in which, as you have just described it, all excess supplies
have been pulled back and are now in storage depots. The only job
remaining is the compilation of an inventory list?

Mr. Morris. Or the entry upon our proper stock and inventory
records of the actual quantities of the items which are now in depot
possession—the purpose being to, (@) redistribute those stocks within
Vietnam, that are not required by individual units, and (3) to pull
back out of Vietnam, those that will not be required in the country at
all, and make use of them elsewhere in the world.

Mr. Rumsrerp. That was not my initial impression of what GAO
-said. But, now that I reread the statement, it is possible that is what
they meant when they said that DOD is aware of the problem and that
there are various projects or programs being undertaken or planned.

Mr. Mogrts. I am sure we are quite clear among ourselves on this.

Mr. RumsreLp. Are there any plans beyond what you have de-
seribed ? i

I notice GAO says either undertaken or planned. Is there anything
planned beyond this? .
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" SPECIAL AGENCY TO MANAGE UTILIZATION AND REDISTRIBUTION OF .
EXCESSES

Mr. Mogris. The attachment C you are looking at is one of the major
new actions that is being taken—a special agency will be established by
the commander in chief of the Pacific to manage the utilization and
redistribution of those items found excess to Vietnam requirements—a
special group to manage what will be a big operation.

Mr. Rumsrerp. Right. But, that is after the fact. The problems be-
fore the fact, that led to the instances of excess, have been dealt with?

Mr. Morris. Yes, sir.

Mr. Rumsrerp. 1 would like to get some comments, not on your testi-
mony, but on something that has disturbed me. I have both listened to
your testimony and read it. You have detailed here a report of your
progress, what you are undertaking. And, I certainly commend you
for the steps that are being taken.

ARTICLE BY CONGRESSMAN GONZALEZ °

However, I have read an article from the Progressive magazine of
August 1967, by Henry Gonzalez, who is a Democratic Member of the
House of Representatives from the State of Texas, a senior Member of
the House. (See also, p. 339.)

THE WAR PROFITEERS
(By Representative Henry B. Gonzalez, Democrat, of Texas)

During a war, it is necessary for a nation to mobilize both its human and
material resources—men, arms, equipment, and other supplies. But there is a
crucial difference in the ways by which men and property are pressed into service
for war. i

Men are drafted. If they are in the prescribed age bracket and otherwise
qualify, they are mobilized, willing or not. The civilian who is conscripted into
the military sacrifices the comforts of his family, his home, his job, his security,
and possibly his life. The individual has no opportunity to bargain or negotiate
for his pay and benefits. His compensation is fixed by law and it is pitifully low.

Property, on the other hand, is purchased, much of it through the awarding of
contracts by the government, usually at great profit to corporations. :

One would suppose that those persons who supply the government with property
in time of war would be willing to do it without exacting excessive profits. In
light of the heavy sacrifices by those who go to war, those who do not fight but
who benefit from the war by doing business with the Government should at least
be expected not to take advantage of the situation by profiteering.

But the facts make it clear that profiteering is taking place on a considerable
scale and there is evidence that it is on the upswing.

“War profiteering” apparently is an unmentionable subject in Washington. Even
the independent Renegotiation Board, established in 1951 to beat back the profit-
eers during the Korean War, prefers the term “excess profits.” Nevertheless, the
Board made determinations of excess profits in the amount of $24.5 million in
fiscal year 1966. This money was returned to the U.S. Treasury by private
contractors. In addition, $23.2 million was received by the Government through
“yoluntary refunds” and “voluntary price reductions” in connection with re-
negotiation proceedings. These recoveries, although small, are all the more re-
markable in light of what Congress has done to the Renegotiation Board since it .
was created in 1951.

‘War profiteers grow fattest and richest when elected public officials, the press,
and other news media ignore the issue. It is in the absence of public attention
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today that the profiteer can successfully push his special interest legislation with
one hand while pocketing “excess profits” with the other.

There was a time when war profiteering was a more glamorous and a more
newsworthy issue. Some of us can recall the headlines made by the then Senator
Harry S. Truman with his extensive Senate 1nvest1gat10ns into profiteering dur-
ing World War II.

The War Contracts Price Adjustment Board predecessor to the present Board,
recovered more than $11 billion dollars in “excess profits” from private con-
tractors doing business with their Government during World War II. More than
$800 million was recovered in the aftermath of the Korean War. The real ques-
tion is, how much got away?

The reason that profiteering increases in time of war is easily understood.
During such periods the Government’s need for supphes and materials increases
suddenly to great heights. The requirement for speed in production eliminates
the opportunity for often long, cautious negotlatlons, careful surveys, and other
steps which sound purchasing pohcy otherwise requires. The practice of inviting
bids for Government contracts is set aside; competition decreases and often dis-
appears. The forecasting of costs of productlon becomes impossible except as a
matter of guesswork. As a result, contractors, in seeking to guard agamst con-
tingencies and often for less Justlﬁable reasons, skyrocket their costs. It is during
this crucial time, when the nation’s need is greatest but its ability to proceed
with caution is least that negligent and unscrupulous dealings are widely prac-
ticed.

Senator William Proxmire of Wisconsin, chairman of the Economy in Govern-
ment Subcommittee, recently said that when he found out how the Defense De-
partment is currently spending its enormous budget—an annual average of $1,600
for each American family—it “shocked me out of my chair.”

No better example of the taking of “excess profits” exists than the one docu-
mented by the case of Boeing Airplane Co. v. U.8,, decided by the United States
Tax Court in 1962. Boeing had attempted to charge, as a legitimate expense on
its Government contract for military aircraft, the cost of the design, develop-
ment, and construction of the prototype of the 707 commercial airliner.

Another item claimed by Boeing as a legitimate expense against its contract
was $629,000 for “institutional” advertising, selling expense, and entertainment
expense. The court found that the “institutional” advertising consisted in Boeing
keepmg its name before the public as a producer of commercial aircraft. This
is not a new practice. Then Senator Harry S. Truman wrote in The Progressive
in 1943 of parallel abuses in World War II, and pointed out that “the advertising
costs the corporations practically nothing because the taxpayer foots the bill.”

In the Boeing case the selling expenses were incurred in connection with its
commercial business, and the entertainment expense was in part for the pur-
chase of meals and the general entertainment of visitors and business associates.
None of these items was allowed by the court.

Boeing had appealed a $9.8 million determination of excess profits by the
Renegotiation Board. The court determined that Boeing owed the government
not $9.8 million, but $13 million in excess profits, underscoring the weakness,
or at least the moderation, of the Renegotiation Board. But renegotiation cases
seldom reach the courts. If they did there might well be more Boeing-type cases.

A North American Aviation, Inc. case, decided by the Board in 1962, held
that the company had received excess profits in the total amount of $16.5 million.
And a $10 million refund of excess profits was obtained from General Motors
in 1958, as a result of a Congressional investigation into the production of the
FO81F airplanes.

It is no surprise, then, that there is a movement 'to abolish the Renegotiation
Board, or that among the strongest members of the movement are the aerospace
industries. In a letter dated March 23, 1966, the Aerospace Industries Association
of America, Inc. stated to the House Ways and Means Committee:

“This association is convinced that expiration of the [Renegotiation] Act
would not harm the nation’s defense effort and would not increase the cost of
procurement.”

It is the level of procurement and the relative rate of procurement that deter-
mines the profiteer. As an obvious example, Government procurement reached
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record high levels in an extremely short pemod with the outbreak of World ‘War
II. A similar situation occurred with the Xorean War. Vietnam, until recently,
has been somewhat different. It is the sudden and tremendous upsurge in pro-
curement that loosens up Government—mainly Defense Department—opractices
and sets the stage for profiteering. For Vietnam there was no sudden upsurge
until last year.

For several years preceding 1966, procurement and prime contract awards by
the Department of Defense had remained at a high but a fairly steady level.
In fiscal year 1964, prime contract awards totaled $28.7 billion. In fiscal 1965,
the figure even declined, to $27.9 billion. But in fiscal 1966 prime contract awards
soared to $38.2 billion, an increase of more than $10 billion or approximately
thirty-nine per cent in a one year period—a sudden and tremendous upsurge.

The figures for the first six months of fiscal year 1967 showed a twenty-eight
per cent increase over the 1966 figures. The best estimate projects about a twenty
per cent increase for the full year, which will place prime contract awards for
1967 at $45 billion. This amount will be the highest dollar amount in any year
since World War 11, including the Korean period. Inevitably these increases
will add a greater workload to the Renegotiation Board and will hopefully result
in large recoveries of excess profits. But how well-equipped is the Board to do
a thorough job?

The Government's earliest attempts to curb profiteering resulted in the
Vinson-Trammell Act of 1934. - This law, as later amended, fixed profits on ship-
building at ten per cent and on aircraft at twelve per cent. Unfortunately,
neither the Vinson-Trammell Act nor subsequent attempts to restrict excessive
profits by building safeguards around the contract itself worked as intended.
Vinson-Trammell contractors simply padded their costs to defeat the statutory
percentage limitation on profits. Cost-plus-fixed-fee contracts; lump-sum con-
tracts; escalator clauses; permitting price adjustments in accordance with
fluctuations of labor and other costs; and letters of intent to negotiate a formal
contract were all tried without material success.

With the experience of World War I, when profiteering reached a zenith, and
the failure of Vinson-Trammell, still fresh in Government circles, the principle
of renegotiation was introduced at the outset of World War II. Under the
Renegotiation Act of 1942 the Government reserved the right to renegotiate war-
time contracts by procurement officials. Thus, a contractor may be called upon
to refund to the Treasury that portion of his profits for the fiscal year examined—
on contracts with Government departments named in the Act—which are deter-
mined by the Board to be excessive.

The Renegotiation Act of 1951 made the Board independent for the first time.
But the Act is temporary and must be renewed every two years. The 1951 Act
was strong and sound. It enabled the Government to recover more than $800 mil-
lion in connection with contract awards during the Korean War, in addition to
large voluntary refunds.

Beginning in 1954, however, a series of amendments was pushed through
Congress with the intent of reducing the ability of the Board to do the job
intended. For example, under the original Act, contractors whose prime contract
awards totaled at least $250,000 during the fiscal year were subject to renegotia-
tion. The 1954 amendments raised the floor to $500,000. In 1956 the floor was
again raised to $1million.

An even more serious limitation on the Board’s ability to police the profiteers
is the multitude of exemptions that have been inserted into the Act. Contracts
for “durable productive equipment,” meaning machinery, tools, or other pro-
ductive equipment with a useful life of more than five years, are exempt. There
is an exemption for “Standard Commercial Articles or Services’—articles cus-
tomarily maintained in stock by the contractor, the commercial non-governmental
sales from which constitute at least thirty-five per cent of the total sales of
that‘ article during the fiscal year. This covers a huge range of products and
services.

Other limitations now include an exemption for construction contracts let by
competitive bidding, a five year carry-forward loss provision, and elimination
from the Act of a number of Government agencies which were originally cov-
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ered. These agencies include the Coast Guard, Department of Commerce, Ten-
nessee Valley Authority, Bureau of Mines, Bureau of Reclamation and the

. Canal Zone Government.

