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. DEC 5 1966
To the President of the Senate and the

Speaker of the House of Representatives

The General Accounting Office has examined into the propriety of
certain price increases under shipbuilding contracts. Our findings are
summarized in this letter and described in more detail in the accompa-
nying report.

The Department of the Navy agreed to reimburse prime shipbuild-
ing contractors for price adjustments paid to their supplier of marine
propulsion equipment and turbine generator sets on the basis of increases
in the supplier's catalog prices for designated commercial items, Within
3 months after the award of the related subcontracts, tne supplier in~
creased the catalog prices for the designated commercial items and
claimed and was paid price increases of more than $1.7 million for items
iurchased by the Government.

The record shows, however, that, with respect to certain of these
item .. there were no commercial sales of the itermns designated by the
supplier as the nearest commercial equivalent upon which to base price
adjustments, Also, for the remaining items, increases in the commercial
gelling prices were not proportionate to the increases in the supp!’ :r's
catalog prices. In fact, in some instances, even though the catalog prices
were increased, the commercial selling price remained the same,

The Department of the Air Force resident auditor responsible for
all Department of Defense activities at the supplierts plants requested the
supplier to furnish information on its commercial selling prices and
other pertinent data concerning the price increases prior to the time the
Navy reimbursed the prime contractors for the $1.7 million discussed in
this report, The requested information was not furnished by the supplier.

The prime contractors and the supplier advised us, in substance,
that the price increases were in accordance with contractual arrange-
ments. Complete details of their positions are included in the report.
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The Armed Services Procurement Regulation in effect at the time
of negotiations did not specifically require the agency or the prime con-
tractors to establish that catalog prices were bona fide commercial prices
before agreements were reached to pay price increases based upon in-
creases in catalog prices. In accordance with the provisions of Public
Law 87-653, the procurement regulation has been revised to require that
catalog prices for designated commercial equivalents be verified to en-
sure thal they represent actual prices of commercial itemns sold in sub-
stantial quantities to the general public, Further revisions are being
considered by the Armed Services Procurement Regulation Committee,

In addilion, we were advised that our findings on certain of these
itemns suggested a possible breach of contract and that the Navy would
make a detailed evaluation.

Department of the Navy officials advised us also that, if the study in-
dicates a basis for recovery, the Navy will evaluate the remaining items
discussed in this repcrt as well as other items purchased under other
Government prime contracts and subcontracts awarded under conditions
and terms similar to those discussed in this report. We are requesting
that we be advised of the Navy's final determination in this matter.

We are submitting this report to the Congress as an illustration of
the need for the Government to establish that catalog prices represent
those at which substantia) sales have been made to the general public be-
fore relying on such prices as a basis for procurement actions,

Copies of this report are being sent to the Director, Bureau of the
Budget, the Secretary of Defense, and the Secretary of the Navy.

T (1, st

Comptroller General
of the United States
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REPORT ON
REVIEW OF PRICE INCREASES
UNDER
SHIPBUILDING CONTRACTS
DEPARTMENT OF THE NAVY

INTRODUCTION

The General Accounting Office has examined into the propriety
of price increases paid to General Electric Company (GE) under
10 subcontracts for marine propulsion equipment and turbine genera-
tor sets on the basis of changes in its catalog prices of desig-
nated commercial equivalents. Our review was made pursuant to the
Budget and Accounting Act, 1921 (31 U.S.C. 53), the Accounting and
Auditing Act of 1950 (31 U.S.C. 67), and the contract clauses pre-
scribed in 10 U.S.C. 2313(b).

The 10 subcontracts were awarded to GE's Medium Steam Turbine
Generator and Gear Department, Lynn, Massachusetts, and Small Steam
Turbine Department, Fitchburg, Massachusetts, by the Bath Iron
Works Corporation, Bath, Maine, and the Defoe Shipbuilding Company,
Bay City, Michigan, prime contractors to the Department oI the Navy
for the construction of eight guided missile destrcyers under nego-
tiated fixed-price contracts with a price adjustment clause.

We directed our examination primarily to those matters which
appeared to varrant our attention and included an evaluation of the
justification for the price increases paid to GE under the 10 sub-
contracts. We did not make an overall evaluation of GE's contract
performance or of the reasonableness of the basic prices negotiated
with GE. In the examination made as a part of our continuing re-
view of the negotiation and administration of Government contracts,

we included a review of information made available to us by GE on



the increase in prices of the units purchased under the 10 subcon-
tracts, We also reviewed and considered available documents at the
Department of the Navy, the prime contractors', and other sources,
This review was conducted prior to the reorganization of the
Department of the Navy, effective May 1, 1966, Under this reorga-
nization, the Office of Naval Material became the Naval Material
Command; the Bureau of Supplies and Accounts became the Naval Sup-
ply Systems Command; and the material support functions of the Bu-
reau of Naval Weapons and the Bureau of Ships were assigned to four
systems commands--the Naval Air Systems Command, the Naval Ship
Systems Command, the Naval Ordnance Command, and the Naval Elec-
tronics System Command. Responsibility for those actions of the
former Bureau of Ships discussed in this report have now been
transferred to the Naval Ship Systems Command. In this report we
have referred to the Navy organizations as they existed at the time

of our review.



BACKGROUND
The Bureau of Ships, Department of the Navy, awarded prime

contracts NObs-3919 and NObs-3989 to Bath Iron Works Corporation
and NObs-392]1 and NObs-3990 to Defoe Shipbuilding Company for the
construction of eight guided missile destroyers. Construction of
these ships was included in the Navy's shipbuilding program for
fiscal years 1,57 and 1958, and the related funds were included in
the appropriation for shipbuilding and conversion.

In April 1957 and February 1958, the General Electric Company,
under these prime contracts, was awarded 10 fixed-price subcon-
tracts, with price escalation clause for 16 main propulsion units,
32 turbine generators, spare parts, and tools at a total price of
about $20.5 million. Each propulsion unit consists of a high-
pressure turbine, a low-pressure turbine, and reduction gears.

This equipment, with a rating of 35,000 shaft horsepower when con-

nected to the main boilers, provides the power necessary to propel

a ship. The turbine generator sets, with a rating of 500 kilowatts
when actuated by steam pressure, provide the electrical power for a
ship.

The subcountracis awarded to GE involved extended delivery pe-
riods and provided for adjusting the subcontract price to protect
the supplier against unforeseen increases in price levels and to
protect the Govermment in the event price levels declined. The
prime contracts provided for adjustments in the contract price in
the event that the prescribed Department of Labor indices for mate-
rial and labor increased or decreased. They also provided that the
prime contractors would be reimbursed by the Navy for the total
amount of price adjustments paid to their subcontractors.

Each subcontract awarded to GE by Bath and Defoe for prop...-

sion equipment and turbine generator sets contained a price
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adjustment clause which permitted GE to increase or decrease its
prices for these items if the GE catalog price of its designated
commercial equivalent unit changed. Any price increase was to be
limited to 10 percent of the negotiated price and was to be ap-
plied only to units undelivered at the time of the increase.

The cognizant supervisors of shipbuilding were responsible for
administration of the contracts, and the Air Force resident audi-
tors at the two General Electric Departments and the local Navy
Area Audit Office were responsible for auditing GE's and the prime
contractors' activities, respectively.

The principal management officials of the Department of De-
fense and the Department of the Navy responsible for the adminis-
tration of activities discussed in the report are listed in ap-

pendix I.



FINDINGS AND CONCLUSIONS

CATALOG PRICES USED TO JUSTIFY PRICE INCREASES
NOT REPRESENTATIVE OF ACTUAL SELLING PRICES

The Department of the Navy agreed to reimburse prime ship-
building contractors for price adjustments paid to their supplier
of marine propulsion equipment and turbine generator sets on the
basis of increases in the supplier's catalog prices for designated
commercial items. Within 3 months after the award of the related
subcontracts, the supplier increased the catalog prices for the
designated commercial items and claimed and was paid price in-
creases of more than $1.7 million fér items purchased by the Gov-
ernment.

The record shows, however, that, with respect to certain of
these items, there were no commercial sales of the items designated
by the supplier as the nearest commercial equivalent upon which to
base price adjustments and that, for the remaining items, increases
in the commercial selling piices were not proportionate to the in-
creases in the supplier's catalog prices. In fact, in some in-
stances, even though the catalog prices were increased, the commer-
cial selling price remained the same.

The Navy consented to the inclusion of the price adjustment
clause in the subcontracts and to the related price increases with-
out providing for review and evaluation by either the prime con-
tractors or the Navy of the reasonableness of the catalog prices of
the designated commercial equivalents or of the subsequent in-
creases in the prices.

The Armed Services Procurement Regulation 7-106.4 and the
price adjustment clause included in the subcontracts contributed to
the deficiencies disclosed by our review in that they did not spe-

cifically require Government prime contractors and/or contracting
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officers to determine that catalog prices were bona fide commercial
prices before agreeing to pay price increases based on the catalog
prices. Neither did the regulation or clause provide for examining
the supplier's sales records for evidence supporting increases made
in the catalog prices of designated items, nor did they require
suppliers to furnish evidence that commercial sales had actually
been made at the increased catalog prices prior to approving the
price increases claimed for items to be furnished to the Govern-
ment,

Details of our finding follow.

