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BY THE COMhROLLER GENERAL ‘-” 
Report To The Chairman, Subcommittee On 
Procurement And Military Nuclear Systems 
Committee On Armed Services 
House Of Representatives 
OF THE UNITED STATES 

Observations Concerning Profit 
Rates On Selected Navy Contracts 

In testimony before the Subcommittee on 
June 16,1981, Admiral Hyman G. Rickover 
alleged that four contractors were making 
excess profits on specific Navy contracts 

GAO was asked to verify the allegations and 
provide any special or extenuating circum- 
stances surrounding the procurements that 
should be considered in evaluating the rea- 
sonableness of the profits. GAO found that 
the profit figures cited by Admiral Rickover 
were essentially accurate. 
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Request for copies of GAO reports should be 
sent to: 

U.S. General Accounting Office 
Document Handling and Information 

Services Facility 
P.O. Box 6015 
Gaithersburg, Md. 20760 

Telephone (202) 275-6241 

The first five copies of individual reports are 
free of charge. Additional copies of bound 
audit reports are $3.25 each. Additional 
copies of unbound report (i.e., letter reports) 
and most other publications are $1.00 each. 
There will be a 25% discount on all orders for 
100 or more copies mailed to a single address. 
Sales orders must be prepaid on a cash, check, 
or money order basis. Check should be made 
out to the “Superintendent of Documents”. 



COMPTROLLER GENERAL OF THE UNlTED STATES 

WASHINGTON D.C. 20546 

B-207729 

The Honorable Samuel S. Stratton 
Chairman, Subcommittee on Procurement 

and Military Nuclear Syste,ms 
Committee on Armed Services 
House of Representatives 

Dear Mr. Chairman: 

This report is in response to your Subcommittee's request 
that we review specific allegations made by Admiral Hyman G. 
Rickover (Retired), former Deputy Commander for Nuclear Propul-" 
sion, Naval Sea Systems Command, Department of the Navy, to 
determine whether excess profits have been made. During your 
Subcommittee's June 16, 1981, hearing covering profit limitations 
on Defense contracts, Admiral Rickover provided specific examples 
of contracts on which he believed excess profits had been made. 

In subsequent meetings in your office, we advised that we 
could not render an opinion whether excess profits had been made 
in any individual case since there are no generally accepted 
criteria as to what constitutes excess profits. We pointed out 
that this particular issue had been much debated in certain 
congressional committees without resolution. Accordingly, as 
agreed with your office, our study was basically a data-gathering 
effort to determine whether the situations described by Admiral 
Rickover actually occurred and to identify any extenuating or 
special circumstances which the Subcommittee should consider in 
assessing the reasonableness of the profits realized by the 
contractors. 

As requested, we limited the review to the allegations 
concerning contracts and/or subcontracts with the Cabot 
Corporation, the Carborundum Company, the Newport News 
Shipbuilding and Dry Dock Company, and the United States Steel 
Corporation. We reviewed the cases and supporting data provided 
by Admiral Rickover's staff, and we contacted the contractors to 
determine if (1) the profits discussed were normal for similar 
work and (2) there were any special circumstances, such as heavy 
investment requirements, unusual risks, etc. In addition, we 
obtained other financial information that has been considered 
relevant in the past to determinations of excesssive profits. 
Our review was performed in accordance with generally accepted 
government audit standards. 

Our review showed that the profit figures cited by Admiral 
Rickover were essentially accurate. In each case, contractors 
claimed special circumstances -- unusual quality control require- 
ments, highly trained personnel, or special facilities -- which 
they believe justified their profits. These circumstances, 
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together with other details on our work, are contained in 
appendix I. 

We interviewed the individual contractors after completing 
our review work, and we briefed them in detail about our 
findings, The contractors’ comments did not change the amounts 
and rates of profits identified in our draft report. The 
contractors generally identified additional circumstances which 
they believe would justify the profits negotiated or made. We 
have incorporated, where appropriate, the contractors’ and the 
Department of Defense’s (DOD’s) comments in appendix I. Copies 
of letters providing written comments are in appendixes II 
through V.. 