There is a time lag of about eighteen months between the awarding of prime
contracts and the time they come before the Renegotiation Board for review,
if they ever do. So the impact upon the Board’s activities as a result of the huge
step-up in Defense procurement for Vietnam has not yet beer felt. When it does
hit, it will confront a Board hamstrung not only by statutory limitations and
with its jurisdiction narrowly defined. It will also find a Board seriously reduced
in manpower. The Board’s activities are conducted today with less than twenty-
five per cent of the personnel it had during the Korean War.

The profiteers who intentionally gouge the Government for excessive profits
during a time of war are also guilty of consciously withdrawing efficiency from
our industrial capacity. These private-businessmen profiteers are iu reality guilty
of sabotage.

It is a peculiar system of national values when young men are vilified and
sent to the penitentiary for refusing conscription—a method of coercion the
opposition to which was responsible in large part for the formation of the
United ‘States—-while contractors and corporate executives are permitted to
stay home and profiteer off the people in a time of war. In light of the heavy
sacrifices made by the men who do the fighting and dying, one would expect that
those who do business with the Government would not take advantage of the
situation by profiteering.

~ Our history has been one of rampant war profiteering, and I am convinced,

as even the limited annual reports of the Renegotiation Board reveal, that profit-
eering is going on now, is increasing, and will continue to increase unless some-
thing more realistic is done to stop it. For this reason, I have introduced
legislation to put some meaning into renegotiation. My bill, H.R. 6792, would
bring the floor for contracts subject to renegotiation back down to $250,000,
eliminate the all-important standard commercial articles exemption, eliminate
the competitive bid-construction exemption, eliminate other exemptions with
respect to subcontracts, and place TVA under coverage of the Act.

These changes would restore the Board to approximately the condition it
was in and the strength’' it had at the outbreak of the Korean War. There is no
excuse for not taking proper safeguards against profiteering. By confining the
Board the way is it restricted at present, we have, in effect, locked up the police-
man on the beat in the middle of a crime wave.

But powerful forces are moving to do just that. Last year a serious effort
was made to Kkill the Board by not extending the Renegotiation Act. The Act
was extended, until 1968. An even more serious effort to kill it will surely be
made next year. In the meantime, an investigation of the Renegotiation Act
was authorized. Both the law and the Board have been examined and investigated
several times. The latest Congressional mvestlgatlon of the Board was as recent
as 1962.

What we ought to be investigating is not the Board, but profiteering itself.
A full-fledged Congressional investigation into profiteering, in which the names
of contractors and corporations who have taken execessive profits in the past
would be revealed, and in which the apprepriate officials could be examined,

would be both a revealing and an enlightening lesson. It could lead to important

new legislation.
The title of his article is “War Profiteering.” He states:

The facts make it clear that profiteering is taking place on a considerable
scale. There is evidence that it is on the upswing.

He goes on to say:

‘War profiteers grow fatter and richer. When elected public officials, the press,
and other news media ignore the issue. It is in the absence of public attention
today that the profiteer can push his special interest legislation with one hand,
while pocketing excess profits with the other.
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And finally—just picking out two or three key paragraphs—he says:

The profiteers who intentionally gouge the Government for excessive profits
during a time of war are also guilty of consciously withdrawing efficiency from
our industrial capacity. These private businessmen profiteers are in reality guilty
of sabotage. Our history has been one of rampant war profiteering, and I am con-
vinced that even the limited annual reports of the Renegotiation Board reveal
that profiteering is going on now, is increasing, and will continue to increase un-
less something more realistic is done to stop it.

Those are strong words.

Mr. Moreis. I know of absolutely no evidence to support those state-
ments, sir. The renegotiation board reports of past years certainly do
not bear it out. The current year report is not yet out, won’t be for a
month or two. Our own data, such as it is, certainly would not lend any
credence to those statements. There are undoubtedly individual cases
of large profits. Mr. Pike did reveal the case of one company that over-
charged us excessively for a matter of several years. There may be such
individual cases. But I know of no basis for that kind of generalization.

Mr. Rumsrerp. You say Mr. Pike made you aware of an instance
where there had been substantial overcharging over a period of time.
You indicate there are other instances you know of?

Mr. Morgis. No, sir; I did not say that. I said there may be other
similar instances, but we have no valid information that would support
statements of that type, nor has GAO brought any to our attention that
I am aware of.

Mr. Rumsrerp. And Mr. Gonzalez has not. You are not aware of any
information he may have along the lines of what Mr. Pike has
suggested ?

Mr. Morris. No, sir.

Mr. Rumsrerp. Does it concern you that someone outside of your
agency comes to you with proof of excessive profits over a long period
of years? Mechanically, all of us would have to recognize there are
going to be instances that are just beyond the human ability to control.
But the natural question, after you have documented an instance
where there has been substantial overcharging and you did not know
of it, is: What else is there? This is bothering the American people, it
is bothering the Congress, and I am sure it is bothering you.

Your report today is a glowing one, documenting many steps you
are taking. Are you satisfied that these measures will make you aware
of all but the one or two things that might slip by you?

Mr. Morrts. Sir, as I said, I think on page 2 of my opening state-
ment, the vastness of this defense procurement program means that
almost every transaction is an opportunity for waste or improvement.
We welcome the spotlighting of these problems by this committee, by
GAO, by our own auditors, by any Member of the Congress, or of the
public. We try to act responsively on every opportunity to improve.
With a 15-million-transaction system, $44 billion in amount last year,
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we are bound to have many mistakes. If we were 99 percent perfect,
we still have 150,000 errors a year—just 1 percent of 15 million.

But we want to do the best possible job. We are all devoted to this.
Our 25,000 procurement professional people are. We regret that gen-
eralizations sometimes are made without specifics that we can act

upon.
©"Mr. RumsreLp. Senator Proxmire discussed the question of control
over Government-owned property that is in the possession of con-
tractors and used by them. The Comptroller General indicated that
the total value of such property is unknown, but your DOD data shows
at least three classes of such which might total $11 billion in value.

The GAO offered a guess that if you add in other classes, the figure
might be $4 billion larger, or a total of $15 billion. Is that your best
guess, also?

$14.8 BILLION IN GOVERNMENT PROPERTY IN HANDS OF CONTRACTORS

Mr. Morris. I have an itemization of $14.8 billion, if you include
everything, including specjal test equipment; yes, sir.

Mr. RuMsrerp. How many classes are there? The $11 billion figure
apparently derives from two classes.

" Mr. Morris. Let me break it down, if I may, sir. The categories are,
first, real property, with a value of about $2.6 billion. Industrial plant
equipment, with a value of $4.3 billion. Material in the hands of con-
tractors, another $4.7 billion. And, special tooling and test equipment,
which is an estimated figure, of $2.9 billion. It should total $14.9 bil-
lion. I rounded it as I gave you the figures.

, Mr. Rumsrerp. It does not look like it comes to $14.9. It seems too

oW.

Mr. Curris. It is $11.9 billion. We are missing $2 billion.

Mr. Mogris. $2.6, $4.3, $4.7 billion—and I gave you $2.9 billion—
the last one really should be rounded to $3 billion.

Mr. Curris. What was the material—$4.7 billion ?

Mr. Morris. That is right, sir.

Mr. Curris. I misunderstood.

Mr. Rumsrerp. This circular or regulation which you said was hot
off the presses—is there any reason why the members of the commit-
tee cannot see that?

_ Mr. Morris. We would be glad to give each of you a copy right now,
sir.
Chairman Proxumire. That is an excellent idea. We would like to put
that in the record, along with—well, there are two regulations that
Xe have talked about in connection with the Truth in Negotiations

ct.

-Mr. Morris. It isall in one package, sir.

Chairman Proxumire. This will be put in the record.

(The document referred to follows:)
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DEFENSE PROCUREMENT CIRCULAR

30 NOVEMBER 1967 NUMBER 57

This Defense Procurement Circular is issued by direction of the Assistant
Secretary of Defense {Installations and Logistics) pursuant to the author-
ity contained in 5 U. S. Code 301, 10 U. S. Code 2202, DOD Directive No.
4105.30, and ASPR 1-106.

A1l Armed Services Procurement Regulation material and other directive
material published herein is effective upon receipt except as otherwise
indicated.

Unless otherwise indicated in the introductory language preceding an item,

‘- each item in this Circular shall remain in effect until the effective date
of that subsequent ASPR-revision which incorporates the item, or until
specifically canceled.

Reproduction authorized.

CONTENTS
Ttem

Defense Procurement Circulars ..... et ietrie s I
Prompt Payment to Contractors ...... P 1.4
Material Inspection and Receiving Reports ......ceceeceeses ITT
Revised Audit Clauses .,...... [ ceeeen v
Public Law 87-653 .......... B
Employment of Disadvantaged Persons in Sections of Concen-

trated Unemployment or Underemployment ...... [N VI
Equal Employment Opportunity ................... vevesoanaen Vi

ITEM I--DEFENSE PROCUREMENT CIRCULARS

Pending incorporatior in an ASPR revision, the following change in
1-106.2(c), regarding the expiration dates of DPG's is issued for
information and guidance of all concerned. The statement in para-
graph 3 sbove is also changed in this and all future DPC's. It
should be noted that all DPC items now in effect are hereby extended
until incorporated in an ASPR revision. (For a listing of DPC items
currently in effect, see paragraph 2, Item III of DPC #56 dated 6 Oc-
tober, 1967. )

" (c) Unless otherwise indicated in the introductory danguage pre- ~+ ]
ceding an item, each item in Defense Procurement Circulars will re-
main in effect until the effective date of that subsequent ASPR revi-
sion which incorporates the item, or until specifically cenceled. " -
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ITEM II--PRQMPT PAYMENT TO CONTRACTORS

It is the policy of the Department of Defense to pay its bills promptly.
Contractors plan their budgets and financial programs on the assumption
that their invoices will be honored in accordance with their contract
terms. It is important that contractors render bills correctly and that
DoD personnel assure the prompt payment of all amounts properly due.

LSPR Appendix E, particularly Part 2, sets forth basic policies and pro-
cedures with which contracting officers and others involved in the pay-
ment process should be thoroughly familiar. Paragraphs E-201, E-202, and
E-204 provide for expeditious processing of all proper payments in order
to avoid wundue financial burdens being placed on contractors. In this
connection, the following matters are emphasized:

1. Accelerate all proper payments earned by contractors, including
progress payments (see E-201), invoices, and vouchers. Utilize vigor-
ously all proper means available for ascertainment and payment of amounts
payable to contractors as rapidly as possible (see E-202). Particular
attention should be given to prompt action on physically completed con-
tracts where amounts are being withheld pending final settlements. Like~
wise, contracting officers should give favorable consideration to reason-
able requests for billing more frequently than monthly.

2. Respond promptly to requests for contract financing provisions
(see E-202). This includes not only consideration of such matters as
progress payments, out also careful. consideration of the provisions
governing normal payments.