Bath and Defoe, under their prime contracts, awarded 10 fixed-
price subcontracts to two departments of GE for marine propulsion
units, turbine generator sets, and related items at a total price
of about $20.5 million. Each subcontract contained a clause which
permitted GE to increase or decrease the prices for the equipment
to be furnished if the established price of the commercial equiva-
lent unit changed. Any price increase, however, was to be limited
to 10 percent of the negotiated unit price. The pertinent section
of the clause contained in the subccntracis follows:

"The Seller warrants that the supplies covered by this

Purchase Order are supplies which the Seller customarily

offers for sale commercially, except for modifications in

accordance with the specifications of this Purchase Order,

and that as of the contract date any differences between

the unit prices stated herein and the Seller's established

prices for like quantities of the supplies which are the

nearest commercial equivalents of the supplies covered by

this Purchase Order (herein referred to as the established

price) are due to compliance with such specifications, and

to compliance with any requirements which this Purchase

Order may contain for preservation, packaging, and packing
beyond standard commercial practice. The term established




price as used in this clause is the net price after apply-
ing any zpplicable standard trade discormt offered by the
Seller from its list or catalog price." (Underscoring
supplied)

The clause further defined "established price' as the price
stated in GE's catalog. The catalog did not stipulate any standard
trade discounts.

The record shows that within 3 months after the award of each
of the 10 subcontracts by Bath and Defoe, GE increased its catalog
prices for the designated commercial equivalent of the 500-kilowatt
turbine generator set and the 32,000- or 35,000-shaft-horsepower
propulsion unit. GE subsequently claimed and was paid price in-
creases under these subcontracts totaling more than $1.7 million
solely on the basis of increases made in its catalog prices for
the designated propulsion units and generator sets. A schecule of

the subcontracts and the related price increases paid to GE fol-

lows:
Prime Price increases
contract Propulsion Turbine
NObs Subcontracts units generators
3919 DDG2/G&C-204; 205 § 366,024
DDG2/G&C-1 $113,680
3989 DDG10/G&C-204; 205 301,548
DDG10/G&C-1 93,729
3921 DDG-100 374,890
DDG-101 114,140
3990 DDG-12-100 322,443
DDG-12-101 47 ,642
Total $1,364,905 $369,191



Evaluation of ‘the price adjustment clause
by the prime contractors and the Navy

Bath and Defoe accepted statements made by GE that equivalent
rated propulsion units and turbine generator sets were being of-
fered for sale commercially, on the basis of established catalog
prices, without inquiring into the propriety of these statements.
They merely submitted the subcontracts containing the price ad-
justment clause to the cognizant supervisors of shipbuilding for
approval as required by their contracts with the Navy. The super-
visors approved the subcontracts without (1) evaluating the pos-
sible misapplication of thes price adjustment clause and without
(2) determining whether the commercially equivalent units cited in
the clause by GE did in fact exist and were being sold at the es-
tablished catalog prices.

The Armed Services Procurement Regulation (ASPR) 7-106.4, in
effect at the time the subcontracts were awarded, authorized the
use .of the price adjustment clause only where prices could be re-
lated to nearly equivalent standard supplies for which established
prices existed. The ASPR at that time did not specify the criteria
for determining the existence of established prices. It appeared
that Bath, Defoe, and the Navy accepted GE's commercial catalog
prices as being sufficient support of the fact that escablished
prices did exist.

When we attempted to ascertain the basis for the Navy's ap-
proval of the price adjustment clause, we were informed that the
contract files maintained by the supervisors who were responsible
for such approval could not be located. Available records indi-
cated that, in February 1964, the resident supervisor informed the

Navy auditor at Defoe that the intent of the supervisor's approval



of the subcontracts awarded to GE was to ratify source inspection,
verify progress reports, acknowledge that technical reviews had
been accomplished, and approve the administrative terms and condi-
tions of the subcontracts. It appeared from this statement that
the supervisor at Defoe was not concerned about the price adjust-
ment clause and its possible applications and that no evaluation
was made of the propriety of GE's statements included therein.

Had the prime contractors or the Navy properly evaluated the
price adjustment clause, they would have found it inappropriate be-
cause (1) the propulsion units specified in the clause as the
nearest commercial equivalents were not being sold commercially,
(2) other propulsion units and the turbine generator sets desig-
nated as commercial equivalents were being sold at prices signifi-
cantly below GE's catalog prices, and (3) there was no assurance
that GE's catalog prices for such items or subsequent changes in
those prices were reasonable since the catalog prices were not es-
tablished by, nor subject to, the restraints of open market

competition.



Evaluation of the supplier's price increases by
the prime contractors and the Navy

Within 3 months after the award of the 10 subcontracts, GE in-
creased its catalog prices for the designated commercially equiva-
lent units and requested price increases from Bath and Defoe total-
ing more than $1.7 million. The terms of the price adjustment
clause did not require GE to submit any data but a reprinted cata-
log page showing that the prices of the items had been increased.
Bath and Defoe paid the price increases without inquiring into the
propriety or the reasonableness of the increased amounts except for
assuring themselves that the price increases requested by GE were
in accord with the revised catalog prices.

In accordance with the terms of the prime contracts which pro-
vided for reimbursement of price adjustments paid to subcontrac-
tors, Bath and Defoe requested reimbursement from the Navy for the
price increases they had paid to GE. The Navy auditors responsible
for reviewing Defoe's prime contracts requested the Air Force resi-
dent auditor at GE to review the justification for the price in-
creases.

In March 1961, the Air Force resident auditor submitted an
initial advisory audit report on the price increases paid GE by
Defoe. This report stated that GE declined to submit evidence to
show that its catalog prices were the prices charged commercial
customers. The report also stated that GE refused to provide any
cost data, and, therefore, the price increases paid to GE could not
be related to increased costs. It was the opinion of the Air Force
resident auditor that GE had not submitted sufficient justification
to warrant the price increases. Apparently because of this audit
report, the Navy's contracting officer withheld his approval of re-

imbursement to Defoe for the increased prices Defoe had paid GE.
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We found no evidence that the Navy auditor responsible for re-
viewing Bath's prime contracts requested the Air Force auditor to
perform a similar review of the price increases paid to GE by Bath
under its contracts. When the Navy auditor at Bath was informed of
the Air Force resident auditor's report on the Defoe subcontracts,
he recommended to the contracting officer that reimbursement to
Bath for the price increases paid to GE be withheld until a final
decision was reached with respect to reimbursement to Defoe.

In another report which the Air Force auditor submitted to the
Navy in May 1963, he, in effect, reiterated his opinion that GE had
not submitted sufficient evidence to justify its price increases.
Despite these audit reports which indicated that there was insuffi-
cient justification for the GE price increases, the Navy reimbursed
Bath and Defoe in December 1963 and February 1964, for the price
increases they had paid GE.

We met with the cognizant contracting officer; representatives
of the Office of Counsel, Bureau of Ships; and the Auditor General
of the Navy to determine what actions had been taken with respect
to the audit report. We were informed by these representatives
that the Air Force auditor had exceeded the contract terms in in-
quiring into the reasonableness of the price increases paid to GE.
We were further informed that (1) the cognizant supervisors of
shipbuilding were solely responsible for determining the reason-
ableness of GE's warranties, (2) the Navy had no legal right to re-
quire GE to submit justification for the catalog price increases,
and (3) the reimbursements were considered to be proper under the
terms of the prime contracts. It appeared, therefore, that the
price adjustments were paid to GE solely on the basis of the exami-

nation of GE's catalog prices.

& |



Commercial catalog prices
not representative of
actual selling prices

Under the terms of the price adjustment clause, GE warranted
that its designated commercial equivalent to the propulsion equip-
ment and power generating units ordered by Bath and Defoe were cus-
tbmarily offered for sale commercially at catalog prices. GE des-
ignated its 32,000- and 35,000-shaft-horsepower propulsion units
and 500-kilowatt turbine generator set as being the nearest commer-
cial equivalents to the propulsion units and turbine generators or-
dered by Bath and Defoe.

GE officials refused to make available to us any information
pertaining to its commercial sales or pricing policies or to permit
a determination of whether commercial sales were actually made at
the catalog prices. Nevertheless, sales information obtained dur-
ing our prior reviews at GE and information obtained from other re-
liable scurces showed that GE had apparently not sold commercially
either a 32,000- or 35,000-shaft-horsepower propulsion unit.
Available records show that the Government had been GE's sole cus-
tomer for marine propulsion equipment in this shaft horsepower
range and that GE's sales of marine propulsion equipment were cus-
tomarily in the 10,000-to 25,000-shaft-horsepower category. The
records showed also that GE customarily sold marine propulsion
units at prices which ranged from 8 to 17 percent below catalog
prices and that changes in catalog prices had little or no effect
on the actual prices charged commercial customers.

