'REPORT T0
THE CONGRESS OF THE UNITED STATES

EXAMINATION OF
TI-IE PRICING OF FALCON MISSILES
UNDER
DEPARTMENT OF THE AIR FORCE CONTRACTS
OWITH
HUGHES AIRCRAFT COMPANY
CULVER CITY, CALIFORNIA

THE COMPTROLLER GENERAL OF THE UNITED STATES
APRIL 1961



COMPTROLLER GENERAL OF THE UNITED STATES
WASHINGTON 23

B-125071 APR 1 4 1969

Honorable Sam Rayburn
Speaker of the House of Representatives

Dear Mr. Speaker:

Enclosed is our report on examination of the prieing
of Falcon missiles under certain Degartment of the Air
Force contracts with Hughes Aircraft Company, Culver City, -

California. : .

The report shows that contract prices were established
for Falcon missiles without adequate evaluation, either by
Hughes or by Air Force contracting offlicials, of all sig-
nificant items of estimated cost included in the contrac-
tor's proposals. Appropriate. evaluation of information
avallable at the time the prices were established would have
disclosed that certaln of: these estimated costs were higher
than the costs which Hughes should have expected to incur.
As a result of our examination, Hughes took action to ob-
tain and pass on to the Government lower prices under cer-
tain subcontracts included in our review and, in addition
reexamined subcontract prices under a more recent coﬁtrac%
not included in our review and obtained further reductions
for the Government. These actlons, together with adjust-
ments for other cost overestimates disclosed by our review,
resulted in savings to the Government of $636,500. Also,
Hughes informed us that it has initiated changes in 1its
pricing procedures which are intended to assure that an
adequate evaluation 1s 'made of cost estimates for its con-
tract proposals. :

While contract prices were adjusted in this instance,:
we belleve that thls procedure does not constitute an appro-
priate substitute for initially establishing equitable
prices, based on thorough evaluation of all signiflcant and
pertinent cost and performance information avallable to the
contractor and the contracting agency at the time the prices
are established, since there 1s no assurance that equitable
adjustments will be made. We are recommending to the Sec-
retary of Defense that our findings in this case be brought
. o the attention of contracting officials of the military
departments to 1llustrate the importance of thoroughly re-
vliewing and evaluating the data supporting contractors! pro-
posals to determine whether these data furnish sound bases
for establishing failr and reasonable prices. -



B-125071 .

This report 1s also being sent to the President of the
Senate. Copies are being sent to the President of the
United States, the Secretary of Defense, and the S8ecretary
. of the Air Force.-

Sincerely yours,
T R

Assiﬁtadt Comptroller General
of the United 8tates

-
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REPORT ON EXAMINATION
~ OF

THE PRICING OF FALCON MISSILES
UNDER |
WITH
CULVER CITY, CALIF

INTRODUCTION

The General Accounting Office has examined the pricing of Fal-
con missiles under certain Department of the Air Force contracts
with Hughes Aircraft Company, Culver City,-Caiifornie. Cur exami-
nation was made_pursuant;towthe Budget and-Accounting Act, 1921i'
(31 U.S.C. 53), the Accounting and Auditing Act of 1950 (31 U.S.C.
67), and the authority of the Comptroller General to examine con-
tractors' records, as set forth in 10 U.S.C. 2313(b).

In our examination we directed_our attention primarily to
those aspects which seemed to warrant particular attention. We |
made a selective review of the estimated costs for materials and
subcontracted items, proposed by the contractor and accepted by
the Air Force in establishing prices for Falcon missiles, in rela-
tion to information available at the time of price negotiations.
We did not make an over-all examination and evaluation of the -

prices negotiated.



BACKGROUND INFOrMATION

Hughes Aircraft Company produces Falcon missiies and ;-_elated
equipment-in-a Government-owned plant, known as Air Fbrce,Plant.
No. 44, at Tucson, Arigzona. .Experimental models and'the first pro-
| duction models of the Falcon missile were produced for the'Ainil
Force by Hughes under cost-plus-a-fixed-fee contract AF 33(038)-
15826, dated June 26, 1951. The Alr Force awarded Hughes follow-

" on fixed-price incentive contract AF 33(600)-28380, dated Deoen-
ber 7, 1954, and»this contract was converted to a firmlfixed-prioe
contract during:negotiations concluded in June 1956.

Additional quantities of Falcon missiles were procured from
Hughes under fixed-price incentive;contract AF 33(600)~-31694, dated
February'l, l956,"which”also Was converted to a firm fixed—pricéﬂ
| contract in the June 1956 negotiations, and fixed-price incentive

contract AF 33(600)-33916, dated March 21, 1957. These two ooni
tracts were amended.on June 3; 1958 and September 3, 1958, respec-
tively, to provide for development and delivery of 140 of the mis-
siles as weapon system evaluator missiles_(WSEM),' The WSEM con-
tains a signal data recorder for'oollection,of data on in-flight
operations of the weapon'System for nSe in post-flight analysis:
and evaluation of the system s performance. The signal data re-
corder for the WSEM was developed by the Hughes research and de—
velopment staff Culver City, California, and its subcontractor,
Hathaway Instrument Division, Hamilton Watch Company, Denver, Colo-
rado. Hamilton Watch Company sold its Hathaway Instrument Divi-

sion subsequent to the time of our examination.