3. Take timely and effective action to complete negotiation and
execution of contractual documents which are prerequisite to payment of
amounts earned by contractors (see E-202 and E-202.1, especially the
examples in (i) - (iv) in E-202).

}. Make every reasonable effort to assist small business concerns
in the resolution of their problems relative to the financing of contract

performance (see E-204).
» I EEEE]

ITEM ITI--MATERIAL INSPECTION AND RECEIVING REPORTS
This Ttem will expire 1 April 1968.

The mandatory date of 2 January 1968 for use of the new DD Forms 250 and
procedures in Appendix I remains firm with the following qualifications:

a. If the contractor has a complicated, mechanized DD Form 250 pro-
cedure and can demonstrate to the contracting officer that such procedures
cannot be adapted to the new forms and procedures by 2 January 1968
despite bona fide efforts to that end, the contracting officer can grant
a deviation Tor that particular contractor.

b. Such deviation shall be in writing, shall not extend past 1 April
1968, and shall set forth specifically those portions of the new proce-
dure to which the deviation applies. i
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ITEM IV--REVISED AUDIT CLAUSES

To provide adequate coutractual coverage for access rights to coutractor's
records necessery to perform post-award reviews, when required under Public
Law 87-653, changes have been made in the clauses in ASPR T-104.41. Effec-
tive as soon as received, these revised clauses will be used in contracts
as provided in 7-104.41 herein. The following letter from the Deputy
Secretary of Defense explains the reasons for the changes and the limited
use to be made of the broadened coverage spplicable to firm fixed price
contracts. (Letter is provided for informational purposes and is canceled
when the ASPR coverasge is incorporated in a subsequent revision of the
Regulation.)

! THE SECRETARY OF DEFENSE
WASHINGTON

2 9 SEP 1967

MEMORANDUM FOR Secretaries of the Military Departments
Assistant Secretary of Defense (Comptroller)
Assistant Secretary of Defense (I&L)
Directors of Defense Agencies

SUBJECT: Access to Cost Performance Records on Noncompetitive Firm
Fixed Price Contracts

I have given careful consideration to the arguments for and against access
to contractor post-award cost performance records on noncompetitive firm
fixed price contracts, for the purpose of determining the degree of con-
tractor compliance with PL 87-653. Clearly, it has been and remains our
policy that in firm fixed price contracts the cost and profit consequences
are the full responsibility of the contractor since he assumes all the
risk of performing in accordence with the contract. Likewise, it is our
policy that such contracts be used only where there exists a reliable
basis for Judging reasonsbleness of contractor cost estimates. Where

such a basis does not exist, other contract forms should be used.

The Department of Defense is required to conduct a program of review and
audit sufficient to ascertain that the cost or pricing data submitted by
contractors in connection with the negotiation of noncompetitive firm
fixed price contracts were current, accurate and complete as required by
PL 87-653. It is our policy to make such audits, as fully as possible,
prior to completing the negotiation of the contract. However, when it is
necessary to provide assurance that defective cost or pricing data were
not submitted, audits should also be conducted of actual costs incurred
after contracts are consummated. To assure that such post-award audits
may be conducted when deemed appropriate, action shall be teken to in-
clude in all noncompetitive firm fixed price contracts involving certified
costs or pricing data, a contractual right to have access to the contrac-
tor's actual performance records.

Circumstances which may dictate the use of a post-award cost performance
audit include such cases as those where: (1) factors of urgency in placing
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the initial procurement were clearly present; (2) material costs are a
significant portion of the contractor's total cost estimate; (3) a sub-
stantial portion of the contract is proposed for subcontracting; or (4)
there was a substantial interval between completion of the pre-contract
cost evaluation and agreement on price.

In directing this action, I wish to make it clear that the purpose of any
post-award cost performance audit, as provided herein, is limited to the
single purpose of determining whether or not defective cost or pricing
data were submitted. Access to a contractor's records shall not be the
purpose of evaluating profit-cost relationships, nor shall any repricing
of such contracts be made because the realized profit was greater than
was forecast, or because some contingency cited by the contractor in his
submission failed to materialize - unless the audit reveals that the cost
and pricing data certified by the contractor were, in fact, defective.

I desire that the Assistant Secretary of Defense (Installations and
Logistics) and the Assistant Secretary of Defense (Comptroller) issue
implementing instructions to place the above policies into effect.

= PR

DEPUTY *

T-104.41 revised

— 7-104.41 Audit and Records.

(a) Insert the following clause only in firm fixed-price and fixed-
price with escalation negotiated contracts which when entered into exceed
$100,QOO except where the price negotiated is based on adequate pricé com-
petition, established catalog or market prices of commercial items sold
in substantial quantities to the general public, or prices set by law or
regulation. In addition, the contracting officer shall include this ciause
with appropriate reduction in the dollar amounts provided therein, in firm
fixed-price and fixed-price with escalation negotiated contracts, not ex-
ceeding $100,000, for which he has obtained a Certificate of Current Cost
or Pricing Data in accordance with 3-807.3(a)(iii) in connection with the
initial pricing of the contract.

AUDET (Nov. 1967)

a) TFor purposes of verifying that certified cost or pricing
data submitted, in conjunction with the negotiation of this con-
tract or any contract change or other modification involving an
amount in excess of $100,000, were accurate, complete, and cur-
rent, the Contracting Officer, or his authorized representatives,
shall--until the expiration of three years from the date of final
payment under this contract--have the right to examine those oooks,
records, documents, papers and other supporting data which involve
transactions related to this contract or which will permit ade-
quate evaluation of the cost or pricing data submitted, along

| S— with the computations and projections used therein.

87-847 O - 68 - 12
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(b) The Contractor agrees to insert this clause including —<—)
this paragraph (b) in all subcontracts hereunder which when
entered into exceed $100,000, unless the price is based on
adequate price competition, established catalog or market
prices of commercial items sold in substantial quantities
to the general public, or prices set by law or regulation.

When so inserted, changes shall be made to designate the higher-
tier subcontractor at the level involved as the contracting and
certifying party; to add "of the Government prime contract"

after "Contracting Officer"; and to add, at the end of (a) above,
the words, "provided that, in the case of any contract change

or modification, such change or modification results from a
change or other modification to the Government prime contract.”
In each such excepted subcontract hereunder which when entered

into exceeds $100,000, the Contractor shall insert the following
clause.

AUDIT--PRICE ADJUSTMENTS

(a) This clause shall become operative only with respect to
any change or other modification of this contract which involves
a price adjustment in excess of $100,000 unless the price adjust-
ment is based on adequate price competition, established catalog
or market prices of commercial items sold in substantial quanti-
ties to the general public, or prices set by law or regulation,
provided that such change or other modification to this contract
results from a change or other modification to the Government
prime contract.

(b) For purposes of verifying that certified cost or pricing
data submitted in conjunction with such a contract change or mod-
ification were accurate, complete and current, the Contracting
Officer of the Government prime contract or his authorized rep-
resentative shall--until the expiration of three years from the
date of final payment under this contract--have the right to
examine those books, records, documents, papers and other sup-
porting data which involve transactions related to this contract
or which will permit adequate evaluation of the cost or pricing
data submitted, along with the computations and projections used
therein.

(¢) The Subcontractor agrees to insert this clause, including
this paragraph (c), in all subcontracts hereunder which when entered
into exceed $100,000.

(b) Insert the following clause in formally advertised contracts
which are expected to exceed $100,000 when entered into; and in firm fixed-
price and fixed-price with escalation negotiated contracts which when
entered into, exceed $100,000 when the price is based on adequate price
competition, established catalog or market prices of commercial items sold
in substantial quantities to the general public, or prices set by law or
regulation. In negotiated contracts, delete from paragraph (b) of the
clause the words "the Comptroller General of the United States".
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—>— AUDIT--PRICE ADJUSTMENTS (NOV. 1967)

(a) This clause shall become operative only with respect to
any change or other modification of this contract which involves
a price adjustment in excess of $100,000, unless the price adjust-
ment is based on adequate price competition, established catalog
or market prices of commercial items sold in substantial quantities
to the general public, or prices set by law or regulation.

(b) For purposes of verifying that certified cost or pricing
date submitted in conjunction with such a contract change or other
modification were accurate, complete, and current, the Contracting
Officer, the Comptroller General of the United States, or any
-authorized representatives, shall--until the expiration of three
years from the date of final payment under this contract--have the
right to examine those books, records, documents, papers and other
supporting data which involve transactions related to this contract
or which will permit adequate evaluation of the cost or pricing
data submitted, along with the computations and projections used
therein.

(c) The Contractor agrees to insert this clause, including this
paragraph (c), in all subcontracts hereunder which when entered into
exceed $100,000. When so inserted, changes shall be made to desig-
nate the higher-tier subcontractor at the level involved as the
contracting and certifying party; to add "of the Government prime
contract" after "Contracting Officer"; and to add, at the end of
(a) above, the words, "provided that the change or other modification
to the subcontract results from a change or other modification to
the Government prime contract."

(e¢) Insert the following clause in any negotiated contract which is not

firm fixed-price or fixed-price with escalation.

AUDIT AND RECORDS (NOV. 1967)

(a) The Contractor shall maintain books, records, documents, and other
evidence and accounting procedures and practices, sufficient to reflect
properly all direct and indirect costs of whatever nature claimed to have
been incurred and anticipated to be incurred for the performance of this
contract, The foregoing constitute "records" for the purposes of this
clause.

(b) The Contractor's plants, or such part thereof as may be engaged
in the performence of this contract, and his records shall be subject
at all reasonable times to inspection and audit by the Contracting Of-
ficer or his authorized representative. 1In addition, for purposes of
verifying that cost or pricing data submitted, in conjunction with the
negotiation of this contract or any contract change or other modifica-
tion involving an amount in excess of $100,000, were accurate, complete,
and current, the Contracting Officer, or his authorized representatives,
shell--until the expiration of three years from the date of final pay-
ment under this contract--have the right to examine those books, records,
documents, papers and other supporting date which involve transactions
related to this contract or which will permit adequate evaluation of the
cost or pricing data submitted, along with the computations and projec-
tions used therein.
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(¢) The Contractor shall preserve and make available his records —¢——
(i) until the expiration of three years from the date of final pay-
ment under this contract, and (ii) for such longer period, if any,
as is required by applicable statute, or by other clauses of this
contract, or by (A) or (B) below.

(A) If this contract is completely or partially terminated,
the records relating to the work terminated shall be
preserved and made available for a period of three

_ years from the date of any resulting final settlement.

(B) Records which relate to (i) appeals under the "Disputes”
clause of this contract or (ii) litigation or the settle-
ment of claims arising out of the performance of thts
contract, shall be retained until such appeals, litigation,
or claims have been disposed of.

(@) (1) The Contractor shall insert this clause, including the
whole of this paragraph (d), in each subcontract hereunder that is not
firm fixed-price or fixed-price with escalation. When so inserted,
changes shall be made to designate the higher-tier subcontractor at
the level involved in place of the Contractor; to add "of the Govern-
ment prime contract" after "Contracting Officer"; and to substitute
"the Government prime contract" in place of "this contract" in (B) of
paragraph (¢) above.