With respect to the 500-kilowatt power generating units,
available commercial sales and purchase order information for 500-,
600-, and 750-kilowatt power-generating units showed that GE's

prices for these units ranged from 5 to 22 percent less than its
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catalog prices. Thus, not only the 500-kilowatt unit designated in
the clause as the nearest commercial equivalent to the unit being

procured for the Navy but other units were being sold commercially
by GE at prices significantly below its catalog prices, and catalog

price changes had little or no relationship to the changes in com-

mercial purchase order prices.

A comparison of the commercial selling prices and the estab-

lished catalog prices including catalog price changes and their re-

lation to commercial sales prices are set forth in the following

table.
Comparison of Commercial Sales Prices
and Related Catalog Prices
Commercial sales price
Unit Commercial Catalog below catalog price
rating prtice grige Amount Percent
Fower generator units
600 $143,594b $150,664 $ 7,070 4.7
5002 120,000 153,446 33,446 21.8
5002 120,000 153,446 33,446 21.8
600 150,000 162,785 12,785 7.8
750 112,817 144,000 31...183 21.6
750 118,115 134,900 16,785 12.4
Propulsion equipment
9,900 641,125 732,530 91,405 12.5
12,100 720,400 784,445 64,045 8.2
12,100 720,400 789,030 68,630 8.7
12,100 /20,400 839,030 118,630 14,1
13,750 737,296 896,570 159,274 k7«8

®These units had the same kilowatt rating as the generators sold
to Bath and Defoe for which GE received its price increases.

b . .
Identical units sold to two different customers.

1.3



Comments of contractors and
the Department of Defense

We brought our findings to the attention of GE, Bath, Defoe,
and the Department of Defense in two draft reports dated June and
August 1965. In our draft reports we recommenided that (1) the
agency obtain a refund from GE for the price increases for the ma-
rine propulsion units and (2) the Armed Services Procurement Regu-
lation, (ASPR 7-106.4) be revised to specifically require prime
contractors or agency contracting officers to obtain evidence that
catalog price increases represent bona fide price increases and
that adjustments in sales prices are made to a significant number
of buyers representing the general public.

GE, Bath, and Defoe did not agree with our findings. The De-
partment of Defense advised us that, in accordance with our recom-
mendation, the procurement regulation had been revised to require
verification that catalog prices for designated commercial equiva-
lents represented actual prices of commercial items sold in sub-
stantial quantities to the general public and that further revision
were being considered by the Armed Services Procurement Committee.
We were advised in addition that our findings on certain items sug-
gest a possible breach of contract and that the Navy would make a
detailed evaluation of the matter. In a subsequent meeting with
Navy officials, we were advised that, if the study indicated that a
basis for recovery existed, the Navy would evaluate the remaining
items discussed in this report as well as other items purchased un-
der Government prime contracts and subcontracts, awarded under con-
ditions and terms similar to those discussed in this report.

The principal comments of the contractors and the Department

of Defense together with our views thereon are set forth in the
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following sections of this report. Except for the voluminous ex-
hibits attached to the letter received from Bath Iron Works, the
full text of the comments are included as appendixes II through V
of this report.

General Electric Company comments

GE stated that the price increases were obtained in accordance

with the contractual arrangements made with Bath and Defoe.

Since the terms and conditions of the subcontracts we reviewed
stated that GE would be paid price adjustments in accordance with
changes in the catalog prices of its designated commercial equiva-
lents of the propulsion units and power-generating sets and since
GE raised the catalog prices of the equivalents within 3 months af-
ter the award of the subcontracts, we agree that the price in-
creases were in accordance with the contractual arrangements,

GE stated that "reference [in our draft report] to matters
such as cost justification, relationship of catalog prices and
alleged prevailing commercial prices and examination of sales
records were irrelevant to an examination of the parties' ob-
ligations and responsibilities under the clause [price adjust-
ment clause] in question."

The cost data referred to by GE has been deleted from this re-
port, We disagree, however, with the position taken by GE on the
remaining matters cited. We believe that the examination of sales
records and the relationship of catalog prices to prevailing com-
niercial prices were extremely relevant to evaluating the reason-
ableness of the price increases and the responsibilities of the
prime contractors and the Navy to protect the Government's inter-
ests. GE warranted in each of the 10 subcontracts referred to in
this report that the designated commercial equivalents were being

offered for sale commercially at the established catalog prices
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less applicable standard trade discounts. We know of no practical
way for the prime contradtors or the Navy to have substantiated
GE's warranties other than by examining GE's commercial sales rec-
ords and comparing prevailing commercial prices with its catalog
prices.

In this regard, we were advised by GE officials that GE did
not offer standard trade discounts from its established catalog
prices for power generator sets and propulsion units. However, our
review disclosed that GE did, in fact, sell these items of equip-
ment commercially at prices substantially lower than its catalog
prices. (See schedule on p. 13 .) Moreover, we found that GE had
not sold the propulsion units designated as commercial equivalents
on the commercial market. Consequently, in our opinion, the cata-
log prices of the designated commercial equivalents did not repre-
sent valid commercial prices and the increases made in these prices
did not result from open market operations and its accompanying
competitive restraints., Therefore, we cannot agree that the mat-
ters cited by GE are irrelevant.

GE stated that, in its opinion, the release of a report along

the lines indicated by the rlraft reports would be both unfair

and misleading.

It is certainly not our intent to be unfair or misleading in
any report. We have the responsibility, however, of reporting on
those contractual arrangements which appear to have been conducted
inappropriately or which are prejudicial to the Government's inter-
ests. It is noteworthy that the Department of Defense, in comment-~
ing on this matter, agreed that changes in ASPR wvere required to
provide greater assurances that claims for price increases occur-

ring under this clause would be fair and reasonable.
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Bath and Defoe comments

Bath and Defoe stated that ASPR provided for the price adjust-
ment clause that was used and that GE had complied with the
clause by submitting revised catalog prices of the designated
nearest commercial equivalent units. Bath and Defoe stated
also that they were contractually obligated to pay the price
increases claimed by GE.

These comments are essentially the same as those submitted by
GE and dealt with previously in this report. In our draft reports,
we stated that ASPR did not specifically require the Navy or the
prime contractors to determine that GE's catalog prices represented
its actual commercial selling prices or that increases therein rep-
resented price changes resulting from open market operations and
the accompanying competitive restraints. The ASPR did not prohibit
the Navy or the prime contractors from making this type of evalua-
tion.

In this respect, the ASPR has recently been revised to require
that items of equipment be sold at catalog prices in substantial
quantities to the general public before agreements are reached to
pay price increases on the basis of changes to catalog prices.

Bath stated that "GE's designated commercial equivalent list

as published in its handbook is and was recognized in the

trade as a list of equipment offered for sale by GE. Upon the
publication and distribution of such list both BIW! and the

Navy were justified and in fact required to accept the prices
thercin set forth." (Underscoring supplied)

As stated previously, GE warranted that the designated commer-
cial equivalents were offered for sale commercially at the catalog
prices. We found no evidence, however, that GE had ever sold, com-

mercially, the propulsion unit designated as the commercial

1Bath Iron Works Corporation, Bath, Maine
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equivalent. Moreover, for other items of propulsion equipment and
for power generating sets which were sold commercially, we did not
find one instance where GE quoted or sold these items of equipment
at the catalog prices. It seems to us that the catalog prices

alone provide little assurance as to their reasonableness.

Department of Defense comments

The Navy stated that "The escalation or price adjustment
clause used was that provided for in ASPR 7-106.4 and the only
available clause which was acceptable to both the subcontrac-
tors and the Navy."

The accaptance of a contract clause does not ensure that it is
fair and reasonable to the parties concerned or justify agreements
which are not in the best interests of the Government. As shown in
this report, the Government incurred increased costs of more than
$1.7 million because the Navy and the prime contractors agreed to
pay price increases based solely on changes in the catalog prices
of GE's designated commercial equivalents although the prices did
not represent bona fide commercial prices and the designated pro-
pulsion .aits had not been sold on the commercial market.

The Navy stated that "The use of such a clause is beneficial

to both contract parties because it obviates the need for con-

tractors to place a contingency factor in their price as a

hedge against a rise in labor and materials which may or may

not occur.'

We agree that the use of a price adjustment clause normally
obviztes the need for including a contingency factor in negotiated
prices. In this case, however, neither Bath, Defoe, nor the Navy
reviewed GE's cost estimates for producing the propulsion units or

power generating sets. Therefore, they had no assurance that GE



had not included contingency factors in the negotiated prices that
would be subject to the application of the price adjustment clause.
Moreover, the Department did not furnish any data which would indi-
cate that contingency factors were not included in the basic prices
that were negotiated.

Further, we do not agree that the use of the clause in this
case was beneficial to both parties. It seems clear that the use
of the clause was beneficial to GE since (1) price adjustments were
tied to the catalog prices of the designated equivalents which had
not met the price restraints of open market operations and (2) GE
could effect an in-rease in the subcontract prices by unilaterally
increasing its catalog prices.