Fixed-price incentive contract AF 33(600)-33916 provided for
negotiation of a target price which included a target cost and a
target profit and for a final price to be negotiated at completion
of the contract on the basis of the costs actually incurred. As
an incentive for the contractor to exercise efficlency and econ-
omy in perforﬁance, the contract provided that the target profit
be 1ncreaeed by a stated percentage of.the amount by which the fi-
nal cost was less than the target cost or be decreased by a stated

percentage of the amount by which the final cost was more than the

target cost. _
A 1ist1ng of principal management officials of the Departments

of Defense and the Air Force during the period of this report is

attached as appendix I.

e



Contract prices were established for Falcon missiles withoﬁt
adequate evaluation, either by Hughesvor by Air Force eontracting
officials, of all significant items of estimated cost inciude&t;n
the contractor's proposals. Appropriate evaluation'of'infdrmation
available at the time the prices were established would have“dia-
closed that certain of these estimated costs were higher thahfthe
costs which Hughes should have expected to incur. As'a reanlteof |
our examination, certain reductions were made by Hughes 1nrth§=con-
tract prices, with savings to the Government of $636,500, as sﬁﬁﬁa-

rized below.

‘Reduction in subcontract prices $4l45,570

Refund of duplicated tooling cost 149,840

Refund of overestimated cost of _
subcontract price increase 41,000

Total savings to the Government = $636,500

Subcontract target prices established
on the basls of limlted and incomplete
cost agd prodgction 1nformation

In October 1957 Hughes issued two fixed-price incentive sub—
contracts to Hathaway for a total of 132 alrborne signal data re-
corders at a target price of $14,917.50 a unit. At the time the
target price was established for these ‘subecontracts, however, the
design, development, and testing of prototype units of the recorder
had not been completed and complete specifications for a satisfac-
tory protot}pe were not'avaiiable;= Hathaway had delivered six of
the protetypes to Hughes, but'these prototypes did not function.

4




properly, and certain essential éomponents had been returned'to'f
Hathaway fér further development._ donsequently, it seems evident
that the iimited information availgble on Hathaway's experience_:
under the preproduction prototype program, which was still in pfog-
ress at the time, did not provide Hughes and ﬁathaway a reliable
basis for establishing subcontract target prices in October 1957.
On November 4, 1957, Hathaway advised Hughes that 1t had been re-
quired to provide for a considerable amount of direct labor in 1ts
quoted prices because of the many contingencles that existed.
Hathaway stated, however, that it anticipated substantial savings
in actual production of the recorders and estimated that it might
be able at a later date to reduce 1ts price by about $3,000 to
$4,000 a unit. In January 1958 Hathaway made adjustments in the"
prices of certain component spare parts which, if projected over
the requirements for a recorder on the basis of the number of eabh
of the components cbntained therein, would have amounted to a |
price reduction of $1,846 a recorder. Hathaway advised Hughes
that price reductlons for the recorders could not be made until |
"late spring.™

On May 2, 1958, Hughes submitted to the Air Force a proposal
for a firm fixed price for 28 weapdn system evaluator'missiles to
be furnished urider contract -31694, and on May 13, 1958, Hughes"
submitted a proposal for a target price for 112 weapon.system eval-
uator missiles to be furnished:under”fixedéprice incentive con-
tract -33916. In these proposals Hughes included, as the esti-
mated subcontract cost for the airborne signal data recorders to'

be incorporated into the misslles, the target price of $1%,917.50

5



a unit established with Hathaway 7 months earlier, as adjusted for
reduced transportation costs. No recognition was given to the |
price reductions made by Hhthaway for component spare parts, which
would have amounted to $1,846 & recorder, or to the price reduc-
tions for recorders which Hethaway advised Hnghes i1t expected to_ |
make. Air Force contracting officials eccepted the price proposed
for these missiles by Hughes in establishing the firm fixed price
under contract -3169% on June 3, 1958, and the target price unfe:
contract -33916 on September 3, 1958. We found no evidence that
either Hughes or the Air Force contracting officials made an evalu-~
ation of the reasonableness of the subcontract target price estab-
1ished with Hathaway. | o |

During our examination we found that in September 1958
Hathaway had advised Hughes‘that 1t was reducing its price for the
recorders by $1,049.75 per unit and that on Jamuary 20, 1959,
Hathaway had refunded:$25o,obo”to'thhes'as a reduction of amounts
previously paid. 'Hughés had not made cbrresponding'edjustmentq in _
1ts prices to the Air Force. Subsequent to our review of this mat-
ter with Hughes on May 11, 1959, eubstantialiy lower prices were |
established for the recorders'under.the'subcontracts with Hathaway.
These subcontract price ad justments, along with the September 1958
adjustment of $l Oh9 75 per recorder, were included in amounts-
which Hughes passed on to the Air Force in July 1959 and Apri.
1960 as (1) a refund of'$103 140 under firm fixed-price contract
-31694% and (2) a reduction of $387,910 in the target cost under |
fixed-price incentive contract -33916