(2) The Contractor shall insert the following clause in each
firm fixed-price or fixed-price with escalation subcontract hereunder
which when entered into exceeds $100,000, except those subcontracts
covered by subparagraph (3) below.

AUDIT--

(a) For purposes of verifying that certified cost or pricing
data submitted in conjunction with the negotiation of this con-
tract or any contract change or other modification involving an
amount in excess of $100,000 were accurate, complete, and cur-
rent, the Contracting Officer of the Government prime contract,
or his authorized representatives, shall--until the expiration
of three years from the date of final payment under this con-
tract--have the right to examine those books, records, documents,
papers and other supporting data which involve transactions re-
lated to this contract or which will permit adequate evaluation
of the cost or pricing data submitted, along with the computa-
tions and projections used therein.

(b) The Subcontractor agrees to insert this clause including
this paragraph (b) in all subcontracts hereunder which when entered
into exceed $100,000 unless the price is based on adequate price
competition, established catalog or market prices of commercial items
sold in substantial quantities to the general public, or prices set
by law or regulation. —d
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(3) The Contractor shall insert the following clause in
each firm fixed-price or fixed-price with escalation subcontract
hereunder which when .entered into exceeds $100,000 where the price
is based on adequate price competition, established catalog or
market prices of commercial items sold in substantial quantities
to the general public, or prices set by law or regulation. .

AUDIT--PRICE ADJUSTMENTS

(a) This clause shall become operative only with respect to

any change or other modification of this contract, which involves
a price adjustment in excess of $100,000 unless the price adjust-
ment is based on adequate price competition, established catalog
or market prices of commercial items sold in substantial quantities
to the general public, or prices set by law or regulation, provided
that such change or other modification to this contract must result
from & change or other modification to the Government prime contract.

(b) For purposes of verifying that any certified cost or pricing
data submitted in conjunction with a contract change or other mod-
ification were accurate, complete, and current, the Contracting Of-
ficer of the Government prime contract, or his authorized represent-
atives, shall--until the expiration of three years from the date of
final payment under this contract--have the right to examine those
books, records, documents, papers and other supporting data which
involve transactions related to this contract or which will permit
adequate evaluation of the cost or pricing data submitted, along
with the computations and projections used therein.

(¢) The Subcontractor agrees to insert this clause including this
paragraph (c) in all subcontracts hereunder which when entered into
exceed $100,000.

In cost-reimbursement type contracts that have separate periods of perform-
ance and that are to include, in the Examination of Records clause prescribed
by 7-208.7, the alternate subparagraph (a) (4) which is set forth in 7-208.7(b),
the clause set forth above in this paragraph shall be modified by adding the
following to paragraph (c) thereof:

Notwith ding the f 1 the Contractor's obligation to preserve and make

avallable his records shall not extend beyond the period of his like obligation under
the “Examination of Records” clause of this contract.
Such contracts may be administered as indicated in 7-203.7(b).

(d) The requirement for inclusion of the clauses in (a) and (b) above
may be waived for contracts with foreign governments or agencies thereof
under circumstances where the requirement for the clauses in 7-104.29 and
7-104.42 may be waived.
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ITEM V--PUBLIC LAW 87-653

Pending publication in an ASFR revision, the changes and contract clauses
set forth below shall be used upon receipt thereof. This revised material
is intended as clarification of the current ASPR implementation of Public
Law 87-653.

Paragraphs 3-807.5(d) and (e), which are concerned with the area of sub-
contractor coverage, are still under study and may be revised in the neer
future. In event of revision, the clause in 7-104.29 will likewise be
revised.

The various DD Forms 633 are in the process of revision. However, pend-
ing these revisions, the existing forms will be used.

3-807.3, .4, and .5 revised

3-807.3 Cost or Pricing Data.

(a) The contracting officer shall require the contractor to submit,
either actually or by specific identification in writing, cost or
pricing data in accordance with 16-206 and to certify, by use of the
certificate set forth in 3-8C7.4, that, to the best of his knowledge
and belief, the cost or pricing data he submitted was accurate,
complete, and current prior to:

(i) the award of any negotiated contract expected to exceed
$100,000 in amount;

(ii) +the pricing of any contract modification expected to exceed
$100,000 in amount to any formally advertised or negotiated
contract whether or not cost or pricing data was required in
connection with the initial pricing of the contract;

(iii) the award of any negotiated contract not expected to exceed
$100,000 in amount or any contract modification not expected
to exceed $100,000 in amount to any formally advertised or
negotiated contract whether or not cost or pricing data was
required in connection with the initial pricing of the con-
tract, provided the contracting officer considers that the
circumstances warrant such action in accordance with (d)
below;

unless the price negotiated is based on adequate price competition,
established catalog or market prices of commercial items sold in sub-
stantial quantities to the general public, or prices set by law or
regulation. The requirements under (i) and (ii) above may be waived
in exceptional cases where the Secretary (or, in the case of a contract
with a foreign government or agency thereof, the Head of a Procuring
Activity) authorizes such waiver and states in writing his reasons for
such determination. Whenever a Certificate of Current Cost or Pricing
Data is required, the applicable clause in 7-104.29 shall be included
in the contract, and the appropriate clauses in 7-10L.41 and 7-10k4.42
shall be used if required in accordance with those paragraphs.

(b) Any contractor who has been required to submit and certify cost
or pricing data in accordance witn (a) above shall also be required to
obtain cost or pricing data from his subcontractors under the circum-
stances set forth in the appropriate clause in 7-104.L2. ——
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— (c) When there is adequate price competition, cost or pricing data
shall not be requested regardless of the dollar amount involved. As a
general rule, cost or pricing data should not be requested when it has
been determined that proposed prices are, or are based on, established
catalog or market prices of commercial items sold in substantial
quantities to the general public. Where, however, despite the willing-
ness of a number of commercial purchasers to buy an item at such a cat-
alog or market price, the purchaser (e.g., the contracting officer)
finds that that price is not reasonable and supports such finding by an
enumeration of the facts upon which it is based, cost or pricing data
may be requested if necessary to establish a reasonable price; provided,
that such finding is approved at a level above the contracting officer.
In addition, cost or pricing data may be requested, if necessary, where
there is such a disparity between the quantity being procured and the
quantity for which there is such a catalog or market price that pricing
cannot reasonably be accomplished by comparing the two. Where an item
is substantially similar to a commercial item for which there is an
established catalog or market price at which substantial quantities are
sold to the general public, but the offered price of the former is not
considered to be "based on" the price of the latter in accordance with
3-807.1(b)(2), any requirement for cost or pricing data should be limi-
ted to that pertaining to the differences between the items if this
limitation is consistent with assuring reasonableness of pricing result.

(a) (1) Certified cost or pricing data shall not be requested prior
to the award of any contract anticipated to be for $10,000 or less and
generally should not be requested for modifications in those amounts.
There should be relatively few instances where certified cost or pric-
ing data and the inclusion of defective pricing clauses would be justi-
fied in awards between $10,000 and $100,000. In most such awards, the
administrative costs will outweigh the benefits which might otherwise
accrue from receipt of certified cost or pricing data; hence all other
means of determining reasonableness of price should be utilized. When
less than complete cost analysis (e.g., analysis of only specific
factors) will provide a reasonable pricing result (see 3-807.2(a)) on
awards under $100,000 without the submission of complete cost or pric-
ing data, the contracting officer shall request, without certification,
only that data which he considers adequate to support the limited
extent of the cost analysis required.

(2) Although cost and pricing data was requested in the solici-
tation, a certification of cost and pricing data shall not be requested
in connection with the award of any contract of any dollar value where
the price negotiated is based on adequate price competition, established
catalog or market prices of commercial items sold in substantial quanti-
ties to the general public, or prices set by law or regulation.

(e) "cCost or pricing data" as used in this Part consists of all
facts existing up to the time of agreement on price which prudent buyers
and sellers would reasonably expect to have a significant effect on the
price negotiations. The definition of cost or pricing data embraces
more ‘than historical accounting data; it also includes, where applicable,
such factors as vendor quotations, nonrecurring costs, changes in pro-
duction methods and production or procurement volume, unit cost trends
such as those associated with labor efficiency, and make-or-buy

\—— decisions or any other management decisions which could reasonably be
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expected to have a significant bearing on costs under the proposed con-
tract. In short, cost or pricing data consists of all facts which can
reasonably be expected to contribute to sound estimates of future costs
as well as to the validity of costs already incurred. Cost or pricing
data, being factual, is that type of information which can be verified.
Because the contractor's certificate pertains to "cost or pricing data",
it does not make representations as to the accuracy of the contractor's
judgment on the estimated portion of future costs or projections. It
does, however, apply to the data upon which the contractor's judgment
is based. This distinction between fact and judgment should be clearly
understood.

(f) The requirement for submission of cost or pricing data is met
when all accurate cost or pricing data reasonably available (see
3-807.5(a)(1)) to the contractor at the time of agreement on price is
submitted, either actually or by specific identification, in writing to
the contracting officer or his representative. The distinction between
the "submission" of cost or pricing data and the "making available" of
records should be clearly understood. The mere availability of books,
records and other documents for verification purposes does not consti-
tute submission of cost or pricing data.

3-807.4 Certificate of Current Cost or Pricing Data. When certifi-
cation of cost or pricing data is required in accordance with 3-807.3,

a certificate in the form set forth below shall be included in the con-

tract file along with the memorandum of the negotiation. The contractor
shall be required to submit only one certificate which shall be submit-

ted as soon as practicable after agreement is reached on the contract
rice.

P CERTIFICATE OF CURRENT COST OR PRICING DATA

This is to certify that, to the best of my knowledge and belief, cost
or pricing data as defined in ASPR 3:807.3(e) submitted, either actually
or by specific identification in writing (see ASPR 3-807.3(f)), to the
Contracting Officer or his representative in support of . *

S —
are accurate, complete, and current as of **

day month year

Firm

Name

i Title

Date of Execution

* Describe the proposal, quotation, request for price adjustment or
other submis;ion involved, giving appropriate identifying number (e.g.»
RFP No. .

%% This date shall be the date when the price negotiations were con-
cluded and the contract price was agreed to. The responsibility of the
contractor is not limited by the personal knowledge of the contractor's
negotiator if the contractor had information reasonably available (see
ASPR 3-807.5(a)) at the time of agreement, showing that the negotiated
price is not based on accurate, complete and current data.

%% This date should be as close as practicable to the date when the
price negotiations were concluded and the contract price was agreed to. —
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3-807.5 Defective Cost or Pricing Data.

(a) Where any price to the Government must be negotiated largely on
the basis of cost or pricing data submitted by the contractor, it is
essential that the data be accurate, complete and current and in appro-
priate cases so certified by the contractor (see 3-807.3 and 3-807.4).
If such certified cost or pricing data is subsequently found to have
been inaccurate, incomplete or non-current as of the effective date of
the certificate, the Government is entitled to an adjustment of the
negotiated price, including profit or fee, to exclude any significant
sum by which the price was increased because of the defective data.