The Navy stated in regard to the propulsion units that, after

careful and full consideration of all relevant facts, the Navy

was of the opinion that nn legal basis existed for obtaining a

refund from GE. The Department of Defense, however, stated

that certain findings in the report on power generating sets

""suggest a possible breach of the escalation clause of the

purchase order" and that the Navy would study the matter and

take such action as may be warranted.

In view of the above ccmments, we met with cognizant officials
of the Departments of Defense and Navy to clarify our understanding
of the Department's position. We have been advised that the Navy
is currently performing an e.aluation of the 10 subcontracts cited
in this report to determine if a refund should be sought from GE
for the total amount of the price increases--about $1.7 million.
We, therefore, have nc further comment to make at thiis time.

The Navy stated that the ASPR was revised to restrict the use

of the clause included in the subcontracts with GE. It stated

also that the revised ASPR restricted the use of the clause to
cases where established prices existed and had been verified

in accordance with the criteria set forth in ASPR 3-807.1--~
that prices be based on established catalog or market prices
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of commercial items sold in substantial quantities to the gen-
eral public, The Navy stated that the revised ASPR would en-
sure that the clause was used only in cases where catalog
prices were realistic indicators of actual market prices. The
Department of Defense stated that our report and recommenda-
tions had bheen brought to the attention of the ASPR committee
to determine whether additional provisions are required.

The revised ASPR 7-106.4 referred to by the Navy requires that
the following criteria included in ASPR 3-807.1 be used by agency
officials to determine that prices are catalog prices of commercial

items sold in substanti.l quantities to the general public.

"(i) An ‘established catalog price' is a price in-
cluded in a catalog, price list, schedule, or
other form that (A) is regularly maintained by
the manufacturer or vendor, (B) is either pub-
lished or otherwise available for inspection by
customers, and (C) stated prices at which sales
are currently, or were last, made to a signifi-
cant number of buyers constituting the general
public., An 'established market price' is a
current price, established in the usual and or-
dinary course of trade between buyers and sell.-
ers free to bargain, which can be substantiated
from sources independent of the manufacturer or
vendor.

"(ii) A 'commercial item' is a item, which term in-
cludes both supplies and services, of a class
or kind which (A) regularly used for other than
Government purposes, and (B) is sold or traded
in the course of conducting normal business op-
erations.

"(iii) Supplies are 'sold in substantial quantities'
when the facts or circumstances are sufficient
to support a reasonable conclusion that the
quantities regularly sold are sufficient to
constitute a real commercial market for the
item., Nominal quantities, such as models,
specimens, samples, and prototype or experi-
mental units, cannot be considered as meeting
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this requirement. Services are sold in sub-
stantial quantities if they are customarily
provided by the contractor, with personnel reg-
ularly employed, and with equipment, if any is
necessary, regularly maintained, solely or
principally for the purpose of providing such
services.

"(iv) An item is sold 'to the general public’' if it
is sold to other than affiliates of the seller
for end use by other than the Government.
Items sold to affiliates of the seller and
sales for erd use by the Government are not
sales to the general public.

"A price may be considered to be 'based on' established
catalog or market prices of commercial items sold in sub-
stantial quantities to the general public if the item be-
ing purchased is sufficiently similar to such a commer-
cial item to permit the difference between the prices of
the items to be identified and justified without resort
to cost analysis."

The revised ASPR incorporates changes required by Public
Law 87-653, effective December 1, 1962, and we believe that these
revisions will contribute to an effective solution of the deficien-

cies cited in this report.
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Conclusions

The Govermment, in our opinion, incurred increased costs of
more than $1.7 million for marine propulsioen equipment and power
generating sets because, within 3 months after the award of 10 subw
contracts, GE rzised the catalog prices of its designated commer-
cial equivalents and received from the Government corresponding
price increases in accordance with the price adjustment clause in-
cluded in the subcontracts., The pertinent records show, however,
that, with respect to certain of these items, there were no commer-
cial sales of the items designated by the supplier as the nearest
commercial equivalent upon which to base a price increase. For the
remaining items, increases in the commercial selling prices were
not proportionate to the increases in GE's catalog price. Further,
in some instances, even though the catalog price was increased the
commercial selling price remained the same.

The Armed Services Procurement Regulation in effect at the
time the subcontracts were awarded did not specifically require the
agency or prime contractors to establish that catalog prices were
bona fide commercial prices before agreements were reached to pay
price increases based upon increases in catalog prices, and, in
this respect, the ASPR contributed to the increased costs., We be-
lieve, however, that effective contract negotiations and adminis-
tration and proper discharge of responsibilities by the prime con-
tractors and the Navy should have included steps to make a positive
determination that GE's catalog prices actually represented its
commercial prices before the subcontract terms and conditions were
negotiated.

Agency action

In accordance with the provisions of Public Law 87-6353 the

ASPR has been revised to require that catalog prices for designated
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commercial equivalents be verified to ensure that they represent
actual prices of commercial items sold in substantial quantities to
the general public. Also further revisions to the regulation are
being considered by the ASPR Committee. Accordingly, we are making
no recommendation in this area at this time,

As a result of our findings, a study is being performed by the
Navy to determine whether a refund should be sought from GE. We
are requesting that we be advised of the Navy's final decision in

this matter.
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PRINCIPAL MANAGEMENT OFFICIALS OF THE DEPARTMENT OF DEFENSE

AND THE DEPARTMENT OF THE NAVY

RESPONSIBLE FOR THE ADMINISTRATION OF ACTIVITIES

DISCUSSED IN THIS REPORT

Tenure of office

DEPARTMENT OF DEFENSE

SECRETARY OF DEFENSE:
Charles E. Wilson
Neil H. McElroy
Thomas S, Gates, Jr.
Robert S, McNamara

DEPUTY SECRETARY OF DEFENSE:
Rueben B. Robertson
Donald A, Quarles
Thomas S, Gates, Jr,
James H. Douglas
Roswell L. Gilpatric
Cyrus H., Vance

DEPARTMENT OF THE NAVY

SECRETARY OF THE NAVY:
Charles S. Thomas
Thomas S, Gates, Jr.
William B. Franke
John B. Comnally
Fred Korth
Paul H. Nitze

UNDER SECRETARY OF THE NAVY:
Thomas S, Gates, Jr,
William B. Franke
Fred A. Bantz
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From
Jan, 1953
Oct. 1957
Dec. 1959
Jan, 1961
Aug. 1955
May 1957
June 1959
Dec. 1959
Jan., 1961
Jan, 1964
May 1954
Apr., 1957
June 1959
Jan. 1961
Jan., 1962
Nov. 1963
Oct. 193533
Apr. 1957
June 1959

To
Oct. 1957
Dec. 1959
Jan., 1961
Present
Apr. 1957
May 1959
Dec, 1959
Jan. 1961
Jan. 1964
Present
Apr., 1957
June 1959
Jan., 1961
Dec. 1961
Nov., 1963
Present
Apr. 1957
June 1959
Jan. 1961
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PRINCIPAL MANAGEMENT OFFICIALS OF THE DEPARTMENT OF DEFENSE
AND THE DEPARTMENT OF THE NAVY
RESPONSIBLE FOR THE ADMINISTRATION OF ACTIVITIES
DISCUSSED IN THIS REPORT (continued)

Tenure of office
From To

DEPARTMENT OF THE NAVY (continued)

UNDER SECRETARY OF THE NAVY (continued):

Paul B. Fay, Jr, Feb, 1961 Jan. 1965
Kenneth E. Belieu Feb. 1965 July 1965
Robert H. B. Baldwin July 1965 Present

ASSISTANT SECRETARY OF THE NAVY (MATERIAL)
(redesignated Assistant Secretary (In-
stallations and Logistics,) January

1961:
Raymond H. Fogler Oct. 1954 Jan. 1957
Fred A. Bantz Apr., 1957 Apr. 1959
Cecil P. Milne Apr. 1959 Jan. 1961
Kenneth E. Belieu Feb. 1961 Feb, 1965
Graeme C. Bannerman Feb., 1965 Present

CHIEF, BUREAU OF SHIPS (redesignated Naval
Ship Systems Command, May 1966):

Rear Admiral Albert G. Mumma Apr. 1955 Apr. 1959
Rear Admiral Ralph K. James Apr. 1959 Apr. 1963
Rear Admiral William A. Brockett Apr. 1963 Jan. 1966
Rear Admiral Edward J. Fahy Feb. 1966 Present
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GENERAL@ ELEGTR'C MEDIiUM STEAM
-OMPANY TURBINE GENERATOR
1100 WESTERN AVENUE, W ST LYNMN, MASS, . , . TELEPHONE LYmn B.4000 AND GEAR DEPARTMENT

August 3, 1965

Mr. J. K, Fasick

Associate Director

United States Ceneral Accounting Office
Washington .°, D. C.