As arranged with your office, unless you publicly announce 
the report’s contents earlier, we plan no further distribution of 
this report until 30 days from the date of the report. At that 
time, we will send copies to the Secretaries of Defense and the 
Wavy, the four contractors whose contracts we reviewed, and other 
interested parties. 

Sincerely yours, 

fEdW 
of the united States 
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I 1 APPENDIX I APPENDIX I 

OBSERVATIONS CONCERNING ADMIRAL RICKOVER'S 

EXCESS PROFITS ALLEGATIONS 

This appendix contains our observations of Admiral 
Rickover's excess profits allegations. We have presented our 
findings by individual contractor. 

THE CABOT CORPORATION, 
HIGH TECHNOLOGY MATERIALS DIVISION, 
KOKOMO, INDIANA 

Allegation 

Admiral Rickover made the following allegation about certain 
procurements involving Cabot: 

"A sole-source supplier of special material used for large 
valves in nuclear powered ships initially refused to submit 
the cost and pricing data required by law in the Truth in 
Negotiations Act. The order was placed contingent upon his 
agreement to provide this data. After the contract award, 
the company submitted cost data which showed a 66 percent 
profit 'in his price." 

GAO analysis 

The allegation relates to purchase order number 70224 issued 
to Cabot's High Technology Materials Division (HTMD), in Kokomo, 
on February 10, 1981, by Lear Siegler, Inc. (LSI), Energy 
Products Division, Santa Ana, California. In turn, LSI was the 
first tier subcontractor to the prime contractor, General 
Electric Company, Machinery Apparatus Operation Division. 

Cabot was not the only source for the special material. 
Another source existed (Crucible, Inc., Specialty Metals Divi- 
sion) and that company was solicited and submitted a proposal. 
Its offered price so far exceeded Cabot's that LSI did not con- 
sider it interested in winning the award. The original award 
price of $274,440 included a 66-percent profit on estimated cost 
according to a cost breakdown submitted by Cabot to LSI shortly 
after contract award. A Cabot official told us that the price to 
be charged upon delivery of the material was based upon the terms 
of the purchase order, which provided for an increase or decrease 
in price at delivery time depending on Cabot's assessment of the 
price changes in the special metals market. LSI subsequently 
exercised options for additional quantities of the material, 
which increased the award price to $439,172. This award price 
included the 66-percent profit on estimated costs. 

'When Cabot delivered the material to LSI on February 16, 
1952, it unilaterally reduced the contract price from $439,172 to 
$360,696. The decrease was primarily due to the lower market 
price paid by Cabot for cobalt, 
facture the special material. 

the primary metal used to manu- 

1 
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During our review, Cabot prepared a special breakdown of 
actual costs incurred to demonstrate that profit was less than 
the 66 percent included in its estimates. Cabot's actual cost 
breakdown showed a realized profit before taxes of 6.2 percent. 
However, this breakdown included items of cost never mentioned in 
its earlier estimated breakdowns because Cabot said its 
accounting system did not collect such costs. Inventory carrying 
costs included in Cabot's actual costs are unallowable. Also, 
Cabot did not adjust its material, when it computed actual costs 
incurred, to reflect the lower raw material costs incurred that 
had been reflected in its adjusted price to LSI. If unallowable 
costs are excluded and lower actual raw material costs are used, 
Cabot's actual profit was 61.3 percent of estimated costs. 
Although costs included in Cabot's estimate were audited by the 
Defense Contract Audit Agency (DCAA) at the Navy's request, the 
additional types of costs, while allowable, have not been 
examined for allocability or reasonableness. The $360,696 paid 
to Cabot under the LSI purchase order will subsequently be passed 
on to the Government since the purchase order awarded to LSI by 
the prime contractor included the costs paid to Cabot. 

For comparison purposes, we looked at a purchase order 
issued to Cabot by another company for the same material Cabot 
provided LSI. This purchase order price was also to be adjusted 
based on material costs in effect at the time of delivery and in- 
cluded an identical estimated profit figure of 66 percent. 