" The clauses set forth in 7-104.29 give the Government in such a case

an enforceable contract right to a price adjustment, that is, to a
reduction in the price to what it would have been if the contractor had
submitted accurate, complete and current data. In arriving at a price
adjustment under a clause, the contracting officer should, after review
of the record of the contract negotiation (see 3-811), consider the
following:

(1) The time when cost or pricing data was reasonably available
to the contractor. Certain data such as overhead expenses and produc-
tion records may not be reasonably available except on normal periodic
closing dates. Also, the data on numerous minor material items each of
which by itself would be insignificant may be reasonably available only
as of a cut-off date prior to agreement on price because the volume of
transactions would make the use of any later date impracticable. Fur-
thermore, except where a single item is used in substantial quantity,
the net effect of any changes to the prices of such minor items would
likely be insignificant. Closing or cut-off dates should be included
as a part of the data submitted with the contractor's proposal and
should be updated by the contractor to the latest closing or cut-off
dates, preceding agreement on price, for which such data is available.
The contracting officer and contractor are encouraged to reach a prior
understanding on criteria for establishing closing or cut-off dates,
and to the extent possible the understanding should relate to an ap-
proved estimating system. Notwithstanding the foregoing, significant
matters are important to contractor management and to Government and any
related data would be expected to be current on the date of agreement on
price and therefore will be treated as reasonably available as of that
date. Although changes in the labor base or in prices of major material
items are generally significant matters, no hard and fast rule can be
laid down since what is significant can depend upon such circumstances
as the size and nature of the procurement.

(2) 1In establishing that the defective data caused an increase in
the contract price, the contracting officer is not expected to recon-
struct the negotiation by speculating as to what would have been the
mental attitudes of the negotiating parties if the correct data hed
been submitted at the time of agreement on price. In the absence of
evidence to the contrary the natural and probable consequence of defec-
tive data is an increase in the contract price in.the amount of the
defect plus related burden and profit or fee; therefore, unless there
is a clear indication that the defective data was not used, or was not

L——y- relied upon, the contract price should be reduced in that amount.
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(3) As a general rule, understated cost or pricing data shall not —¢—m
be "set off" against overstated cost or pricing data in arriving at a
price adjustment. However, where there is a question as to the accuracy
of a single item of data which is an average or composite rate, over-
statements in making up the rate may be set off by understatements for
the purpose of correcting the rate submitted by the contractor. For
example, when the contractor in his cost or pricing data submits an
average rate for Class A Engineers and it is found that in the computa-
tion of the average rate the contractor has indicated that his highest
price Class A Engineer was $20,000 when in fact it was only $18,000 and
further where the contractor indicated that the price of his lowest
paid Class A Engineer was $10,000 when in fact it was $12,000, these
can be offset one against the other in recomputing the average or com-
posite rate. Offsetting a Class A Engineer average or composite
against a Class B Engineer average or composite is not permitted.
Again, for example, if an overhead account had been overstated by reason
of a failure to use the most recent available quarterly figures, the
consequent downward price adjustment should be based on the net change
in the total overhead account, including both the "minus" and "plus"
elements. In addition, as & further exception tc the general rule
against set off, overstated data (such as unit price) relating to a
single item (such as cement) may be offset by understated data (such
as quantity) relating to the same item. For example, if the historical
data submitted is 100 feet of pipe at $1.00 a foot for a total of $100
but it should have been 50 feet at $2.00 a foot, setoff is permitted
and no price adjustment is required. In any case, the contract price
shall be adjusted only if the net adjustment is downward.

() If at any time prior to agreement on price the contracting
officer learns through audit or otherwise that any cost or pricing data
submitted is inaccurate, incomplete or noncurrent, he shall immediately
call it to the attention of the contractor whether that defective data
tends to increase or decrease the contract price. Thereafter, the con-
tracting officer shall negotiate on the basis of any new data submitted,
or on a basis which in his opinion makes satisfactory allowance for the
incorrect data as he considers appropriate and shall reflect these facts
in his record of negotiation.

(c) After award, if the contracting officer obtains information
which leads him to believe that the data furnished may not have been
accurate, complete or current, or if he considers that the data may not
have been adequately verified as of the time of negotiation, he should
request an audit to evaluate the accuracy, completeness and currency of
such data. In the case of negotiated firm fixed-price contracts, post-
award cost performance audits, pursuant to a clause set forth in 7-104.41,
shall be limited to the single purpose of determining whether or not
defective cost or pricing data were submitted. Such audits shall not be
for the purpose of evaluating profit-cost relationships, nor shall any
repricing of such contracts be made because the realized profit was
greater than was forecast, or because some contingency cited by the con-
tractor in his submission failed to materialize--unless the audit
reveals that the cost or pricing data certified by the contractor were,

in fact, defective. -ﬁ—-’
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— (d) Under 10 U.S.C. 2306(f) and the “"Price Reduction for Defective
Cost or Pricing Data" clauses set forth in 7-10%4.29, the Government's right
to reduce the prime contract price extends to cases where the prime con-
tract price was increased by any significant sums because a subcontractor
furnished defective cost or pricing data in connection with a subcontract
where a certificate of cost or pricing data was or should have been fur-
nished. In some cases, as where the defective nature of a subcontractor's
data is only disclosed by Government sudit, the information necessary to
support a reduction %o prime contract and subcontractor prices may be
aveilable only from the Government. To the extent necessary to secure a
prime contract price reduction, the contracting officer should make such
necessary information available upon request, to the prime contractor or
higher tier subcontractors; however, if the release of such information
would compromise military security or disclose trade secrets or other
confidential business information, it shall be made available only under
conditions that will fully protect it from improper disclosure, &s may be
prescribed by: the Director of Procurément Policy and Review, the Office
of the Assistant Secretary of the Army (Installations and Logistics), for
the Army; the Naval Material Command, for the Navy; the Office of the
Assistant Secretary of the Air force; and the Executive Director, Procure-
ment end Production, for the Defense Supply Agency. Information made
available pursuant to this paragraph shall be limited to that used as the
basis for the prime contract price reduction.

(e) Inasmuch as price reductions under the Price Reduction for
Defective Cost or Pricing Data clauses mey involve first- and lower-tier
subcontractors as.well as the prime contractor, the contracting officer
should give the prime contractor reasonable advance notice before making
a determination to reduce the contract price under such clauses, in
order to afford the prime contractor an opportunity to take any action
deemed advisable by him, particularly in connection with any subcontracts
that may be involved.

3-811(a) revised

3-811 Record of Price Negotiation. o )

(a) At thne conclusion of each negotiation of an initial or a revised
price, the contracting officer shall promptly prepare or cause to bg pre~
pared, a memorandum, setting forth the principal elements of the price
negotiation, for inclusion in the contract file and for.t?e‘use of.any
reviewing authorities. The memorandum shall be in sufficient deta%l to
reflect the most significant consideraticns controlling the e§tabllsh—
ment of the initial or revised price. The memorandum should }nclude an
explanation of why cost or pricing data was, or was not,‘?eqplred'(s?e
3-807) and, if it was not required in the case of any price ?egotlatlon
in excess of $100,000, a statement of the basis for deter@l?lng that the |
price resulted from or was based on adequate price compet}tlon, estap- |
lished catalog or market prices of commercial items sold in substantial
quantities to the general publiec, or prices set by law or regulation.

|
|
|
|
|

If cost or pricing data was submitted and a certificate of cost or pric-
L——p ing data was required (3-807.4), the memorandum shall reflect the extent
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to which reliance was not placed upon the factual cost or pricing data —¢—
submitted and the extent to which this data was not used by the con-
tracting officer in determining his total price objective and in nego-
tiating the final price. The memorandum shall also reflect the extent
to which the contracting officer recognized in the negotiation that any
cost or pricing data submitted by the contractor was inaccurate, incom-
plete, or non-current; the action taken by the contracting officer and
the contractor as a result; and the effect, if any, of such defective
data on the total price negotiated. Where the total price negotiated
differs significantly from the total price objective, the memorandum
shall explain this difference. Whenever cost or pricing data are used
in connection with a price negotiation in excess of $100,000, the con-
tracting officer shall forward one copy of the memorandum to the cogni-
zant Defense Contract Audit Agency officer--for use by the auditor to
improve the usefulness of his audit work and related reports to negotia-
tion officials. Where appropriate, the memorandum should include or be
supplemented by information on how the auditor's advisory services can
be made more effective in future negotiations with the contractor. 1In
those cases where a copy is forwarded to the auditor, a copy will also
be furnished to the ACO.

T-104.29 revised

T-104.29 Price Reduction for Defective Cost or Pricing Data.

(a) The following clause shall be inserted in negotiated contracts
which when entered into exceed $100,000, except where the price is
based on adequate price competition, established c¢atalog or market
prices of commercial items sold in substantial quantities to the gene-
ral public, or prices set by law or regulation. In addition, the con-
tracting officer shall include this clause in other negotiated contracts
for which he has obtained a Certificate of Current Cost or Pricing Data
in accordance with 3-807.3(a)(iii) in connection with the initial
pricing of the contract. -

PRICE REDUCTION FOR DEFECTIVE COST OR PRICING DATA (NOV. 1967)

(a) If any price, including profit or fee, negotiated in con-
nection with this contract or any cost reimbursable under this
contract was increased by any significant sums because the
Contractor, or any subcontractor pursuant to the clause of this
contract entitled "Subcontractor Cost or Pricing Data" or
"Subcontractor Cost or Pricing Data--Price Adjustments" or
any subcontract clause therein required, furnished incomplete
or inaccurate cost or pricing data or data not current as cer-
tified in the Contractor's Certificate of Current Cost or
Pricing Data, then such price or cost shall be reduced accord-
ingly and the contract shall be modified in writing as may be
necessary to reflect such reduction. B

[Contract clause continued on next pagel
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N (b) Failure to agree on a reduction shall be a dispute concern-

ing a question of fact within the meaning of the "Disputes" clause
of this contract.

(Note: Since the contract is subject to reduction under this
clause by reason of defective cost or pricing data submitted in
connection with certain subcontracts, it is expected that the
contractor may wish to irclude a clause in each such subcontract
requiring the subcontractor to appropriately indemnify the con-
tractor. However, the inclusion of such a clause and the terms
thereof are matters for negotiation and agreement between the
contractor and the subcontractor, provided that they are con-
sistent with ASPR 23-203 relating to Disputes provisions in sub-
contracts. It is also expected that any subcontractor subject
to such indemnification will generally require substantially
similar indemnification for defective cost or pricing data
required to be submitted by his lower tier subcontractors.)

(b) Insert the following clause in all contracts, both formally
advertised and negotiated, which when entered into exceed $100,000,
other than those described in (a) above.