Pear Mr. Fasick:

This letter is in response to your letter of June 8, 1965 requesting
onr comments on the draft of report N-112 regarding marine propulsion
equipment,

Before attempting to comment on individual items in the draft, let
us emphasize that the marine propulsion equipment referred to was pur-
chased on a competitive basis and that the price escalation terms now
being cormented en by yeur office was a Government requirement in
preference to other terms offered by the Company. Payment was in
accordance with the terms of the contract agreed upon by all parties
as a result of free and uncoerced negotiations,

We also wish to emphasize that in view of the market conditions
at the time, the businoss outlook, and the long history of ateady
inflation then existing, these provisions appeared sensible to all
contracting parties. Some form of escalation was commonly used at
that time in virtually all business contracts for heavy equipment.
The equipment was deliversd on time, in accordance with the quality
specified, and has performed with distinction. As a matter of fact,
the ships involved have logged about two million miles of operation
without incurring a single known breakdown of the propulsion equipment,
and the maintenance costs to the Government have been negligible, This
record is not a happenstance, rather it is a consequence of design and
manufacturing excellence, and of continued surveillance and service of
the equipment by General Electric,

Now to comment on some of the pertinent items of the report:

1. As to the escalation provisions, the Company was willing to
accept any of several types of escalation including (a) "Bakern
clause prescribed by the Armed Services Procurement Regulation,
or (b) a Bureau of Labor Statistics Material and Labor Indices
Type Escalation, and, in ove instance, (c¢) a Price in Effect
at Time of Shipment provision, rather than the "Baker™ clause.
The Baker clause, the only clause acceptable to the Government,
was agreed upon by all parties and it is the application of this
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clause, which was authored by the Government and not the Company,
which is now being questioned.

2., The gquestions raised as to costs incurred by the Company in
connection with the contract are not relevant since nowhere
in the contract is there any provision which would indicate
that the Company was required to substantiate its price changes
by supplying cost data. The purpose of the clause was to
determine the percent by which the competitive contract price
would be increased (up to a 10% limit) or decreased (no limit)
to give effect to changed prices at the time of shipment.

3. The corment in the draft that "there were no known commercial
salus of the items designated as the nearest commercial
equivalent ==-" iz glso not revelant because there is no
requirement in the contract that the designated commercial
equivalent be sold, only that it be offered for sale., This
requirement was fully satisfied by the Company. The inclusion
of this equipment in the Merchant Marine Turbine-Cear Handbook,
which set forth the equipment the Company was offering for sale
and the prices of the equipment enabled shipbuilders, architects
and shipowners to plan future ship constmction. Anyone desiring
equipment of this type could purchase the same from the Company.
Thus, the equipment designated by the parties to the contract
as the nearest commercial equivalent was in fact being offered
for sale commercially, as required by the ASPR escalation clause
included in these contracts.

4. Throughout the report, reference is made to discounts and it
is stated that the price adjustment clause defined the established
prices as the net price "after applying discounts", This is an
inaccurate representation of the clause, and many of the references
in the draft to the lack of adjustment of the catalog prices for
"discounts" apparently stem from this misunderstanding of the
clause. The clause actually defines "established prices™ as the
"nmet price after applying any apolicable standard trade discounts
offered by the contractor from his list or catalog prices™
(underlining supplied), The omission of the underlined words
gives an entirely different meaning to the clause than that which
obtains by their inclusion. A proper interpretation would recognizs
that the clause speaks of standard trade discounts which are not
price variationa based on competitive market conditions as the
draft discusses, but rather, a discount offered to a particular
type of customer in the distribution chain, such as, a discount
to a warehousing distributor. As there was no such "standard
trade discounts™ on this sguipment, the escalation on the basis
of the Handbook price changes was correct under the terms of the
contract binding on all partias.
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We believe that the release of a report along the lines indicated by
the draft would be both unfair and misleading. We earnestly hope that your
review will lead to the same conclusion.

We apprec’ te the opportunity to submit our cormments on the draft of
the report. In the event that any report is ultimately released, we request
that our comments be included in their entirety as a part of the formal
record. We will obviocusly be pleased to meet with you to discuss in
detail any of the points reviewed abova.

Very truly yours,

H R, Zt

GENERAL MANAGER

31



APPENDIX II
Page 4

GENERA‘. ELECTRIC SMALL STEAM

COMPANY TURBINE

166 BROAD $Y., FITCHBURG, MASS, 01421 , .. TWX 417-345.5414, TELEPHONE 343-4441 DEPARTMENT

September 30, 1965

Mr. J. K. Fasick

Associate Director

United States General Accounting Office
Washington 25, D. C.

Dear Mr., Fasick:

This letter is in respone to your letter requesting our comments on the draft
of report N-113 regarding turbine-generator sets used in ship construction.

At the outset, it should be emphasized that the egquipment reflerred to in the
report was purchased on a competitive basis, and the price escalation
provisions contained in the contract which your office is commenting upon
was a Government requirement which was used in preference to other terms
offered by the Company. Payment of the escalation was in accordance with
the terms of the contract, particularly the Government-authored escalation
clause which had been agreed upon by all parties as a result of free and
uncoerced negotiations.

It must be recognized that at the time these contracts were let some form of
escalation was commonly used in all contracts for heavy equipment. In its
proposals, the Company indicated it was willing to accept different types of
escalation. The Baker clause, the only clause acceptable to the Government
was agreed upon by all parties. It is the operation of this clause, which was
authored by the Government, and not the Company, that the draft report
questions,

The questions raised as to sales records and pricing data of the Company to
support the price increases in ite catalog price are not relevant since nowhere
in the contract is there any provision which would indicate that the Company
was required to substantiate its price changes by supplying this data. The
limited operation and application of the clause is clearly recognized at pages
12 and 14 of the draft report, The purpose of the clause was to determine the
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Small Steam Turbine Dept.
Fitchburg, Mass, 01421
September 30, 1965

Mr, J. K. Fasick

percent by which the cowmpetitive contract price would he increased {up to
10% limit) or decreased (no limit) to give effect to changed prices at the
time of shipment.

In view of these recognized limitations of the escalation clause in question,
it is submitted that the reference to matters such as cost justification,
relationship ol catalog prices and alleged prevailing commercial prices
and examination of sales records is irrelevant to an examination of the
parties' obligations and responsibilities under the clause in question,

There can be no question that the parties completely complied with their
contractual obligations as set forth in tne clause, and that the payments in
question were made in compliance with these contractual obligations.

While your office may have questions regarding the appropriateness and

the future of the particular escalation clause as presently worded, it is
submitted that recognition should be given to the fact that all parties lived
up to their obligations under the escalation provisions, and that there were
no other obligations nor requirements imposed by the escalation provisions.
The release of a report along the lines indicated by the draft, therefore,
would be misleading and unfair to all parties concerned. We trust that your
review will lead to the same conclusion,

We appreciate the opportunity to submit our comments of the draft of the
report. In the event that any report is ultimately released, we request
that our comments be included in their entirety as part of the formal record.

We obviously would be pleased to meet with you to discuss in detail any of
the points reviewed above,

Very truly yours,

(2 Gloflorel

A, E, PELTOSALO
General Marager

AEP:bjl
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pﬂ BATH IRON WORKS CORPORATION

SHIPBUILDERS anwo ENGINEERS
BATH - MAINE 04330

JAMES F, QOODRICH
FRLHDENT

10 August 1965

Mr. J. K. Fasick, Asgoclate Director
United Ststes General Accounting Offilce
Defense Accounting and Auditing Division
Washington 25, D. C.

Dear Mr. Fasick:

By letter dated 8 June 1965, you sent to Bath Iron
Works Corporation a preliminary dra}t report of the Genersl
Accounting Ofrice entitled "Unjustified Price Increases for
Marine Propulsion Equipment Paild to General Electric Company
Medium Steam Turbin¢ Generator and Gear Department, Lynn,
Massachusetts", and requested our comments thereon.

Enclosed you will find our comments es requested.
We believe that the report in the draft form submitted to us
unfairly reflects on Bath Iron Works Corporation and, 1if
issued, would be grossly misleading. We trust that further
consideration of all of the facts will result in a determination
by your office not to go forward with this report.

In the event that any report on this matter 1s released
by your office, we reguest that a copy of ouwr enclosed comments
be included as an exhibit to your report and that the same-
circu%ation be given to our comments as 1s given to your
report.

Thanx you very much for your courtesies in this mstter.
Very truly yours,
BATH IRON HORKS CORPORATION

-

NN \+ 6*&—&\«_'«..,‘..\»\
Japes F. Goodric

v sident

Enclosures
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COMMENTS BY BATH TRON WORKS CORPCRATION ON DRAFT REPORT OF
THE UNITED STATES GENERAL ACCOUNTING OFFICE ENTITLED "REPQRT
TO THE CONGRESS OF THE UNITED STATES, UNJUSTIFIED INCREASES
FOR MARINE PROPULSION EQUIPMENT PAID TO GENERAL ELECTRIC
COMPANY MEDIUM STEAM TURBINE GENERATCR AND GEAR EQUIPMENT,

: LYNN, MASS,"

Bath Iron Works Corporation (herainnrfer called "BIW")
makes the folloﬁing comments on the draft report (hereinafter
oalied "Report") sent to it by the Gensral Accounting Office
{hereinafter called "GAO") concerning the 2ropriety of price
incremses pald to the General Electric Company (hereinafter
called "CE") by BIW and Defoe Shipbuilding Company under sub-
contracts for maln propulsion turbines. and main reduction
gear (hersinafter celled "Main Propulalon Unita"),

BTW PAYMENTS REQUIRED BY APPROVED CONTRACT TERMS,

The BIW purchases discussed by GAO were made by BIW as
the prime contractor under contracts NObs 3919 snd NObs 3989,

All paymerts made by BIW to GE as the subcontractor for
main propulsion units instelled under contracts NObs 3919 and
KObs 3989 were made under subcontracts approved by the Navy.
Funther, the smounts of the price increases actuslly pald by
BIW to GE under these contracts were also approved by the Navy.