Comparative profit data 

We requested comparative profit data for Cabot's other 
Department of Defense (DOD) work, for its non-DOD work, and for 
various product lines. Cabot officials told us that such infor- 
mation was not available since the accounting system did not pro- 
vide this information. They stated that they considered profit 
as a percentage of cost to be inappropriate for a capital inten- 
sive industry and considered return on assets a more appropriate 
measure of profitability. 

They provided us a computation showing a return on assets of 
2.4 percent after taxes for the LSI purchase order. Assuming 
that Cabot paid the maximum corporate tax rate of 48 percent, its 
claimed return on assets of 2.4 percent after taxes would be 4.7 
percent before taxes. We verified the asset base used in the 
computation to the general ledger: the profit was taken from the 
LSI cost schedule, and adjusted as previously discussed, as 
follows: 

Profit before taxes $137,068 
Return on assets = Asset base = $462,537 = 29.6 percent 



* APPENDIX I APPENDIX I 

Cabot‘s return on assets did not adjust material cost to 
reflect actual cost at time of delivery to coincide with Cabat's 
pricing policy. Rather, the company incorrectly used the cost in 
effect at the time it initially estimated the material cost. 
Since material costs declined during this period, Cabot used an 
inflated material cost for computation purposes. Cabot also 
deducted inventory carrying costs, which are not allowable 
(Defense Acquisition Regulation sec. 15). Even if inventory 
carrying costs were allowable, Cabot would have had a 19-percent 
return on assets (before taxes) --well above its claimed 2.4 per- 
cent return (after taxes) or 4.7-percent return before taxes, 
assuming a 48-percent tax rate. We also calculated a 30.4- 
percent return on assets for the other purchase order we 
examined. 

Based on Cabot's data, we determined that HTMD realized a 
return on average assets for all work performed in 1981 of 8.1 
percent before taxes, whereas the goal was 24.2 percent before 
taxes. Based on our calculations, the rate of return on assets 
for the two subcontracts under Government prime contracts 
discussed above exceed company return on investment goals. 

Special circumstances 

Cabot officials believe that special circumstances exist in 
producing the material, The factors are the risk involved 
because of stringent specifications and inspection procedures 
imposed by the Navy, the excessive paperwork, and the heavy 
investment required due to the capital intensive nature of the 
business. 

They said that although DOD work constituted a very small 
percent of HTMD's workload, additional costs were incurred that 
were not required for commercial business. These are costs for 
tracing the material in the manufacturing process, the testing 
required, and the administrative requirements imposed for Navy 
nuclear work. The division's process cost accounting system, 
however, is not designed to identify these costs. 

Cabot officials believe that although the inventory carrying 
costs are not allowed by the Defense Acquisition Regulation, they 
are extraordinary costs incurred to carry raw material from time 
of purchase to finished product shipment and billing, generally 9 
to 12 months. Cabot officials told us that to produce the 
material for the LSI purchase order, it had begun the 
manufacturing process with 30,000 pounds of raw material which 
cost about $400,000. The Cabot officials believe that the 
carrying costs for the raw material are proper costs which should 
be considered when determining profitability. 

Cabot's written comments are included as appendix III. 
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c 

CARBORUNDUM COMPANY, 
ELECTRA ~~~INEMS DIVISION 
mfi FALLS, NEW-I%%Rti-- 

Allegation -a 

Admiral Rickover made the following allegation about certain 
procurements involving Carborundum: 

"A sole-source supplier of special material used in nclclear 
propulsion plants demands a profit of 25 percent of his 
estimted cost." 