PRICE REDUCTION FOR DEFECTIVE COST OR PRICING DATA--
PRICE ADJUSTMENTS (NOV. 196T)

(a) This clause shall become operative only with respect to
any change or other modification of this contract which involves
a price adjustment in excess of $100,000, except where the price
is based on adequate price competition, established catalog or
market prices of commercial items sold in substantial quantities
to the general public, or prices set by law or regulation. The
right to ‘price reduction under this clause shall be limited to
such price adjustments.

(b) If any price, including. profit, or fee, negotiated in
connection with any price adjustment under this contract was
increased by any significant sums because the Contractor or
any subcontractor, pursuant to the clause of this contract
entitled "Subcontractor Cost or Pricing Data--Price Adjustments"
or any subcontract clause therein required, furnished incomplete
or inaccurate cost or pricing data or data not current as of the
date of execution of the Contrector's Certificate of Current Cost
or Pricing Data, then such price shall be reduced accordingly and
the contract shall be modified in writing to reflect such reduction.
(Note: Since the contract is subject to reduction under this
clause by reason of defective cost or pricing data submitted in
connection with certain subcontracts, it is expected that the
contractor may wish to include & clause in each such subcontract
requiring the subcontractor to appropriately indemnify the con-
tractor. However, the inclusion of such a clause and the terms
thereof are matters for negotiation and agreement between the
contractor and the subcontractor, provided that they are con-
sistent with ASPR 23-203 relating to Disputes provisions in sub-

[Contract clause inued on next pagel
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contracts. It is also expected that any subcontractor subject —“+——
to such indemnification will generally require substantially
similar indemnification for defective cost or pricing data
required to be submitted by his lower tier subcontractors.)
(c) Failure to agree on a reduction shall be a dispute con-
cerning a question of fact within the meaning of the "Disputes"”
clause of this contract.

(c) The requirement for inclusion of the above clauses in contracts
with foreign govermments or agencies thereof may be waived in exceptional
cases by the Head of a Procuring Activity, stating in writing his reasons
for such determination.

Page T16.2--Par. 7-104.42{a):- Make the following Pen-and-Ink Change:
24 1line from end, change "3-807.3(a)(iv)" to "3-807. 3(a)(ii1)".

16-206.2 revised

16-206.2 DD Form 633 (Contract Pricing Proposal) or one of the
special forms authorized in 16-206.3 shall be used whenever contractor
or subcontractor cost or pricing data (see 3-807.3(e)) is required pur-
suant to Sections 3-807.3(a) and T-104.42; provided, however, that the
"cost Elements" and the "Proposed Contract Estimate" may be presented
in a different format, acceptable to the contracting officer, where the
contractor's or subcontractor's accounting system makes the use of the
prescribed format impracticable or when required for a more effective
and efficient presentation of cost or pricing information, and provided
further that in such cases a signed DD Form 633 or one of the special
forms is required to be submitted and fully accomplished as to all items
except that the "Cost Elements" and the "proposed Contract Estimate" may
be accomplished by making reference to the contractor's format.

Page 1822--Par. 18-305.1(b):- Make the following Pen-and-Ink Change:
4th line, change "3-807.3" to "3-807.2". ——

* ¥ O X ¥ ¥

ITEM VI--EMPLOYMENT OF DISADVANTAGED PERSONS IN SECTIONS OF CON-
CENTRATED UNEMPLOYMENT OR UNDEREMPLOYMENT

Pending inclusion in a subsequent revision of the ASPR, the following
revisions, effective on receipt, are made in 1-706.6; 2-407.6; Sec. I,
Pt. 8; 16-101.1; 16-102; 16-20%; 16-205; and 21-115(e). These changes re-
flect the amendments to Defense Manpower Policy 4, 32A €FR Ch. 1,DMP &
(32 F.R. 14388), and Department of Lebor Regulations, 29 CFR Pt 8 (32F.R.
14387) which were published in the Federal Register on 18 October 1967.
These amendments provide an additional preference in the performance of
set-asides to concerns which are certified by the Secretary of Labor as
eligible for preference by reason of agreeing to perform portions of
contracts in sections of concentrated unemploymeat or underemployment
and to comply with regulations of the Secretary of Labor with respect
to employrent of disadvantaged applicants.
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1-706.6(c)(1) (DPC #56 of 10/6/6T) Notice revised as indicated

——5 NOTICE OF PARTIAL SMALL BUSINESS SET-ASIDE (NOV. 1967)

(a) General. A portion of this procurement, as identified elsewhere in the Schedule,
has been set aside for award only to one or more small business concerns. Negotia-
ticns for award of this set-aside portion will be conducted only with responsible small
business concerns who have submitted responsive bids on the non-set-aside portion at
a unit price within 120 percent of the highest unit price at which an award is made
on the non-set-aside portion. Negotiations shall be conducted with such small business
concerns in the following order of priority:

Gronp1. Small business concerns which are also
certified-eligible concerns.

Group 2. 8mall business concerns which are also persistent labor surplus area
concerns.

Group 8. Small business concerns which are also substantial labor surplus area

concerns.

Group 4. Small business concerns which are not labor surplus area concerns.
‘Within each of the above groups, negotiations with such concerns will be in the order
of their bids on the t-aside portion, beginuing with the lowest responsive bid.
The set-aside shall be awarded at the highest unit price awarded on the non-set-aside
portion, adjusted to reflect transportation and other cost factors which are considered
in evaluating bids on the non-set-aside portion, except where a responsive bid has been
submitted on the non-set-aside portion at a unit price which when so adjusted is lower
than the adjusted bighest unit price awarded on the non-set-aside portion but could
not be accepted because of quantity limitations or other consideration (such as the
bidder's responsibility). In the latter case if the quantity limitation or other consid-
erations do not preclude consideration of the unit price of such unaccepted bid at the
time of negotiation for the set-aside portion, a quantity of the set-aside portion equal
to the quantity of such unaccepted bid shall be offered to eligible concerns in their
order of priority at the adjusted unit price of such unaccepted bid. If no eligible
bidder will take the entire quantity so offered at the adjusted unit price of the
unaccepted bid, then all eligible concerns in their order of priority shall be offered
any lesser portion at the same price. (In the event more than one such unaccepted
bid is involved, the same p d shall be lied ively to each such bid
on fation for the set-aside portion.) Subject to the conditions set forth below
any remaining quantity of the set-aside portion shall be offered to eligible concerns
in their order of priority at the adjusted highest unit price awarded on the non-

set-aside portion. If such an d bid is submitted by a eligible to
participate in the set-aside, such concern must accept a quantity of the set-aside
portion equal to the ity of the ted bid at the adjusted unit price of the

unaccepted bid before any portion of the set-aside may be awarded to that concern
at a higher price. If such an unaccepted bid is submitted by a concern not eligible
to participate in the set-aside, a quantity of the set aside portion equal to the unac-
cepted bid must be awarded at the adjusted unit price of such unaccepted bid before
any portion of the set-aside is awarded to any eligible concern at & higher price.
The Government reserves the right not to consider token bids or other devices
designed to secure an unfair advantage over other bidders eligible for the set-aside
portion. The partial set-aside of this procurement for small business concerns is based
on a determination lﬂhe Contrgcting Ofﬂcer, alone or :Ln

conjunction with a representative of the Small Business
Administration, that it is in the interest of maintaining
or mobilizing the Nation’s full productive capacity, or in the interest of war or
national or in the i of assuring that a fair portion of
Government procurement is placed with small business concerns.

[Notice continued on next page]
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(b) Deftnitions. (1) A “small business concern” 18 & concern, including its affliates,
which is independently owned and operated, is not dominant in the field of operation
in which it is bidding on Government contracts, and can further qualify under the
criteria set forth in regulations of the Small Business Administration (Code of Fed-
eral Regulations, Title 13, Section 121.3-8). In addition to meeting these criteria, a
manufacturer or a regular dealer submitting bids or proposals in his own name must
agree to furnish in the performance of the contract eud items manufactured or pro-
duced {n the United States, its possessions, or Puerto Rico, by small business concerns:
Provided, That this additional requirement does mnot apply in connection with
construction or service contracts.

(2) A “lador surplus ares” is & geographical area which {s: <___|

(1) an appropriate section of a State or "labor
area" classified by the Secretary of Lsbor as
a "section of concentrated unemployment or
underemployment"; or

(i1) classified by the Department of Labor as an “Area of Substantial
Unemployment” (herein referred to as an area of substantial labor
surplus) and listed as such by that Department in its publication
“Area Trends in ment and U 1 t”; or

(i) classified by the Department of Labor as “Area of Persistent Unem-
ployment” (herein referred to as an area of persistent labor surplus)
and listed as such by that Department in its publication “Area
Trends in Employment and Unemployment” ; or

(W) not classified as in (11) or (i) above, but which is individually
certified as an area of persistent or substantial unemployment by
the Department of Labor at the request of a prospective contractor.

(8) Lador surplus ares concern includes cértified-eligible concerns,
persistent labor surplus area concerns, and substantial labor
surplus area.concerns, as defined below:

(1)"Certified-eligible concern" means a concern (A) located in
or near a section of concentrated unemployment or underem-
ployment which has been certified by the Secretary of Labor
in accordance with 29 CFR 8.7(b) with respect to the employ-
ment of disadvantaged persons residing within such sections,
and (B) which will agree to perform, or cause to be per-
formed by a certified concern, a substantial proportion of
a contract in or near such sections; it includes a concern
which, though not so certified, agrees to have a substantial
proportion of & contract performed by certified concerns in
or near such sections. A concern shall be deemed to perform
a substantial proportion of a contract in or near sections
of concentrated unemployment or underemployment if the costs
that the concern will incur on account of manufacturing or
production in or near such sections (by itself if a certified
concern, or by certified concerns acting as first-tier sub-
contractors) amount to more than 30 percent of the contract

price.
(11) « 1abor surplus area " means a concern that agrees ——
to perform, or cause to be performed, a substantial proportion of a
tract in p labor areas. A shall be d d

to perform a substantial proportion of a contract in persistent labor
surplus areas if the costs that the concern will incur on account of
manufacturing or production performed in such areas (by itself or
its first-tler subcontractors) amount to more than 50 percent of the
contract price.