STATEMENT CONCERNING SUBCONTRACT
FOR MAIN PROPULSION UNITS AWARDED
UNDER CONTRACT NOBS 3919

Copies of BIW's price inquiries for the mein propulsion
units es lasued to GE are ettached hereto marked Exhibit A,

These ingquiries provided that consideration would be given
to proposals on a flxed price basis with adjustments for in-
creases and decreases based on such changes in the correspond-
ing eatabliashed prices of the neerest commercial equivslents

offarad for sale by the bidder.
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In reasponse therato, GE submitted ite proposasl for the
maln propulsion units. BIW acceptsd the GE proposal. A price
sdjuntment clsuss of the "Bsker" type was included in the
subcontract, 2 copy of such cleuse bsing attached hereto
mark ed Exhibit 3,
On July 1, 1957, GE incressed its cetalog prices for
its designated commarclel equivelent unit and notifled BIW of
the increase,
Before meking payment to CE for the amount billed for its
squipment, BIW secured spprovel of the nayment from the Navy.
In meking such payment, BIW did not depart from its
contract obligations with GE snd did not pesy more than it
was required to pey pursusnt to the terms of ths spproved con.
tract with GE,
STATEME NT CONCERNING SUBCONTRACT
WITH GE FOR EQUIPMENT UNDER
CONTRACT NOBS 13989

BIW was ewarded Contract NObs 3989 for two ahips in
January of 1958, Steps similar to those taken by BIW to se-
cure propulsion squipment under NObs 3919 wars takan in con-
neotion with Contract NObs 3989, Clauses asimilar to thore
discuased sbove were in the subcontract awarded to GE and
approvels similar to those outlined sbove wers obtalned from
the Navy.

COMMENTS ON THE QAO!S CRITICISM OF
FAILURE ON BIW TO CHECK COST JUSTI-
FICATION FOR PRICE INCREASES MADE BY GE

The GAO criticism of the price increases made sffsctive
by GE in relation to the propulsion sguipment which it fur-
nished to BIW ere based lesrgely on GAO's conclusion that
"liat prices on the designated commercial equivsalent were
not a proper baals for dstermining propriety of the subssguent

price increases under the six subeontract,"
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The answer tc GAC's hindsight conclusion concerning the
Baker Clause used in GE's subcontract 1a that, BIW did not
originaté the Clause, 1t was in general use at the time BIW
accepted GE's bids, there was and is nothing iilegal sbout it,
its mesning is clear and reguires no construction, and haviné
agreed to the Claure its provinlons were binding upon BIW,

GE and the Navy, Upon BIW being notified that the price of
commercisl esquivalents hed bsen incressed, such 1ncﬁeaaas,

up to 10% became binding upon BIW and the Buresu of Ships.

BIW BOUYD BY GE!'S PUBLISHED PRICES

GAQ criticlzen BIW for not inquiring into the propriety
of CE's atstemant that "aquivulent_sheft horsepower propulsion
units waeres being offersad for ssle commearcially." This was
not a statement by GE. GE's designated commercisl equivalent
1i«t as published in itz handbook ias and was recognized in
the trade aa =z liat of eguipment offered for sale by GE.
Upon the publication and distridution of such list both BIW
and the Navy were justified and in fact required to accept
the prices therein set forth,

COMMENTS RE FAILURE OF FRIME
CONTRACTCIIS TC GIVE CONSIDERATION TO
DISCOUNTS ON PRIGE INCREASES

GAQ's comments re fallure of prime contractor to give
conaldaration to discounts on price incresses falla to recog-
nize thst the clsune spenks of standerd trade discounts which
type of discount did not obtsin for this equipment, Thersfore,
there was no basis for the prime contrasctor to give the con-
;idoratlon suggested by GAO.

ANSWER TO GAO'S COMPLAINT THAT
BIW FAILED TO EVALUATE AMCONT
OF THE INCREASES

The anawer to this Complaint 13 glven by GAO itself st

psge 9 of tha Report:
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"Within threa months after the awerd of sach

of the six subcontracts, GE incresned itn catalog

prices for the commerclelly designated equivalent

units and raquested priva increases from RIW and

Defoe totalinz ebout 31.) million. = In accordance

with the terma of the price adjustment clauss, GO

wan not required to submit sny data but s reprinted

catalog Pogs inéiceting that the prices had been

increased, _ _ _

This §n a correct ntatement of the operation of the Baker
Cleure, Upon the submission of the reprinted catalogue pege,
BIW had no alternative but to accept the price incnglne_thprq
indiceted =g long as the mame was within the celling of not
more than 107%, The reassons why CE put the price increase into
effect were immeterial. It hud the right"éo to do under the
tarma of 1ts contract, It acted within its contract and the

action teken was binding on BIW,

SUMMARY

In purchasing the propulalon equipment under both contracts
discussed by GAO, BI¥ asked for bids from responaible subcon-
tractors, 1In tha case of both contracts, in fho opinlon of
BIY, the most advantaceous proposals Tor propulnion equipment
were meds by GE. ?2rice sdjuatment cleuses, with the approval
of the Buresu of Ships, were accepted by BIW. " The equipment
furnished met contract speclfication and wan pleced in the ships,
It has psrformed satirfactorlly slnce the ships hnve been in
asrvice,

As to the prics paid thersfors, BIW acted entirsly within
the tarms of ita contract. It did not fail to take any ection
which was required of 1t. All poyments made under the subcon-
tracts were required by the subcontract terms, and were approved
by the Navy.

August 10 , 1965 . WORKS CORPORATION
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BATH 1RO WORKSES CORFORATION
e PHIPBUILOERS ana ENGINEERS
BATH - MAINE 043230
JAMES P, SODDRICH.
PR LAT

September 16, 1965

Mr. J. K. Fasick, Associate Director
United States General Accounting Office
Defense Accountlng and Auditing Division
Washington 25, b. C.

Dear Mr. Fasick:

By letter dated August 5, 1965, you sent to Bath Iron
Works Corporation a preliminary draft report of the General
Accounting 0fflce entitled "Increased Costs For Turbine

Generator Sets Used In Ship Construction® and requested our
comments.

Enclosed you will find our comments as requested. We
believe that the report in the draft{ form submitted to us
unfairly reflects on Bath Iron Works Corpouration. Although it
conecludes that we acted in full compliance with our contractual
obligations, it still intimates 1in several places that we
should have gore far beyond thessz contractual cobligations in
evaluating the price adjustments.

In the event that any report on this matter is released
by your office, we reguest that a copy of our enclosed comments
be included as an exhibit to your report and that the same
circulation be given to our comments as is given to your report.
Thank you very much for your courtesies in this matter.

Yery truly yours,

IPORATION

RATH TRON WO

Enclosure
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COMMENTS BY BATH IRON WORKS CORPCRATION
ON DRAFT REPORT _
OF THE UNITED STATES GENERAL ACCOUNTING OFFICE
ENTITLED
"REPORT TO THE CONGRESS OF THE UNITED STATES,
TNCREASED COSTS FOR TURBINE GENERATOR SETS
USED IN SHIF CONSTRUCTION"

Beth Iron Works Corporation (hereinafter callsd "BIW")
makea the following comments on the draft report (herainafter
called "Report") sent to it by the General Accounting Office
(hersinafter called "GAO") under dats of Auguat 5, 1965 con-
cerning an evaluation of the justification for price incresses
paid to the General Electric Company (hereinafter called "GE")
under the terms of four subcontracts for marine turbine
generator gets (hereinafter called "Turbine Gensrators").

BIW PAYMENTS REQUIRED BY APPROVED CONTRACT TERMS

The BIW purchsases discussed by GAO were made by BIW as
the prime contractor under contracts NObs 3919 and NObs 3989.

All payments made by BIW to GE as the subcontractor for
generator sets instelled under contraects NObs 3919 and NObs
31989 were made under subcontracts spproved by the Navy. Fure
ther, . the amounts of the price increases actually paid by BIW
to GE under thesa contracts were also approved by the Navy,

STATEMENT CONCERNING SUBCONTRACTS WITH GE
FOR TURBINE GENERATORS

The GAOQ report at page ! states:

"Each subcontract awarded to GE by Bath and

Defoe for turblne generators contained a price

ad justment cleuse which permitted GE to increase

or decreass its prices for the egquipment to be

furnished if the GE catalog price of its desig-

nated commsrical squivalent unit changed, However,

any price incresss was to bs limited to 10 percent

of the negotiated price and was to apply only to
the undelivered units.,"
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within threu_mdnths after the award of sach of the two
subcontracts by BiH,_GE increasadﬁita catalog prices for the
commuréial equivalent of the S00-kilowatt turbine generator
sets and notiried BIH ur the lncrease.