Hughes issued subcontracts to Hathaway uader fixed-price in-
centive contract AF 33(600)-36650 for 399 recorders and related
component spare parts. We did not examine these subcontracts, but,
in reviewing thb lower'briéés established under its subcontracts
with Hathaway, Hughes found that the price reductions applicable
to recorders obtained under prior subcontracts were applicabie
also to these 399 recorders, Hnghéé passed these additional sub-
contract price adjustments on to the Government as a reduction qf
$628,140 1in its.tﬁrget'cost under contract -36650. |

The reductions in firm prices and target costs under Alr
Force prime contracts, made by Hughes as a result.of establishing

lower subcontract prices with Hathaway, are summarized as followss

—?B‘%m-

Reduction of:

Firm coniract price $1o3 M0  $103,140
Contract target cost = | &;gz*g;g $828,1140
Target profit--8.5% - $32,970 § 32,970
Target profit--8% . Tl 66,250 6 250
Incentive profit--20% 77,5§Q 1§£‘§3Q __3‘31Q
Savings to the Government  $103,140 $110,970 $231,880 #445,570
- duplicated in follow-opn contract price

Hughes' May 20, 1956, price proposal for contraét -28380 in-
cluded in the estimated material and subcontract costs an amount
of $119,708, plus related overhead costs which increased the total
estimated costs to $149,840, for speéial tooling to be manufactured
or'purchased_fquﬁse 1n-performing_ths_contract. In an advisory

report on an earller price proposal for this contract, Air Force
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auditors questioned these tooling costs on the basis that a provi-
sion had been made for the tooling under preceding cost-plus-a-
fixed-fee contract -15826. However, in establishing a firm con-
tract price for contract -28380 in June 1956, the records of nego-
tiation show that Air Force contracting officials accepted, with
only minor adjustments, the contractor's proposed material-apgisub-
contract costs. | | |  iJ

According to the contractor's tooling records, the special
tooling, for which $lh9,8ho was inocluded in the firm price,egtab-
lished for contract -28380, was not acquired under this c'ohtract'.
The records show that the tooling had actually been acquired by
Hughes under preceding cost-plus-a-fixed-fee econtract -15826 and
that the Government had reimbursed Hughes for the cost of the;tqol-
ing under that contract. o | '.i»'

On May.ll, 1959, we discussed this matter with Hughes5'a§d*
subsequently, on July 24,1959, the contractor refunded to'thégﬁov-
ernment the amount of $149,840 for duplicate tooling cost. In;ﬁakp
ing this refund, Hughes advised the Air Force that the dupl‘icate
cost for tbbllng had been included in its price proposals by-mis-
take and that it had been the contractor's belief that this tool-
ing duplication had not been considered as a part of the costs
during contract price negotiations._

e _cost subcontra rice increa

Hughes' May 20, 1956, price’ proposal for contract -28380 also
included in the estimated materlal and subcontract costs a provi-
sion of about $228,300 for increases in the cost of subcontracts

awarded to Solar Alreraft Company, Des Moines, Iowa, and for



reiated overhead costs. Solar had 'eiperie_nce’d unexpected diff_icnl-
ties in the pcrformancc cf'subcontracts awarded by Hughes and had
incurred costs higher than anticipated, and in March 1956 requcSted
price relief frcm the prime contractor. Although Hughes agreed
with Solar that the subcontract prices ahculd-be.increased,.at the
‘ timc_Hughes submi.tted itszMay 20, 1956, price proposal to. thc Alr
Force, the prime contractor's own'estimate of the increase in sub-
contract costs, plus additicnal information furnished by the sub-
contractor, chowed that the,total cost of'tnc increase would -be
about $41,090 less than the estimate of $228,300 included in the
proposal. During negotiations concluded in June 1956 to establish
a firm price for contract'-28380, Air Force contracting cfficicls
accepted the estimated cost included in Hnghes' price proposal for
price relief to Solar. |

We discussed this matter with the prime contnactcr on May 11,
1959, and Hnghes subsequently acknowledged that it could not real
sonably have expected to pay, ani in fact did not pay, Solar the!
full amount included in 1ts May 20, 1956, price proposal. On i
July 2%, 1959, Hughes refunded $41,090 to the Government.

Subcontractor's comments

Hamllton Watch Company's comments on our findings, furnished
in a letter dated October 17, 1960, are set forth briefly below :

and are included in fuli.as appendix II to this report.

Hamilton stated that it felt the costs on which the
contract with Hughes was awarded were udequate to set
target prices and that the target prices proposed were
realistic in light of Hathaway's experience. Hamilton
also stated that the fact that Hathaway was able to pro-
duce the items substantially under the target cost was
primarily due to a breakthrough in manufacturing -



techniques to excellent cost control, and, to some ex-
tent, to a pyramiding of follow-on contracts.