GAO analysis -- 

The allegation pertained to sales of boron carbide by Car- 
borundum's Electra Minerals Division in Niagara Falls to two 
prime contractors that produce nuclear reactor cores for naval 
vessels. We found that the allegation was correct based on our 
examination of records and discussions with officials of Carbor- 
undum; DCAA's Buffalo, New York, office: the Schenectady Naval 
Reactors Office, Schenectady, New York; and one of the prime con- 
tractors. We focused our review primarily on the 1980 production 
year. I-/ 

CarbortJndum provides both finished and unfinished boron car- 
bide to two prime contractors. Prices for each type of boron 
carbide are negotiated on a production (i.e., calendar) year 
basis, are based on total production, and include a 25-percent 
profit (on cost) rate. Purchase orders were issued to Carborun- 
dum by both prime contractors at a unit price that included the 
25-percent profit. These firm-fixed-price purchase orders 
amounted to $852,545 for unfinished boron carbide and $1,346,208 
for the finished boron carbide and cover part of 1979’s and all 
of 1980’s production requirements. Carborundum officials were 
not aware of the basis for the 25-percent profit rate except that 
it is historical in nature. Negotiation correspondence for the 
1976 production year indicates that, during that time, Carborun- 
dum had a before-tax profit goal of 25 percent for its product 
lines and divisions. This same correspondence indicates that 
product lines not meeting this goal would be seriously considered 
for elimination or redirection and that tl~riny that time, the 
commercial market for a similar product provided profit percent- 
ages as high as 50 percent. 

L/Carborundum Company was a wholly owned subsidiary of the 
Kennecott Corporation in 1980. The Kennecott Corporation 
was acquired by the Standard Oil Company (Ohio) in June 1981. 

4 
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Carborundum 1980 estimate 
of costs/profits 

Carborundum maintains a process cost accounting system de- 
signed to accumulate and control costs by product line. The sys- 
tem does not provide the data to determine the actual costs and 
profits for Navy nuclear boron carbide production because it is 
only part of a product line. 

Carborundum prepared an estimate of its actual boron carbide 
production costs for 1980 for one of the prime contractors to use 
in negotiating the 1982 order for Navy nuclear boron carbide. 
The estimate was based on certain assumptions and was recon- 
structed from available information, including the costs for 
idle facilities and allocations of corporate expenses, labor, and 
overhead. The costs for two of the four departments involved 
in the manufacturing process were wholly charged to the Navy 
product, while the costs of the other two departments were 
allocated between Navy and commercial production of boron 
carbide. The estimate showed an overall weighted average profit 
on cost of 23.28 percent consisting of a 10.89-percent loss for 
unfinished boron carbide and a 39.23-percent profit for the 
finished boron carbide. 

We reviewed the estimate and, where readily available, 
traced selective cost elements to source records. In other 
cases, we accepted Carborundum officials' explanation of certain 
costs. We examined purchase orders and production and shipping 
records for 1980. 

Costs passed on to the Government 

To determine whether the costs under the above-mentioned 
purchase orders are passed on to the Government, we looked at the 
Government's approval of one prime contractor's price proposal 
for 1980. The approved proposal contained the price paid to 
Carborundum for finished boron carbide, including a 25-percent 
profit rate, but did not include the cost of Carborundum's idle 
facilities which DCAA had questioned. When the prime contractor 
issued the purchase order to Carborundum, it paid the full 
price. Carborundum's payment included the 25-percent profit 
rate. The Government contracting officer informed us in February 
1982 that the prime contractor was underrunning its fixed-price- 
incentive contract and that the price to Carborundum would be 
passed on to the Government. 

Comparative profit data 

In the opinion of Carborundum officials, profits made 
producing Navy nuclear boron carbide are not excessive. 
Considering the risks involved in production, they feel the 
profits may be inadequate. 

5 
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We asked the Carborundum officials to provide us the return 
on investment for producing Navy nuclear boron carbide and the 
profit data for other Carborundum business. Carborundum offi- 
cials told us that the accounting records could provide reliable 
and comparable return on investment and profit data anly at the 
Kennecott Corporation (parent company) level. They said that the 
accounting records for divisions and product lines within the 
corporate structure did not uniformly reflect operating results 
since they were maintained differently depending on the corporate 
level and company needs. 

Special circumstances 

Carborundum officials consider Navy nuclear boron to be a 
high risk product and they cited the following factors as special 
circumstances which justify a 25-percent profit based on costs. 
The Electra Minerals Division does no other Government business, 
and boron carbide is a small part of the division's business. 
Boron carbide represents less than 1 percent of the Division's 
sales. 