Hafora mdking paymont to GE for the amount billed ror 1ts
equtpmant, BIH aecurad approval of the payment from the Navy.

In making such payaont, BIW did not depart from its con-
tract obligations with GE and did not pay more than 1t was
requirsd Eo pay pursuant to the terms of the approv.d contract
with GE. '

GAO'S CRITICISM OF INCREASED COST OF TURBINE
GENERATORS IS DIRECTED TO ARMED SERVICES
FROCUREMENT REGULATION T=106.4

While the GAO report comments that if BIW had checked
GE sales it would have been obvious that increasses in publiahed
catalog prices were not an appropriate basis for price in-
creases, the GAO report condudes that BIW actaed in full com-
pliance with its contract obligations,

The Report states that Armed Services Procurement Regulation
(ASPR) 7-106.4 was the contributing csuse of the increased
cost of the turbine generator sets,

The Report at page 13 makes the following statement:

"Since Bath, Defoe and the Navy were not specifi-
celly required to determine that the established

prices wers GEts actual commercial prices, they paid

the reguested price increases under the four subcone

tracts on the basis of changes in the catslog prices

of GEts designsted commercial equivalent. Moraover,

GE did not volunteer and was not required to furnish

any evidance that sales were actually made to its

commsrcial customers at the 1lnocrsased catalog price

prior to the time it claimed and was paid the $369,000

pricn Ancreases,"

Later in the Report at page 14, the following atatement i=

made concerning ASFR 7-106.4:
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"In this instance, the Armed Services Precurement
Reguletion (ASPR) 7-106.4 contributed to the increased.
costs uvince the regulatisn did not and does not
specifically require Government prime contrac®rs
and/or sgency contracting officers to determine that
sstablished prices are bona fide commercial prices
bafore sgreeing to pay price incremses based on those
established prices, Moreover, it doas not rovide
for an examination of contractorat sales records at
the time price inoreasss are clsimed nor does it res
quirecontractors to furnish any evidence that commer-
cial smles ars actually made to customers abt eatabw
14shed prices befors price increases may be paid,
Purthermore, unless A3FR ia revised %o correct the .
foregoing deficlencles, there is tio assurancs that: the
Government will not inour additional increased costs
by the use of this price-sadjustment cleuss in future
prime oontracts and subcontracte,”

BUMMARY

In purohasing the turbine generators under the two subocon-
tracts, BIW asked for bids from responsibles sub:ontractors,
In the case of both subcontracts, in the opinion of BIW, the
most advantageocus propnaalu.rcr turbine gsnerator sats wers
mads by GE, The price adjustment clauses submitted by CF were
in sccord with ASPR 7-106.4i. The equipment furnished met con-
tract specifications and has performed satisfactorily since
the installation, As to the prioces paid_thérbfor, BIW acted
sntirely within the terms of ifa"contracb: ﬁhe'contrnct com=
plied with ASPR requirements; BIW did.not fail to take any
action which was required of it and BIW did not ik lhy.pny-
ment to which it was not committed upder the terms of its
subcontracts,

Yeptembsr 16, 1965 BATH IRON WORKS CORPORATION

" O
: den
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July 23, 1965

Mr. J. K. Fasick

Associate Director
U. S. General Accounting Office
Washington 25, D. C.

Dear Mr. Fasick:

In your letter of June 8, 1965 you invited c¢omments
from our company on the preliminary draft report entitled, "Report
to The Congress of the United States - Unjustified Price Increases
for Marine Propulsion Equipment Paid to General Electric Company,
Medium Steam Turbine Generator and Gear Department, Lynn, Massa-
chusetts"., '

This preliminary draft report covers subcontracts awazd-
ed by our company and the Bath Iron Works to the General Electric
Company. Before our company issued these subcontracts to the
General Electric Company, we naturally discussed with their
representatives proposed escalation provisions. Escalation at
that time was a normal part of such long term subcontracts. The
type of escalation clause agreed upon was the same as that used
in contracts between the General Electric Company and other ship~
builders and in contracts between the General Electric Company
and the U, 5. Government. This type of escalation clause was
approved by and in use by government agencies.

The top of page 9 of the draft is headed, "Inadequate
Evaluation of Price Increases by Bath, Defoe and the Navy", and
further at the top of page 1ll, the draft states, "in light of
the above it is evident that neither the prime contractor nor the
Navy evaluated the reasonableness of the price increases claimed
by GE". Nothing contained in the escalation clause or in the
purchase order to General Electric gave us any right to question
in any manner General Electric's costs or profits in the performance
of these subcontracts. The payment of eacalation to General
Electric was in no way dependent upon their profits. It is, there-
fore evident that the contractor had no right to regquest cost
figures or profit figures frum General Electric. The catalog
prices as submitted to us were submitted in accordance with the
accepted escalation provisions.
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Mx. J. K, Faslck. - .= g e _
U. §. General Accounting Office - Page 2 | J¢;Y123; 1965

In view of the fact that the contractor fulfilled the
requirements of the acceptable escalation prOV1szons and that
these provisions did not require or permit the inspection of
General Electric costs or profits, the contractor cannot agreo
that he inadequately evaluated the price increauea.'

We are in agreement with: the information given3to the
General Accounting Office by the Counsel of the Bureau of Ships
as astated in the last paragraph on page !0 of the draft.
Yours very truly.
DEFOE SHIPBUILDING COMPANY

2/2%4,

W. M, Defoe

by
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September 7, 1965

Mr, J. K, Fasick

Associate Director

U. S. General Accounting Office
Washington 25, D. C.

Dear Mr., Fasick:

Your letter of August 5, 1965 invited comments from our
company on the preliminary draft report entitled, "Report to the
Congress of the United States - Increased Costs for Tvrbine Gen-
erator Sets Used in Ship Construction”.

This report covers subcontracts awarded by our company
and the Bath Iron Works to the General Electric Companv to supply
turbine generator sets for use aboard guided missile destroyer
type ships. At the time these subcontracts were awarded, it was
common practice to include escalation provisions in this type of
subcontract where long delivery times were involved. In our more
recent construction programs, we have been able to purchase this
type of equipment under subcontracts not having escalation clauses.

As you note in your report, the escalation clause used
in the subcontracts in guestion was a clause that met the reguire-
ments of the Armed Services Procurement Regulations. This same
type of escalation clause was, in fact, used by government agencies
in certain prime contracts. At the time the General Electric
Company notified us of the price increases, they submitted to us
the increased catalog price, This then met the reguirements of
the escalation clause. We did not have any right to question
General Electric's cost of production or profit figures and it
18 extremely doubtful that General Electric would have been willing
to disclose any such figures to us. It was not intended that the
escalation clause would be used in any way as a profit limitation
device,
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Mr. J. K. Fasick
U. S. General Accounting Office - Page 2 Sept. 7, 1965

In view of the fact that the escalation clause that was
used was an acceptable clause under the Armed Seivices Procure-
ment Regulations and in view of the fact that our company did abide
by the terms of this clause, we do not feel that our company was
lax in the handling of this matter. We agree with the statements
made by the Navy representatives as shown in the third paragraph
on pagde 11 of the draft.

If you should desire any further comments, please let

me know.
Yours very truly,
DEFOE SHIPBUILDING COMPANY
Z A e
W. M. Defoe
WMD: ew

Lbs



DEPARTMENT OF THE NAVY APPENDIX V
OFFICE OF THE SECRETARY Page 1
WASHINGTON, D. C. 20350

i 715 1965
Dear Mr. Fasick:

The Secretary of Defense has asked me to reply to your letter

of 8 June 1965 which forwarded the GAO draft report on price
increases for marine propulsion equipment paid General Electric
Company Medium Steam Trubine Generator and Gear Department, Lynn,
Massachusetts.

I am enclosing the Navy reply to the report.