[Notice continued on next page]
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(iii) “Substantial labor surplus area concern” means a concern that agrees
to perform, or cause to be performed, a substantial proportion of A
t in 1al labor surplus areas, A shall be d a
to perform a substantial proportion of a contract in substantial labor
surplus areas if the costs that the concern will incur on account of
f! ing or production performed in sub {al and p

labor surplus areas (by itself or its first-tier subcontractors) amount

to more than 50 percent of the contract price.
(4) “Unit price” shall include ev f added for the rent-free use

of Government property,

(c) Identiflcation of Areas of Performance. Each bidder desiring to be considered
for award as & small business labor surplus area concern on the set-aside portion
of this procurement shall identify in his bid the geographical areas in which. he
proposes to perform, or cause to be performed, a substantial proportion of the pro-
duction of the contract. If the Department of Labor classification of any such ares
changes after the bidder has submitted his bid, the bidder may change the areas
in which he proposes to perform, provided, that he so notifies the Contracting
Officer before award of the set-aside portion. Priority for negotiation will be based ‘

upon the labor ification of the desi, P areas as of the
time of the proposed award.
I (a) Agreement. The bidder agrees that: (i) if awarded a contract

as a certified-eligible small business concern under the set-aside
portion of this procurement he will perform, or cause to be performed,
a substantial proportion of the contract in or near sections of con-
centrated unemployment or underemployment and, in the performsnce of
such contract or subcontracts, will employ a proportionate number of
disadvantaged persons residing within sections of concentrated unem-
ployment or underemployment in accordance with plans approved by the
Secretary of Labor; (1), it awarded a contract as a small business
labor area under the set-aside portion of this procure-
ment, he will perform, or cause to be performed, a substantial proportion of the
production in areas cl d at the time of award, or at the time of performance
of the contract, as perst labor areas; and (ilt) if awarded a contract as
& small business substantial labor surplus area concern under the set-aside portion
of this procurement; he will perform, or cause to be performed, a substantial pro- ‘
portion of the production in areas classified at the time of award, or at the time
of perf of the contract, as 1 labor surplus areas.
(e) Eligibility Based on Certification. Where eligibility for
preference is based upon the status of the bidder or bidder's subcon- ‘
tractors as a "certified-eligible concern," the bidder shall furnish
with his bid evidence of certification by the Secretary of Labor.

(2) In requirements contracts involving a partial small business set-
aside, add the following to the above clause.

(t) Requirements Contract. Only one award will be made for each item or sub-
item of the non-set-aside portion and only one award will be made for each item or
sub-item of the set-aside portion. For the purpose of equitably distributing orders
in accordance with this “Notice of Partial Small Business Set-Aside,” the Govern-
ment will apportion the quantities to be ordered as lly as ible bet the
non-set-aside Contractor and the set-aside Contractor to whom the awards are made.

87-847 O - 68 - 13
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Section I, Part § revised as indicated
Part 8--Labor Surplus Area Concerns

1-800 Scope of Part. This Part sets forth Department of Defense
policy and procedures with respect to aiding areas of persistent or sub-
stantial labor surplus and sections of concentrated unemployment or ——
underemployment, hereinafter referred to as "labor surplus areas,” in
the United States, its possessions, and Puerto Rico. This part imple-
ments Defense Manpower Policy No. L (Revised), 16 October 1967 (32A CFR
Chepter 1), and U. S. Department of Labor Regulations, 29 CFR Part 8,
as amended, 16 October 1967. Defense Manpower Policy No. L states the
policy of the Government to encourasge the placing of contracts and faci-
lities in lebor surplus areas and to assist such areas in making the best
use of their available resources.

1-801 Definitionms.
1-801.1 ILebor surplus area concern includes:

(1) Concerns (A) located in or near sections of concentrated un-
employment or underemployment which have been certified by
the Secretary of Labor in accordance with 29 CFR 8.7(b) with
respect to the employment of disadvantaeged persons residing
within such sections and (B) which will agree to perform, or
cause to be performed by certified concerns, a substantial
proportion of a contract in or near such sections; also con-
cerns which, though not so certified, agree to have a substan-
tial proportion of a contract performed by certified concerns
in or near such sections. Such concerns, herein referred to
as "certified-eligible concerns," shall be deemed to perform
a substantial proportion of a contract in or near sections of
concentrated employment or underemployment if the costs that
the concern will incur on account of manufascturing or pro-
duction in or near such sections (by itself if a certified
concern, or by certified concerns acting as first-tier sub-
contractors) amount to more than 30 percent of the contract
price.

(ii) Persistent lsbor surplus srea concerns which will perform or
cause to be performed any contracts awarded to them as labor
surplus srea concerns substantially in "Areas of Persistent
Labor Surplus.” A concern shall be deemed to perform a con-
tract substantially in "Areas of Persistent Labor Surplus" if
the costs that it incurs on account of manufacturing or pro-
duction (by itself or its first-tier subcontractors) in such
areas amount to more than 50 percent of the contract price.

- (ii1) substantial labor surplus area concerns which will perform or
cause to be performed any contracts awarded to them as labor
surplus area concerns substantially in "Areas of Substantial
Labor Surplus.” A concern shall be deemed to perform a con-
tract substantially in "Areas of Substantial Labor Surplus"
if the costs that it incurs on account of manufacturing or
production (by itself or its first-tier subcontractors) in
such areas or in "Areas of Persistent Labor Surplus" amount
to more than 50 percent of the contract price.
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Ezample A. ABC Company, manufacturing in a full employment area,
bids on a contract at $1,000. ABC Company will incur the following costs:
Direct labor $200

~ O

Ezample C. GHI Company, manufacturing in a labor surplus area, bi&s von
a contract at $1,000. GHI Company will incur the following costs:

Direct labor $230
Overhead 215
Purchase of materials from RST, which manufactures the mate-

rials in a full employment area 4925

GHI Company qualifies as a labor surplus area concern.
1-8C1.2 Labor surplus area means a geographic ares which at the time of award is:

— (i) an appropriate section of a State or "labor area" classified
by the Secretary of Labor as a "section of concentrated un-
employment or underemployment"; or

(ii) classified by the Department of Labor as an “Area of Substan-
tial Unemployment” (herein referred to as an area of substan-
tial labor surplus) and listed as such by that Department in its
publication “Area Trends in Employment and Unemployment”;
or

(iii) classified by the Department of Labor as an “Area of Persistent
Unemployment” (herein referred to as an area of persistent labor
surplus) and listed as such by that Department in its publica-
tion “Area Trends in Employment and Unemployment”; or

(iv) not classified as in (ii) or (iil) above, but which is individually
certified as an area of persistent or substantial unemployment by
the Department of Labor at the request of a prospective con-
tractor.

1-8013 Small business concern is defined in 1-701.

1-802 General Policy. Except as provided in 1-808 with respect to
depressed industries, it is the policy of the Department of Defense to aid
labor surplus areas by placing contracts with labor surplus area concerns, to
the extent consistent with procurement objectives and where such contracts
can be awarded at prices no higher than those obtainable from other concerns,
and by encouraging prime contractors to place subcontracts with concerns
which will perform substantially in labor surplus areas. In carrying out this
policy, to accommodate the small business policies of Section I, Part 7, prefer-

—> ence shall be given in the following order of priority to (i) certified-
eligible concerns which are also small business concerns; (ii) other

L, certified-eligible concerns; (iii) persistent labor
surplus area concerns which are also small business concerns, (i) other per-
sistent labor surplus area concerns, (v ) substantial labor surplus area con-
cerns which are also small business concerns, (vi) other substantial labor sur-
plus area concerns and (i) small business concerns which are not labor
surplus area concerns. But in no case will price differentials be paid for the
purpose of carrying out this policy. Heads of Procuring Activities and Heads
of Field Purchasing and Contract Administration Activities are responsible
for the effective implementation of the Labor Surplus Area Program within
their respective activities. Responsibility for administration of the program
may be assigned to small business specialists appointed pursuant to 1-704.8.
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1-803(a)(iv) revised
(iv) Department of Labor certification (see 1-801.2(iv) )shall be con- -
sidered conclusive with respect to the particular procurement con-
cerned ;

1-804.2(b){(1) Notice revised as indicated

NOTICE OF LABOR SURPLUS AREA SET-ASIDE (NOV. 1957) -
(2) General. A portion of this procurement, as identified elsewhere in the Schedule,

bes been set aside for award only to one or more labor surplus area concerns, and, to

a limited extent, to small business concerns which do not qualify as labor surplus

area concerns. Negotiations for award of the sat-aside portion will be conducted only

with responsible labor surplus area concerns (and small business concerns to the

extent indicated below) who have submitted responsive bids or proposals on the

non-set-aside portion at a unit price no greater than 120 percent of the highest anit

price at which an award is made on the t-aside portion. g for the

set-aside portion will be conducted with such bidders in the following order of

priority:

Groupl. Certified-eligible concerns which are also small -~
business concerns.

Group2. Other certified-eligible concerns.

Group8. P t labor lus ares which are also small business
concerns.

Group k. Other persistent labor surplus area concerns.

Group5. Substantial labor surplus area concerns which are also small business

concerns.
Group6 Other sub ial labor lus area
Group 7. Small business concerns which are not labor surplus area concerns. J

Within each of the above groups, negotiations with such concerns will be in the order
of their bids on the non-set-aside portion, beginning with the lowest responsive bid.
The set-aside portion shall be awarded at the highest unit price awarded on the
non-set-aside portion, adjusted to reflect transportation and other cost factors which
are considered in evaluating bids on the non-set-aside portion except where a respon-
sive bid has been submitted on the non-set-aside portion at a unit price which when
s0 adjusted is lower than the adjusted highest unit price awarded on the non-set-aside
portion but could not be ted b of ity fons or other considera-
tion (such as the bidder’s responsibility). In the latter case if the quantity limitation
or other considerations do mot preclude consideration of the unit price of such
unaccepted bid at the time of negotiation for the set-aside portion, a quantity of the
Mwmequltomequnmyotmhmmptedmwmoﬂmw
oudﬂem«ulnthelroxderotpﬂoﬂtyltm‘djnmnnltprleto!nl:hu‘&
cepted bid. If no eligible bidder will take the entire quantity £o offered at the adjusted
unit price of the unaccepted bid, then all eligible concerns in their order of priority
shall be offered any lesser portion at the same price. (In the event more than one such
unaccepted bid Is involved, the same procedure shall be applied successively to each
such bid on negotiation for the set-aside portion.) Subject to the conditions set forth
below any remaining quantity of the get-aside portion shall be offered to eligible
concerns in their order of priority at the adjusted highest unit price awarded on the
non-set-aside portion. If such an unaccepted bid is submitted by a concern eligible to
‘ participate in the set-aside, such concern must accept a quantity of the get-aside
portion equal to the quantity of the unaccepted bid at the adjusted unit price of the
unaccepted bid before any portion of the set-aside may be awarded to that concern
at a higher price. If such an xunaccepted bid is submitted by a concern not eligible to
participate in the set-aside, a quantity of the set-aside portion equal to the quantity
of the unaccepted bid must be awarded at the adjusted unit price of such unaccepted
bid before any portion of the set-aside is awarded to any eligible concern at a higher
price. The Government reserves the right not to consider token bids or other devices
designed to secure an unfair advantage over over bidders eligible for the set-aside
portion.

[Notice continued on next page]




—

185

(b) Definitions.

(1) The term “labor surplus ares” means a geographical area which is a section
of concentrated unemployment or underemployment, ¢ persistent
labor surplus area, cr a substantial labor surplus area, as
defined below:

(i) "Section of concentrated unemployment or underemployment'
means appropriate sections of States or "labor arcas" so
classified by the Secretary of Labor.