--Carborundum, which is the sole producer of boron carbide, 
sells only to the Navy and is thus dependent on the Navy 
for orders of this material. There is never an assurance 
of orders beyond each year's purchases. 

--The boron carbide production process, which involves a 
large amount of fixed assets, has been dedicated 
exclusively to Government work since 1980. Certain 
usually variable costs, such as payroll, are considered a 
fixed cost since personnel are carried on the payroll 
regardless of the level of production and personnel cannot 
be transferred to other product lines because special 
skills and security clearances are involved. The boron 
carbide furnacing operation, for example, requires certain 
skills that not only assure optimum yield from the 
furnacing process, but also assure that the furnaced lot 
is not spoiled. 

--Carborundum maintains full operating capacity to meet Navy 
requirements, and the greatest cost economies are at full 
operating capacity. However, the Navy is not specific 
with its needs and cannot guarantee purchase orders for 
full operating capacity since it depends on funding 
levels. When purchase orders for less than full operating 
capacity are awarded, inefficiency in production results. 
For example, production for 1980 was at a reduced operat- 
ing capacity. 

--Carborundum has only one source for the high purity boric 
oxide needed in boron carbide production, and it has lit- 
tle control over its price. Furthermore, the supplier is 
on the west coast, which causes additional delivery costs 
and sometimes shipping delays. 

6 
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--Navy nuclear boron carbide production requires detailed 
and unique recordkeeping that are not part of Carborun- 
dum's normal business practices. Special quality control 
and security measures are required. Meeting the strict 
naval chemical and grading specifications is risky and any 
below-grade material is discarded. 

--Carborundum officials said that the Navy was experimenting 
with another product which may replace boron carbide for 
Navy nuclear purposes. They believe that the boron 
carbide product line has an uncertain future. 

Carborundum's written comments are included as appendix IV. 
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AlI-ations -,-- 

"One sole-source contractor typically negotiates a 
target profit equal to 10 percent of the estimated 
cost of the work u The work is done under risk-free, 
cost plus-incentive fee contracts. After the con- 
tract is completed and all changes have been nego- 
tiated p he ends up making p on the average a 17 l/2 
percen t pro 5 i,t on h i, E; act ua 1 incurred costs e " 

Admiral Ri.ciS~r;verr estimated that Newport News received 
approximatelg a 27-percent return on investment for 
the se r i. s k -"'I !I 1: 8 8 co s t- + e 
in 1980, 

.?-ype Davy overhaul contracts 

“oP-lG~ COl”l t,a::,.3 II:! i..or II&e; m;:ide proEits as high as 36 percent 
0 f some f i. l-m v i ,r.sd pr: i ce contracts for ship repair 
WQlYk 0 The ~:'(3unt.~:actor has averaged a 21 percent profit 
on these cont~~acts I even t:hough his risk has been 
negl ig ib3.e e Ia 

GAO analysis - 

Admiral Rickoli?eu. ' H ." ., first two allegations pertained to six 
consecutive cost..~~~~~rI.i~r:,-~~ i nc',ent.i.'v~?- fee contracts completed from May 
1977 through ~ecernbor 1.9'79 for the examination and repair of 
submarines, refer~r'ed to as overhauls * The third allegation 
refers to sev10ln ~~ou~~sl~~c:~~tti~,re firm-fixed-price contracts completed 
from March 1'~.I7Fli 1F1,~~uyh 14arc:R-i 1.980 for repairs and improvements 
of defici,enciss f:cunC1 during Che testing of newly constructed 
submarines, ly"'e f <$ 1 y (:j (3 1 ( 1 ?v+ pcs:~t: shakedown availabilities (PSAs) e 
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We examined records at and talked with personnel at the of- 
fices of DCAA and the Navy Supervisor of Shipbuilding, Conversion 
and Repair (SUPSHIP), Newport News. We also discussed these mat- 
ters with personnel of the Naval Sea Systems Command and the 
Naval Material Command, but we did not audit any Newport News 
company records. 