Slncerely yo%;s,

Ve 1. %M

.11 THR M. LORGE "UFET
ASSISTAKT i, 8FT € THE NAVY
- ol WANACUARRT)

Mr. J. K. Fasick

Associate Director

Defense Accounting and Auditing Division
U. S. General Acccanting Office
Washington, D. C. 20548

Fnclosure

-(1) Navy Reply to GAO Draft Report of 8 June 965 on Unjustifie”
Price Increases for Marine Propulsion Eguipment Paid to
General Electric Company, Medium Steam Trubine Generator and
Gear Department,wLynn, Massachusetts (0SD Case No. 2319).
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NAVY REPLY
TO
GAO DRAFT REPORT OF 8 JUNE 1965
ON
UNJUSTIFIED PRICE INCREASES FOR MARINE PROPULSION EQUIPMENT
PAID TO GENERAL ELECTRIC COMPANY, MEDIUM STEAM TURBINE
GENERATOR' AND GEAR DEPARTMENT,
LYNN, MASSACHUSETTS
(0SD Case No, 2319)

A, GAQ FINDINGS AND CONCLUSIONS

GAO states that :he General Electric Company received about $1.4
miilion in unjustified price increases under six subcontracts for marine
propulsion equipment awarded by Bath Iron Works Corporation and Defoe
Shipbuilding Company as prime contractors to the Department of the Navy.
GE claimed and was paid price increases under the price adjustment clause
included in the subcontracts, Bath and Defoe claimed and were paid
corresponding price increases under the price adjustment clause included
in the prime contracts. GAO further states that had the Navy required
or performed a review and evaluation of the reasonableness of either the
GE list prices of the commercial equivalents designated in the price
adjustment clauses, or the subsequent increase in 1list prices, it seems
reasonable that the $1.4 million increase in the subcontract prices would
not have been approved,

B. GAO RECOMMENDATIONS

1. That refunds be obtained from GE for unjustified price increases
on six subcontracts,

2. That $4.4 million 1n'pr1ce increases paid to GE on other orders
for marine propulsion equipment having similar price adjustment clauses
be reviewed to determine if the increases were justified,

3. That the Department of Defense review and revise management
practices relating to the use and approval of price adjustment clauses to
ensure that appropriate determinations and evaluations are performed prior
to the acceptance of price adjustment clauses and subsequent price
increases,

4. That the findings in this report be brought to the attention
of contracting officials throughout the Department of Defense.
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C. NAVY POSITION

The Navy does not consider that it paid unjustified price increases
to Bath or Defoe through increases paid under six subcontracts on a price
adjustment basis with General Electric but rather that the prices were
agreed to under the terms and conditions of the prime and subcontracts and
that no basis in law exists for seeking a refund. However, these trans-
actions will be taken into consideration by the Navy incident to its

review of the General Electric Actions reported by GAO in OSD Case #23L7.

Bath and Defce obtained price competition for subcontracts for main
propulsion turbines and gears. The vendors, in this case General Electric,
required an escalation provision in the subcontracts as was customary in
the industry at that time. The escalation or price adjustment clause
used was that provided for in ASPR 7-106.L and the only available clause
which was acceptable to both the subcontractors and the Navy. The use of
such a clause is beneficial to both contract parties because it obviates
the need for contractors to place a contingency factor in their price as
a8 hedge against a rise in labor and materials which may or may not occur.
This clause, including the identification of the established price of ths
nearest commercial equivalent, was included in the subcontracts which were
approved by tne Navy. It is the position of the Navy that cost data is
irrelsvant to the operation of the clause once it is included in the con-

tract. Hence, there is no clear legal basis for seeking to obtain a refund.

The request for approval of a price adjustment was made by the prime
contractors early in 1961. Careful and full consideration of all relsvant
facts concernirig these six subcontracts was made by contracting and legal
personnel of the Navy during a period between 1961 and December 1963 when
the Navy decided that the subcontract price adjustments were made in
accordance with the subcontract terms and the Bath and Defoe were entitled

to the resulting adjustments in accordance with the terms of the prime
contracts. Considerations was given to the price adjustment clause in the

prime contracts which provided for reimbursement of the prime contractor
for the net amount of any adjustments made by the prime contractors pursuant
to subcontracts or purchase orders on a price-adjustment basls approved in
writing by the Navy. The subcontracts were approved by the Navy, the
selection of the nearest commercial equivalent was approved by the Navy,

the catalog price thereof was increased, the amount billed by the subcon-
tractors was determined to be in accordance with the approved subcontracts
and the prime contractors were entitled to seek reimbursement in accordance
with the terms »f the price adjustment clause in the prime contracts,

49
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There was no requirement at the time in question for the subcontractor
to show that it had actually sold the designed commercial equivalent at the
catalog price or to justify the price increase. This, coupled with the
fact that the prime contractors had been obligated to reimburse the subcon-
tractor pursuant to a classe which the Navy had agreed to, led the Navy to
decide, in accordance with the price adjustment provisions of the prime
contract, that the escalation c¢laims should be paid.

Considering that the price increases on the six subcontracts were
justified as in accordance with both the prime and subcontract terms,
there is no legal basis fer reviewing price adjustments for marine pro-
pulsion equipment which were made at the same time pursuant to price
adjustment clauses similar to those above discussed.

Since 1959 steps have been taken by the Department of Defense to correct
whatever deficiencies may have existed in connection with the use of price
adjustment clauses, A new price adjustment clause for shipbuilding contracts
approved in 1959 and the later clause approved in 1962, presently in use, do
not contain the provision for reimbursement to prims contractors for
escalation paid to subcontractors.

In addition, on 19 May 1965 the Armed Services Procurement Regulation
Committee approved for printing a revision of the instructions in ASPR
7-106.L4 concerning the use of the @scaistion clause for semi-standard
supplies. These instructions restrict the use of ths clause to cases where
the prices of semi-standard supplies can he reasonably related to the prices
of nearly equivalent standard supplies for which established prices exist
and have been verified in accordance with criteria in ASPR 3<807.1 (b) (2):
i,e., that the prices be based on (a) and established catalog or market
price, (b) of commercial items, (¢) sold in subgtantial quantities, (d) t»
the general public. This ASPR change will ensure that the clause is used
only in cases where catalog prices are realistic indicators of actual
market price,

Further the DOD reply to the GAO draft report dated 5 August 196¢
concerning the use of the same ASPR clause (0SD Case #23L47) states that
this matter has been brought to the attention of the ASFR Committe: to
consider whether any changes should be made to the clause itself.

The changes described above make unnecessary the matters of concern
indicated in recommendations 3 and L.
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE ‘
WASHINGTON, D. C. 20301

-msuu.mp.m AND LOGISTICS 17 NOV 1965

Mr. J. Kenneth Fasick, Asscciate Director
Defense Accounting and Auditing Division
General Accounting Office

Washington, D. C. 20548

Dear Mr. Fasick:

This refers to your letter of August 5, 1965, to the
Secretary of Defense transmitting copies of a draft
report entitled, "Increased Costs for Turbine Generator
Sets Used in Ship Construction," (08D Case #2347).

Your report states that General Electric Company, within
3 months after being awarded four subcontracts for 500-
kilowatt marine turbine generator sets from Bath Iron
Works Corporation and Defoe Shipbuilding Company, raised
the catalog price of the 500-kilowatt generator sets it
designated as .commercial equivalents and accordingly
claimed and was paid price incieases totaling $369,000 in
accordance with the price adjustment clause in the four
subcontracts. Since the prime contracts between the
Government and Bath and Defoe provided for reimbursement
of price adjustments paid by them on subcontracts, the
price increases were ultimately borne by the Government.

The report states further that Bath and Defoe agreed to
pay the price adjustment to General Electric on the basis
of General Electric's submitting a reprinted catalog

page indicating that the prices had been increased with-
out determining if General Electric normally sold its
designated commercial equivalents at the catalog price.
Had Rath and Defoe made this evaluation, or had the Navy
made its own review prior to approving the price in-
creases, the report finds they would have discovered
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that General Electric's commercial customers were not
paying the catalog price for 500-kilowatt and other
comparable turbine generator sets. The report, there-
fore, concludes that if such a review had been made,
the price increases would not have been approved.

You note that under the Armed Services Procurement
Regulation, 7-106.4, which was then in effect, prime
contractors and contracting officers were not required
to determine that established prices were bona fide
commercial prices before agreeing to pay for increases
based on those established prices. Moreover, the ASPR
did not provide for an examination of contractor's
sales records at the time price increases were claimed
nor did ASPR require contractors to furnish any evidence
that commercial sales were actually made to customers
at those established prices. In the absence of a re-
quirement to determine whether the prices as increased
were bona fide commercial prices, the prime contractors
and the Navy accepted General Electric's claimed in-
creases on the basis of a revised catalog price. Pay-
ment was made in accordance with the procedures set
forth in the contract clause.

However, we agree that your findings on the actual
selling prices to GE's commercial customers of 500-
kilowatt to 750-kilowatt turbine generator sets sug-
gest a possible breach of the escalation clause of
the purchase order. The Navy will look into this
matter and take such action as may be warranted.

The report recommends that ASPR 7-106.4 be revised

to specifically require prime contractors or agency
contracting officers to obtain evidence that catalog
price increases reflect bona fide price increases

and that adjustments in sales prices are made to a
significant number of buyers constituting the general
public. We concur in the thrust of this recommenda-
tion. In this connection it should be noted that
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ASPR 7-106.4 was revised on August 1, 1965, to provide
that catalog prices for commercial equivalents be veri-
fied in accordance with the criteria set forth in ASPR
3-807.1(b) (2) for "established catalog or market prices
of commercial items sold in substantial guantities to
the general public." B2Also, an ASPR subcommittee is
considering various aspects of price warranties under
ASPR Case No. 65-108.

While these changes should contribute to the solution
of the problem with which this report deals, it may be
that additional changes in the ASPR are required.
Therefore, the report and your recommendation have been
brought to the attention of the ASPR Committee for
appropriate action.

Sincerely yours,

eputy Assistany Secretary
of Defense (Procurement)

U.S. GAO, Wash., D.C, 53