(i1) “Persistent labor surplus area” means an area which (A) is classified
by the Department of Lakor as an “Area of Persistent Labor Surplus”

(also called “Area of Persistent Unemployment”) and is listed as
guch by that Department in conjunction with its publication “Ares
Trends in Employment and Unemployment,” or (B) is certified as an
area of persistent labor surplus by the Department of Labor pursuant
to & request by a prospective Contractor.
(1#1) “Substantial labor surpius area” means &n area which (A) is classi-
‘Bed by the Department of Labor as an “Area of Substantial Labor
Surplus” (also called “Area of Substantial Unemployment”) and
which is listed as such by that Department in conjunction witb its
publication “Area Trends in Employment and U ploy t,” or (B)
18 certified as an area of substantial labor surplus by the Department
of Labor pursuant to a request by a prospective Contractor.
(2) The term “labor surplus area concern” includes certified-eligible
concerns, persistent labor surplus srea concerns, and subtantial
lsbor surplus asrea concerns, as defined below:
(1) "Certified-eligible concern" means a concern (A) located
in or near a section of concentrated unemployment or under-
employment which has been certified by the Secretary of
Labor in accordance with 29 CFR 8.7(b) with respect to the
employment of disadventaged persons residing within such
sections, and (B) which will agree to perform, or cause to
be performed by a certified concern, a substantial proportion
of a contract in or near such sections; it includes a concern
which, though not so certified, agrees to have a substantial
proportion of a contract performed by certified concerns in
or near such sections. A concern shall be deemed to perform
a substantial proportion of a contract in or near sections of
concentrated unemployment or underemployment if the costs that
the concern will incur on account of manufacturing or produc-
tion in or near such sections (by itself if a certified con-
cern, or by certified concerns acting as first-tier subconurac-
tors) amount to more than 30 percent of the contract price.
(i1) “Persistent labor surpius area concern” means & concern that agrees
to perform, or cause to be performed, a rubstantial proportion of a
contract in persistent labor surplus areas. A corcern shall be deemed
to perform a substantial proportion of a contract in persistent labor
surplus areas if the costs that the concern will incur on account of
manufacturing or production performed in such areas (by itself or
its first-tler subcontractors) amount to more than 50 percent of the
contract price.

(111) “Substantial labor surplus area concern” means & concern that agrees
to perform, or cause to be performed, a substantial proportion of 8
contract in substantial labor surplus areas, A concern shall be deemed
to perform a substantial proportion of a contract in substantial labor
surplus areas if the costs that the concern will incur on account of
manufacturing or production performed in substantial and persistent
1sbor surplus areas (by itself or its first-tier subcontractors) amount
to more than 5C percent of the contract price.

[Notice continued on mext pagel
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(8) A “amall business concern” s & concern, including its affiliates, which is
independently owned and operated, is not dominant in the fleld of operation in which
it is bidding on Government contracts, and can further qualify under the criteria
set forth in regulations of the Small Business Administration (Code of Federal Regu-
lations, Title 18, Section 121.3-8). In addition to meeting these criteria, a manufac-
turer or & regular dealer submitting bids or proposals in his own name must agree
to furnish in the performance of the contract end items manufactured or produced
in the United States, its possessions, or Puerto Rico, by small business conceras:
Provided, That this additional requirement does mot apply in connection with con-
struction or service contracts.

(4) “Unit price” shall include evaluation factors added for the rent-free use of
Government property.

(¢) Identification of Areas of Performance. Each bidder desiring to be considered
for awdrd as a labor surplus area concern on the set-aside portion of this procurement
shall identify in his bid the geographical areas In which he proposes to perform, or
cause to be performed, a substantial proportion of the production of the contract. It
the Department of Labor classification of any such area changes after the bidder has
submitted his bid, the bidder may change the areas in which he proposes to perform,
orovided, that he so notifies the Contracting Officer before award of the set-aside
portion. Priority for negotiation will be based upon the labor surplus classification
of the designated production areas as of the time of the proposed award.
(d) Eligibility Based on Certification. Where eligibility for prefer- I

ence is based upon the status of the bidder or bidder's subcontractors
as & "certified-eligible concern," the bidder shall furnish with his

bid evidence of certificattion by the Secretary of Labor.

(e) Agreement. The bidder sgrees that: (1) iT awarded a contract as a
certified-eligible concern under the set-aside portion of this procure-
ment he will perform, or cause to be performed, a substantial proportion
of the contract in or near sections of concentrated unemployment or under-
employment and in the performance of such contract or subcontracts, will
employ a proportionate number of disadvantaged persons residing within
sections of concentrated unemployment or underemployment in accordance
with plans approved by the Secretary of Labor; (i1) if
awarded a contract as a persistent
labor surplus area under the set-aside portion of this procurement, he will
perform, or cause to be performed, a substantial proportion of the production in areas
classified at the time of award, or at the time of performance of the contract, as
persistent labor surplus areas; and (m) if awarded a contract as a substantial labor
surplus area concern under the set-aside portion of this procurement, he will perform,
or cause to be performed, a substantial proportion of the production in areas
classified at the time of award, or at the time of performance of the contract, as
persistent labor surplus areas.

(2) In requirements contracts involving a labor surplus area set-aside,
add the following to the above clause:

(f) Requirements Contract. Only one award will be made for each item or sub-
item of the non-set-aside portion and only one award will be made for each item or
sub-item of the set-aside portion. For the purpose of equitably distributing orders in
accordance with this “Notice of Labor Surplus Area Set-Aside,” the Government will
apportion the quantities to be ordered as equally as possible between the non-set-aside
Contractor and the set-aside Contractor to whum the awards are made.
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1-805 revised as indicated

1-805 Subcontracting With Labor Surplus Area Concerns.

1-805.1 General Policy. It is the policy of the Government to promote
equitable opportunities for labor surplus area concerns to compete for defense
subcontracts and to encourage placement of subcontracts with concerns which

—— will perform such contracts substantially in  labor surplus areas

— in the order of priority described in 1-802 where this can be
done, consistent with efficient performance of contracts, at prices no higher
than are obtainable elsewhere.

1-805.2 Labor Surplus Area Subcontracting Program. The Govern-
ment’s labor surplus area subcontracting program requires Government prime
contractors to assume an affirmative obligation with respect to subcontracting
with labor surplus area concerns. In contracts which range from $5,000 to
$500,000, the contractor undertakes the simple obligation of using his best
efforts to place his subcontracts with concerns which will perform such sub-

——— contracts substantially in lebor surplus areas

where this can be done, consistent with the efficient performance of the con-
tract, at prices no higher than are obtainable elsewhere. This undertaking is
set forth in the contract clause prescribed in 1-805.8(a). In contracts which
may exceed $500,000, the coniractor is required, pursuant to the clause set
forth in 1-805.3(b), to, undertake a number of specific responsibilities de-
signed to insure achievement of the objectives referred to above and to impose
similar responsibilities on major subcontractors.

1-805.3 Reguired Clauses.

(a) The “Utilization of Concerns in Labor Surplus Areas” clause set
forth below shall be inserted in all contracts in amounts which may exceed
$5,000, except— .

(1) contracts with foreign contractors which, -including all subcon-
tracts thereunder, are to be performed entirely outside the United States, its
possessions, and Puerto Rico;

(2) contracts for services which are personal in nature; and

(3) contracts for construction.

—>  UTILIZATION OF CONCERNS IN LABOR SURPLUS AREAS (Nov. 1967)
It is the policy of the Government to place contracts with concerns which will per-

form such contracts substantially in or near sections of concen-
trated unemployment or underemployment as a certified-eligible
concern or in areas of persistent or substantlial labor surplus
where this can be done, consistent with the efficlent performance of the contract, at

prices no higher than are obtainable elsewhere. The Contractor agrees to use his best

efforts to place his subcontracts in accordance with this policy. In complying with

the foregoing and with paragraph (b) of the clause of this contract entitled “Utili-

zation of Small Business Concerns,” the Contractor in placing his subcontracts shall

observe the following order of preference: (1) certified-eligible concerns which
are also small business concerns; (ii other certified-

eligible concerns; (111) persistent labor surplus area concerns

which are also small business concerns; (iv)other persistent labor surplus area
concerns; (v) substantial labor surplus area concerns which are also small business

concerns ; Evi)’ other substantial labor surplus area concerns; and (yi) small busi-

‘———» ness concerns which are not labor surplus area concerns.
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(b) The “Labor Surplus Area Subcontracting Program” clause below
shall be included in all contracts which may exceed $500,000, but which con-
tain the clause required by (a) above and which, in the opinion of the pur-
chasing activity, offer substantial subcontracting possibilities. Prime contrac-
tors who are to be awarded contracts that do not exceed $500,000, which in the
opinion of the purchasing activity offer substantial subcontracting possibili-
ties, shall be urged to accept the following clause: :

LABOR SURPLUS AREA SUBCONTRACTING PROGRAM (NOV. 1967)
{8) The Contractor agrees to and da a prog which will

age labor snrplus area concerns to compete for subcontracts within their capabilities.

In this connection, the Contractor shall—

(1) Designate a liaison officer who will (i) maintain liaison with duly aathor-
ized representatives of the Government on labor surplus area matters, (if) supervise
compliance with the “Utilization of C in Labor Areas” clause, and
(iii) administer the Contractor’s Labor Surplus Area Subcontracting Program;

(2) Provide adequate and timely consideration of the potentialities of labor
surplus area concerns in all “raake-or-buy” decisions;

(8) Assure that labor surplus area concerns will have an equitable opportunity
to compete for subcontracts, particularly by arranging solicitations, time for the
prep ion of bids, , specifications, and delivery schedules so as to facili-
tate the participation of labor surplus area concerns;

(4) Maintain records showing procedures which have been adopted to comply
with the policies set forth in this clause; and

(5) Include the “Utilization of Concerns in Labor Surplus Areas” clause in sub-
contracts which offer sub ial labor lus area sub racting opportunities.

(b) A *labor surplus area concern” is & concern which will perform, or cause to be
rformed, g substantial proportion of any contract awarded to it (1) <——
n or near "Sections of concentrated unemployment or underemployment
as a certified-eligible concern, (ii) in "Areas of Persistent labor
Surplus” or (1ii) in "Areas of Substantial Labor Surplus,” as desig-
nated by the Department of Labor. A certified-eligible concern shall
be deemed to perform a substantial proportion of a contract in or near
sections of concentrated unemployment or underemployment if the costs
that the concern will incur on account of manufacturing or production
in or near such sections (by itself if a certified concern, or by certi-
fied concerns acting as first-tier subcontractors) amount to more than
30 perceat of the price of such contracts; a concern shall be deemed to
perform a substantial proportion of a contract in a persistent or sub=- -—-
stantial labor surplus area if the costs that the concern will incur on
account of manufacturing or production (by itself or its first-tier
subcontractors) in such area amount to more than 50 percent of the
price of such contract.
(c) The Contractor further agrees, with respect to any subcontract hereunder
which is in excess of $500,000 and which contains the clause entitled “Utilization of
Concerns in Labor Surplus Areas,” that he will insert provisions in the subcontract
which will { b ially to the 1 of this clause, including this para-

graph (c), and that he will furnish the names of such subcontractors to the Con-
tracting Officer.