We found that the allegations concerning profits and incen- 
tive fees earned by Newport News on the specific contracts re- 
viewed were essentially correct. 

We could not verify Admiral Rickover's allegation concerning 
return on investment because of the lack of data available to us, 
the lack of consistency between Admiral Rickover's and Tenneco's 
(Newport News' parent company) method in computing return, the 
lack of industry data for comparison, and the fact that various 
methods of computing return on investment are acceptable. 

Incentive fees earned on overhauls 

Newport News has underrun target costs negotiated for the 
contracts cited. These contracts are cost-plus-incentive-fee 
submarine overhaul contracts which, according to Government offi- 
cials, are of minimum risk, since all allowable costs will be re- 
imbursed. From 1974 through 1978, target profits for these con- 
tracts were negotiated at 9.6 to 9.8 percent of the estimated 
allowable cost with incentive fees for superior performance pay- 
able up to a maximum of 15 percent of allowable target costs. 
For the six overhaul contracts reviewed, Newport News' actual 
costs were less than originally agreed targets in three cases and 
less than the total of original targets plus negotiated changes 
in all cases. For three of the contracts, the actual costs ex- 
pended by Newport News in doing the work were low enough for 
Newport News to earn a maximum incentive fee of 15 percent of 
target costs. 

Newport News pointed out it was Government practice to dis- 
allow (not reimburse) certain business costs (such as interest 
and certain advertising costs) under cost-type contracts, Con- 
tractors must pay any disallowed costs with their own funds. 
Newport News also said not all costs included in these contracts 
were fee bearing. Thus, the actual realized fee will be less 
than alleged by Admiral Rickover when costs expended but disal- 
lowed and interest are considered. 

The Navy takes other actions provided for by contract that 
minimize or offset the incurrence of interest costs. Costs in- 
curred by the contractor can be billed and paid as frequently as 
biweekly, thus reducing the outlay and duration of private fund- 
ing to support the contract. In addition, the Navy permits the 
contractor to charge as a cost the imputed interest on facilities 
capital (investment in fixed assets) devoted to the contract. 
This is an offset to interest costs that may have been incurred 
to finance such facilities. 

9 



APPENDIX I APPR?JOIX I 

We updated the schedule used by Admiral Sickover to show the 
,incentive fees earned by Newport News on these submarine over- 
hauls. (See p.15.) SDPSHIP officials agreed with the data in 
our schedule. Also, Newport News officials did not disagree with 
the amounts stated. The final contract target cost is the basis 
for the fee actually earned and is generally higher than the 
original contract target cost because of change orders and 
equitable adjustments for increased costs for which the Navy has 
accepted responsibility, which increase the target fee. Our 
schedule reflects data available as of December 21, 1981, and 
shows an actual average incentive fee of 18 percent of actual 
allowable costs incurred. Admiral Rickover's figures were based 
on earlier data that showed an actual average incentive fee of 
17.6 percent. 

As indicated above, the contractor's incentive fee was lim- 
ited to 15 percent oE target costs negotiated before .or during 
contract performance. However, as a percentage of actual allow- 
able costs, the fee realized was higher than this because actual 
allowable costs incurred were less than target costs. 

Newport News pointed out that under: incentive provisions of 
the submarine overhaul contracts, the Vavy paid $32 million less 
than it would have had to pay if Newport News had performed its 
contracts at the target amounts initially negotiated by the par- 
ties (target costs). Newport News earned about $17.8 million in 
total increased fees under these contracks tfue to performance at 
loqer than negotiated costs. 

DOD noted that since the selected contracts were incentive 
type, Newport News was heavily motivated to cut costs to obtain 
the maximum incentive fee rates possible. These high fees did 
not adversely affect contractor performance or quality of work. 
Further, awarding of contracts appears to indicate that Newport 
News will earn less fees in future overhauls. DOD also pointed 
out that the Government was getting a better deal than described 
in the report since Litton Industries and General Dynamics were 
performing overhauls at much higher prices than those reEerred to 
at Newport News. 