At the time Hughes established target prices for the fixad-
price incentive subcontracts 1ssued to Hathaway in October 1957,
for 132 airborne signal data recorders, as shown oh page h, the
design, development, and testing of the prototype units ‘had not
been completed and adequate specifications.were'not availeble,
~ Hathaway had dellvered six of the prototype units to Hughes,.but

these prototypes did not funetion properly and certain essentiall
components were returned to Hethaway for further development. Fur-
ther, the subcentractbr advised Hughes by 1ts letter of November L,
1957, after the target prices had been established, that Hathaway
had been'iequired to'meke'provision in its.quoted prices for the |
many contingencies that existed. - | |

It seems evident that, in the absence of adequate'specifica-
tions or a workable-brototype, sound bases were not available for
reliable cost estimates on which reasonable target prices could be
established for production quantities of the recorders. |

Hamlilton stated that it 1s the company's procedure
to review its renegotiation status prior to the end of -
each year and, if it feels that any category of business
made more money than the company feels 1t can retain un-
der renegotlation, to determine the amount and refund
those dollars to %he"largest=customer falling under that
category. Hamilton. stated also that it 1s not quite cor-
rect to say that the amounts returned to Hughes were
through Hughes' efforts or the GAO study, but that under
any circumstances these adjustments woul& ‘have been made
by Hathaway under Hamilton policy and/or contract re-
quirements.

The Government's costs of military procurements may in some'

Ny

cases be reduced by the contractors' surrender of a portion of

thelr profits,'or'by price reductlons 1in contemplation of a review
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under the Rehegotiation Act of their over-all profits on Govern-
ment businese. Howeve:,‘we believe that reliance on such proeef:
dures does not-edequetely pretect the Government's interests.
While contract prices were adjusted in this instance, we bel:le\_re'-E
that price refunds or price reductions made to adjust ﬁnreasonabiy
high contract prices do not constitute an appropriate substitute
.for the establishment of equitable-priees based on a thorough_evel-'
“uation of all_significant,and'pertinent cost and performance 1nfer-
mation avaiiable to the contracting parties'at the time prices are :
established. Postaudit procedures, particularly.those_applied se- |
lectively to contracts or to limited aativitias.within a contract,
provide no assurance that inequitable prices will be fully dis-
closed or that appropriate price adjustments will be made. Fur-
thermore, there 1s no assurance that any of the increased costs |
borne by the Government fdr high eontract prices_will be recovered
in renegotiation, since renegotiation proceedings are conducted on
the basis of a contractor's over-all financial results experienced
on its total business with the Government during a fiscal year,
and not on an individual prime:contract or eﬁbcontract ba<is.
Prime cgnt;actor's:cohments
' Hughes Aircraft'Company's comments on our findings, furnished
in a letter dated October 17, 1960, are set forth briefly below
and are included in full as appendix III to this report. | |
Hughes stated that the review by the Alr Force and
Hughes of the factual findings and questions raised as a
result of our examination not only had resulted in reach-

ing agreement on the facts, but also in cash refunds and

target cost reductions by Hughes, totaling some
$1,510,120, on four Air Force prime contracts, with sav-
ings to the Government of almost $636,500. Hughes also



stated that as a result of our examination it had ini-
tiated changes in its prime contract pricing practices

at its Tucson plant which it ‘hoped would assure that ade-
quate evaluation would be made of the estimated costs

for all materials and subcontract items included in its

missile contract proposals._

Our examination of the contracts selected for review at
Hughes' was greatly facilitated by the contractor's cooperatiqn
and asslstance. Also, as shown on page 7, Hughes not only toog_ae-
tion to obtain and pass on to the Government lower prices unde;,

the subcontracts we reviewed but, in addition, reexamined subcon-

tract prices under a more recent contract not included in ourfegam-
ination. As noted by Hughes, these actions by the contractor re-

sulted in savings to the Government of $636,500.

The comments of the Office of the Assistant Secretary of the

Air Force (Materiel), furnished in a letter dated .February 27;.
1961, are set forth briefly below and are included in full as ap-

pendix IV to thils report.

The Office of the Assistant Secretary stated that
our findings were carefully reviewed by the Air Force
and that an adjustment amounting to $636,501 was ob-
tained from the contractor on account of the excessive
costs. - Although 1t was noted that the amount of this
adJustment 1s small in relation to the total price nego-
tlated for five contracts wlth Hughes, the Office of the
Assistant Secretary stated that this does not minimize
elther the amount involved or the deficlencies which re-
sulted 1n the excess cost to the Government, but rather
"ix*x* 1t is the position of the Air Force that, regard-
less of the amount involved, 1t 1s incumbent upon manage-
ment to use each case to the fullest to help bring about
more effective controls and tighter pricing."

In discussing problems involved in pricing military
procurements generally rather than the immedlate subject
of thls report, the Office of the Assistant Secretary
stated that, although many important changes in the regu-
lations and 1nstructions governing defense procurement

i2



have been made, "*** there 1s one aspect of this subject
which is highly significant and which we belleve merits
further attention. This is the fact that, i1f sound pric-
ing of military supplies 1s to be accpmplishad, not only
the Government but industry also must fully understand
and be prepared to meet the very serious responsibili-
ties imposed upon it by the new policles and procedures.
For example, the requirement for contractors to certify
to the accuracy and completeness of the data used in pre- .
paring their proposals is not merely procedural; this is
a basic substantive requirement. It recognizes a fact

- that has become increasingly evident as military equip-
ment has become increasingly complex:; If effective nego-
tlations are to be conducted for supplies that may in~
volve the costing. of thousands of separate items and
parts, 1t 1s essential that contractors' purchasing sys-
tems and estimating practices be efficlent enough and de~
pendable enough to assure the availability, when needed,
of the data essential for sound estimating by the con-
tract?r and proper evaluation of prices by tke Govern-
ment.” . -

We fully agree witb'thb'Offige~of'the-Assistant Secretary
that prime coﬁtractbrs'hnd.subcoﬁtractbrﬁ of all tiers_mﬁst be
held :eSponsibie for-furnishing agcuratefand complete information
for use 1nJestablishihg3piiges-which are fair and reasonable to-
the'contracting.parties.. Oﬁr-recent_examihatipns confirm the -
stateﬁent-of the Office of the Assistant7secretafy that a wide va-
riety of'aqtions“dfé being-takeh by the Aif.Forceito 1mprove con~
tract ﬁriciﬁg; ”Thé_Aif Force has béen responsive to the findings
disclOsedEﬁj:qur'examiﬁatidns and:has initiated action to provide
more efrective inétructioné'andwérice-eﬁaluation techhiques for
use by its contraéﬁing officlals. While the stated objectives of
the Alr Force appear very comprehensive and sound, on the basis of
our examinations to date we believe that a continudus and vigorous
survelllance must be exsrcised by the military agencies over the
administration and performénce of defense contracts.:

- The Office of the Assistant Secretary stated that
***% in the pricing of many thousands of contracts,
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involving billions of dollars annually, with limited num-
bers of personnel working within a reasonably limited o
framework of time, mathematically perfect results cannot .
realistically be expected. *** Under such circumstances,
~after-the~-fact review of any complex procurement program -
will unquestionably reveal data and factors that were
not known to the participants in the negotiations or - =
were not thoroughly considered by them. *** Accordingly, .
post audits will continue to reveal cases in which costs

were overestimated and 'excessive' profits resulted.
Some of these cases-~-such as those covered in GAO reports
-=-will also reveal opportunities for improving our esti-
mating and pricing techniques. It is important, however,
for anyone reading the results of such post-audlts-to_
recognize that the over-all effectiveness of existing !
policies and techniques cannot be measured by any indi- :
vidual contract standing alone. Such an evaluation 1s
possible only by a review of the result of a fair and
representative sample of procurement actions."

We recognize that in large and complex programs the conditi@hs

~ found in any one contract will nqt“necessarily be rép:esantat1v§ 

of the manner in which the-entire procurement program has_been-g§h-
ducted. Ve belleve, however, that every effort should be made to
avoid deci#ibnsfwhich are'unséﬁhd:oh the BaSis of the informatiqhs
available at the timglfhendeéisions are méde, and 6ur reports aié
concerned brimarilyfwith:matters of this kind} We alsd belieVe :
that the.ideﬁtification 6f'misfakes.made should sefvé.ﬁs a basié;
for 1mprove¢ént'of;brécurement-proqedures:and pracfices.

. 1ons ' _ | o a

Our examination of the pricing of Alr Force contracts with
Hughes Aircraft Company disclosed.that'prices to the Government'{
were based on estimated costs, certain of which were higher than
the contractor should have expected to incur. We believe that a '
thorough review and evaluation by the Air Force of ‘the contrac-
tor's price proposals and supporting data would have disclosed

that these estimated costs were high in relation to.the pertinenﬁ

14



information availablé'at the.time. The value of such a eritical

'appraisal 1s demonstrated by the results of the review 1nitiatéd.

by the-contractor.after we brbught the matter to its attention. 

While contract prices were adjusted in this instance, we balievé_
that this procedure does not constitute an apbropriate substituté
for initially establishing equitable prices since there 1s nb aé-
surance that equitable adjustments will be made.

We recommend that the Secretary of Defense have our findings
in this case brought to the attention of contracting officiais of
the military departments to illustrate the 1mport£nce of thoroughly
reviewing and'evaluating the data supporting contractors' propos-

als to determiné'whethér'these data furnish sound bases for'estab-

1ishing fair and reasonable prices.

| 15
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APPENDIX I
PRINCIPAL MANAGEMENT O
OF THE DEPARTMENTS OF D T

r

DURING THE PERIOD OF THIS REPORT
DEPARTMENT OF D S

(o) ns

Robert S. McNamara January 1961 to date

Thomas S. Gates December 1959 to January 1961

Neil H. McElroy : September 1957 to December 1959

Charles E. Wilson January 1953 to September 1957
Assistant Secretary of Defense (Supply and Loglstics)

Thomas D. Morris January 1961 to date o

Perkins McGuire January 1957 to January 1961

| DEPARTMENT OF THE AIR FORCE
Secretary of thg'Air_Forgg“ | B |
Eugene M. Zuckert January 1961fto date

Dudley C. Sharp December 1959 to January 1961

James H. Douglas o . May 1957 to December 1959

Donald A. Quarles ‘August 1955 to April 1957

Assistant Secretary of the Air Force (Materiel)

Philip B. Taylor January 1959 to February 1961

Dudley C. Sharp October 1955 to January 1959:
ommander, Alr Materiel Command | ?

Gen. Samuel E. Anderson - * March 1959 to date

Gen. Edwin W. Bawlings July 1951 to February 1959

17
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APPENDIX II

AHAMILTON WATCH COMPLPANY

Manufacturer of Fine Watches and Precision Instruments LANCASTIER, PENNA.. U. 8. A.

October 17, 1960

Mr, James H, Hammond

Assistant Director

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

Dear Mr. Hammond:

Mr, Sinkler, our Precident, has asked me to write you concerning
your preliminary draft of a report, which you were so kind to send to
us with an invitation to corment, on your examinations of the priocing
of certaln contracts with the Hughes Aircraft Company.

Our desire to comment revolves around several statements made .
ooncerning our former division, Hathaway Instruments, and the Hughes
Airoraft Company. The statements made are not quite exact, and we
fear that they would lead to many misconceptions,

. On Page 3, second paragraph, we disagree with your statement in
that we feel the costs on which the contract was awarded were adequate
to set target prices, It must be remerbered that preceding the contract
in question was a CPFF contract and a redeterminable contract, (These -
contracts had resulted in a loss to Hathaway of approximately $250,000,)
The target prices we proposed were realistic in light of our experience,
and thesge figures were used in arriving at our bid, The fact that we
were able to produce the items substantially under the target cost
was primarily due to a breakthrough in mamufacturing techniques,
excellent cost control, and to some extent, a pyramiding of follow-on
contracts, Had the cost elements known for consideration at the time
of the writing of this contract been any more "set®, then a firm fixed
price contract should have been written as per instructions by A.S.P.R.
As it _was,ta redeterminable type wae chosen which under the eircumstances
was correct, L _

The only target prioce reductions actually made by Hathaway were the
two mentioned on page 5 of $1,846 and $950. Pages 3, 5, and 6 state
that Hughes induced us to give additional price concessions as a result
of the G.A.0, study, It is true that Hughes did come to us asking if we’
would give additional price concessions. We replied that we obviously =~
could not until the contracts had been audited and redetermined, This
was done just prior to the end of 1959. The savings passed on by Hughes -
to the Air Force as coming from Hathaway were really the result of this-
redetermination, except for $100,000, This latter figure weas specificelly.
spelied out as a renegotiation refund, - _ o Lo

%GAO comment: Our examination did not include a review of the final prices” ~ =

- established by Hughes and Hathaway at completion of the pre- .. . .

ceding cost-plus-a-fixed-fee and price-redeterminable subcontracts.

CREATOR OF THE WORLD'S FIRST ELECTRIC WATCH: 1 5
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Mr, James H, Hasmond ' (2) October 17, 1960

In regards to the $100,000, it is the Hamilton Watch Company's
procedure to review its Renegotiation status prior to the end of each
year. If we feel that any category of business (CPFF, Fixed Price,
Other) made more money than we feel we can hold under Renegotiation,
we determine the amount and refund those dollars to the largest
customer falling under that category. The $100,000, then, reflects
upon several contracts, but Hughes being the largest customer in the
"Other" category, we chose to give the money to them,

' During the process of settling the contracts in question, we told
Hughes that for their purposes with you they could hendle the contract
reductions that took place through redetermination along with the
$100,000 in any manner they saw fit as it was no concern of ours. But,
as pointed out above, it is not quite correct to say that the amounts
returned were through Hughes' efforts or the G.A.0, study; under any
circumstances, these adjustments would have been made by Hathaway, under
Ramilton policy and/or contract requirements, The $250,000 Hathaway
sent to Hughes (Page 5) actually was the result of an overbilling error.
We expected to rebill for the $250,000 returned at a later date but
 this proved unnecessary,

The amounts Hughes returned to the Air Force was in error by $9,400,
In trying to arrive at a quick Redeterminable and Renegotiation
settlement with Hughes prior to our sale of Hathaway, and also so that
they could settle with the Air Force, unaudited figures were used for
billings. This was recognized at the time end a letter written to
cover the fact and allow for later adjustment should the billing figures
prove wrong after audit. As it happened they were in error by $9,400,
but as of this date, Hughes has refused to refund us this amount.

We do believe that the above .infdrm,ation should be taken into

consideration in your report, -
Very truly yours,
AMILTON WATCH COMPANY
= S
s / 0 S\ i O,

Lo -Go . .Vernon
Manager, Contract Accounting

LGV:EHP
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EEnouy 68711
UPren 0O.7144

HUBHES AIRCRAFT COMPANY

T CULVER GIvY.
CALIFORNIA

October 17, 1960

Mr, James H. Hammond, Assistant Direotor
Defense Accounting and Auditing Division
United States General Accounting Ofrioe
441 0 Street N. W.

Washington 25, D. C.

Dear Mr. Hanmondz

' This will ackmowledge receipt of your letter
of Sthember 30, 1960 and of & copy of a preliminary
draft of a report on your examination of the prioing
of .certain Department of the Air Force prime contracts
with the Hughes Alroraft Company for the produstion of
Faioon Niasilqa at Air Foroce Plant No. &4 1u Tucson,
Arizona. .

A8 you know, during the Past qixteen months

‘we have worked closely with you and your staff, with the

Manager of your Los Angeles Regional Office and his ataff,

_and with the AFPR's Office and the AF Resident Auditor at
Hughes-Tucson in a Jjoint GAO-Air Forsce-Hughes review of '

the factual findings made and questions raised by your -

field auditors and of the views and positions of the
- Hughes Aircrart Company with respect thereto.

"As the preliminary draft of your roport shows,
not only has this tripartite review resulted in an agree-
ment being reached on facts but also in cash refunds and
target cost reductions totaling some $1,510,120 being
made by the Hughes Airoraft Compgny on four Air Force
prime contraocts with concomitant cost savinss to the
Government of almost $636, 500.

In addition, we are pleaaed to report that also

'as a result of your audit findings and our Jjoint review -

thereof we have initiated changes in our prime contract
pricing practices at Hughes-Tucson which we hope will
assure that adequate evaluation is made of the estimated
costs for all materials and subcontrast 1tema included in
our miassile contract proposals.
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MUGHES AIRCARFT COMPANY __ KPPENDIX I1T

To: Mr. James H. Hammond  October 17, 1960

_ We wish to again express our sincere appreci-
ation for the unfailing courtesy shown us by you and
your staff and by Messrs. Harold L. Ryder and Maurice D.
Shumer of your Los Angeles Regional Office, who from the
beginning outlined for us in detail the factual basis of
your auditors' questions and who always were willing to
give consideration to the viewpoint of the Hughes Airecraft
Company with respoot to these questions.

. w1th beat personal wishes, I am
Sincarely yours,
'HUGHES AIRCRAFT COMPANY

an Manaser, Aorospaoe Group

81
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Orricx OF THE ASSISTANT SECRETARY

APPENDIX IV

DEPARTMENT OF THE AIR FORCE
WASHINGTON

Feb 27 i?éit“t

Dear Mr, Hammond:

1 refer to your letter of September 30, 1960, e nclosing
copies of a preliminary draft report on your examination .
of the pricing of Department of the Air Force contracts
with Hughes Aircraft Company, Culver City, calitornia.

This report has been carefully reviewed by Air Eorco o
personnel. The report finds that excess costs were 1nourrod :
by the Government because (1) purohase orders placed by the
contractor were overpriced due to the absence of roliablo '
cost and production inf vmation, (ii) the coatractor's - -
estimate included charges for special tooling zor which _TS

. payment had previously been made, and (iii) the eatimate

included an excessive amount for the cost to the contractor
of providing price relief to a subcontractor.

As noted in the report, an adjustment was obtained
from the contractor on account of these excess costs.’ This
adjustment amounted to $636,501, which is somewhat larger. -
than the figure shown in the report because of an additionnl
target price reduction of 166 505 negotiated by the Alr: Fbrco.

_ Without question, this is a very substant1a1 sun.
However, to place it in perspective, it is worth noting
that it represents 0,169% of $376, 190 360.02, the amount’
negotiated in five contracts with this company during the
period from 1951 to 1958, This is not to minimize either
the amount involved or the deficiencies which resulted in
the excess cost to the government, but rathex to place both-
in more realistic focus. 1V/ith respect to the deficienc1es,
it is the position of the Air Force that, regardless of the .
amount involved, it is incumbent upon management to use each

" case to the fullest to help bring about nore effective

controls and tighter prlclng._

The problems involved in the present report are ba51ca11y
similar to problems discussed in previous GAO reports. From .

-our’ comments on these reports, the General Accounting 0ff1ce

is familiar with the many changes in the regulations' and: '~
instructions governing Defense procurement that have been
made since the transactlons ‘discussed in this report too“‘place.
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. Current policies on the negotiation and pricing of
Defense contracts strongly emphasize the requirement that
contracting personnel obtain and carefully consider available
cost and price data before reaching agreement on contract
prices. We have informed the General Accounting ‘Office of
the importance that we attach to these policies and of the
training measures and other actions we have taken to insure
that they are thoroughly understood and eftectively imple-

- mented by procurement personnel.

Although these policies and implementing procedures have
boen discussed with you in some detail, and have been favorqbly
commented upon by your office, there is one aspect of this
subject which is highly significant and which we believe merits
further attention. This is the fact that, if sound pricing’of
military supplies is to be accomplished, not only the Govern-
ment but industry also must fully understand and be prepared
to meet the very serious responsibilities imposed upon it by
the new policies and procedures. For example, the requirement
for contractors to certify to the accuracy and completeness of
the data used in preparing their proposals is not merely pro-
cedural; this is a basic substantive requirement. It recog-
nizes a fact that has become increasingly evident as military
equipment has become increasingly complex: If effective
negotiations are to be. conducted for supplies that may involve
the costing of thousands of separate items and parts, it is
essential that contractors' purchasing systems and estimating
- practices be efficient enough and dependable enough to assure
the availability, when needed, of the data essential for sound
estimating by the contractor and proper evaluation of prioes
by the Government. _ _

~ The same 1s true in pricing contracts that may result in
thousands of subcontracts and purchase orders of all tiers.
For the Government to review the cost and price data pertinent
to all of these transactions is obviously a physical impos- '
sibility. Instead, reliance musi necessarily be placed on
sampling techniques, test checks, audits, and siriilar measures
to insure that contractors® purch~51ng systems can be reason-
ably relied upon to result 1n sound purchase order and sub-
contractor pricing. o :

To achieve these objectives, heavy emphasis has been placed
by the Air Force on its long-range program for the analysis and
evaluation of contractors' purchasing and estimating systems.
With the cooperation of industry, increasingly intensive efforts
are being made to correct the deficiencies and weaknesses that
these surveys have revealed.
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Actions taken by Hughes Aircraft Company (the contractor
referred to in the draft report) give some indication of the
effect that this program is having. During the past several
months, Hughes has made significant changes in its purchasing
policies and practices and in its organizational structure.
The purpose of these actions has been to assure greater use
of technical specialists by buyers, increased availability of

‘ecost and price data, proper documentation of files, and

reviews by management at both operating and corporate levels.
A re-survey by the Air Force plant representative at the
Hughes plant in October 1960 showed that as a result of these
measures, significant improvement had been made in the comn-
tractor's purchasing procedures. In addition, the contractor
undertook a complete re-examination of its estimating system
as the result of a survey which the Air Force completed imn -
September 1960. This has already led to a number of changes
in the contractor's estimating organization, including the
employment of a new director of material, with much further
effort and additional measures in prospect for the future.

_ Without going into detail regarding the wide variety of
actions being taken by industry and the Air Force in this
effort to improve contract pricing, we are pleased to say that
the response from business leaders and from industry generally
has been highly gratifying. During the past year in particular,
this program has received greatly increased attention from Air
Force contractors. Numerous conferences and seminars have- been
attended by top levels of industrial management. Extensive
correspondence has been conducted with the Air Force by indi-
vidual companies and industrial associations. In turn, many
companies have undertaken similar programs or have expanded
existing programs to improve the estimating and purchasing

- systens, of their supp11ers._

On the ba51s o* evaluatlons made by the Air Force ‘and the
detailed reports we have received to date from industry, we are
confiaent that the Government is achieving significant benefits
from this program in the form of reductions in the cost of
military supplies and that further savings can Le expected as
improved methods of operations are developed and put into effect.
It is evident, however, that this is a program of major magni-
tude and 1ndeflnite duratlon, not one that can be completed in -
the immediate future and forgotten. If the gains already made
are to be preserved and if further progress is to be made, the
program must be maintained as an integral element in the con-
tinuing effort to improve pricing techniques and reduce the
cost of military supplies. - :
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I would add one further comment that we feel is
especially relevant to cases of the type discussed in the
draft report. You will agree, I am sure, that in the
pricing of many thousands of contracts, involving billions
of dollars annually, with limited numbers of personnel
working within a reasonably limited framework of time,
mathematically perfect results cannot realistically be
expected. Estimating is not a precise science but an
exercise in personal judgment that involves not only the
collection and examination of available cost and price data
(which in many cases is voluminous) but also the weighing
of the inevitable uncertainties and unknowns that have to be
taken into account in evaluating this data and projecting
it into the future.

Uander such circumstances, after-the-fact review of any
complex procurement program will unquestionably reveal data
and factors that were not known to the participants in the
negotiations or were not thoroughly comnsidered by them.

The prices agreed upon will invariably differ to some extent,
upwvard or downward, from what they would have been 1f the
additional data and factors had been known and taken into
account. As a result, some contracts will result in losses
and others in unexpectedly large profits, and, regardless

of improvements in estimating techniques, this condition
will prevail as long as prices are established in advance of

contract performance rather than afterwards.

_ Wé'could, of course,.cbmpletely eliminate over-estimates
and excessive prices by postponing pricing actions until
after contracts are completed and costs are known, but this
is a poor alternative since it would destroy the principal
incentive that contractors now have to increase eifficiency
and reduce costs., . Accordingly, post audits will continue
to reveal cases in which costs were over-estimated and "excessive"
profits resulted. Some of these cases--such as those covered
in GAO reports--will also reveal opportunities for improving
our estimating and pricing techniques. It is important,
however, for anyone reading the results of such post-audits
to recognize that the over-all effectiveness of existing
policies and techniques cannot be measured by any individual
contract standing alone. Such an evaluation is possible only
by a review of the result of a fair and representative sample

of procurement actions.

o We appreciate. this opportunity to furnish ydu with our
comments on the draft report. Although our remarks have gone
considerably beyond the immediate subject of the report,

rd

25




e e -

e i 5ol

e et o ey,
i

APPENDIX IV

we hope they may be helpful in the further consideration
called for by this important aspect of the problems involved
in pricing military procurements. The job of dealing with
these problems is one that will continue to require the '
persistent attention and efforts of industry and of all
interested activities of the Govarnment. .

' Sincerely,

Mr. James H. Hammond -

Assistant Director _ ALRCH J. RACUSIN
Defense Accounting and Deputy Por Prouu: dTeab sad Production
Auditing Division :
United States General
Accounting Office