Profits on WAS 

Newport News' profits on ?S;As have historically been above 
the Government's projections. The estid-mted profit (before tax 
and interest) included in the prices of these contracts ranged 
from 11.7 to 14 percent, according to the Navy. Although PSAs 
are not a very larqe product line, there Firf~-iYi~~~l-price con- 
tracts have recorded some of the highest profit rates for 
Government work at Newport N~!ws. The t:>i:.Ai price for all. seven 
PSA contracts was $42.6 million, &ereas Yewmxt News' total 
revenues for corresponding years were $2,353.7 million. Total 
profit earned on these PSA contracts was $7.6 millio)rl. 

10 
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Using data provide4 by t'~e Vavy, we updated the schedule 
used by Admiral Rickover to show the profits on the PSA work. 

Profit Earned by Newport News 
FSSN 688 Class-Submarine?%As. I_- 

Submarine 

688 

689 

690 

691 

693 

694 

695 

Total 

costs 
incurred Profit 

Fixed price (note a) -.- - (_note b) 

-----w.-.-.e.- e . I --((100 omitted)------------ 

$ 6,072 $ 5,319 $ 753 

6,387 5,784 603 

6,726 5,152 1,574 

7,210 5,261 1,949 

5,153 4,137 1,016 

5,523 4,295 1,228 

5,508 5,051 457 -- 

$42,579 $34,999 $7,580 

~/Unaudited by GAO. 
Q/Profit before taxes and interest. 

Actual 
profit as ' 

percent of cost 

14.2 

10.4 

30.6 

37.0 

24.6 

28.6 

9.0 

21.7 

Our schedule shows that the lowered costs increased WA profits 
from the average of 21 percent of costs reported by Admiral 
Rickover to an average oE 21.7 percent. SUPSBIP officials agreed 
with the data in our schedule, but Newport News did not comment. 
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Comparatilr_e profit data, 

The 13 identified overhaul and PSA contracts discussed above 
were negotiated as early as 1974, and the costs and profits for 
them span calendar years 1975-80. During these 6 years, Newport 
News ' overall profit before interest and taxes averaged 5.3 per- 
cent and its ‘sverage return on net assets employed was 9.9 per- 
cent. As the overhaul and PSA costs were 5.2 and 0.8 percent, 
respectively, of total cost, their effect on overall profit was 
negligible. Newport News' total costs for all 6 years were $4.2 
billion, and combined total costs for these contracts were $254.6 
million. 

Newport News classifies its work into product lines which 
include overhauls, PSAs and other repairs, Government new ship 
construction, commercial new ship construction, and commercial 
ship repair. Newport News did not furnish profit,data by product 
item and stated it could not compute profit data in this fash- 
ion. Newport News officials told us that during this period, fi- 
nal profits on completed Navy ships were much lovrer than negoti- 
ated target profits, which averaged 11.6 percent. They said com- 
mercial ship repair profits were comparable to overhaul and PSA 
profits and that since the late 197Os, commercial new ship con- 
struction work had been profitable. Newport News did not furnish 
data to support these comments. 

Return on investment --I-.-- -- 

Admiral Rickover said Newport News' return on net assets for 
1980 was 18 percent. Further, using data submitted by Newport 
News to receive payments for cost of facility capital employed, 
Admiral Rickover estimated return on investments for overhaul 
contracts irl 1980 at about 27 percent. 

Newport News computes its return on net assets employed in 
accordance with Tenneco practices. According to the 1980 annual 
report, which shows the 18-percent return, return on net assets 
employed is income before interest and Federal income taxes di- 
vided by average net assets employed (average net assets e;nployed 
is total assets less current liabilities exclusive of short-term 
debt). 

Since Newport News gave us access to records concerning only 
Government contract costs, we (Iid not verify the accuracy of the 
computations for return on assets. Annual reports, however, show 
an increase in income from 1978 through 1980, which combined with 
a decrease in average net assets, has caused a rise in return on 
average net assets employed, as follows: 
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Percent of 
Government 
sales to 
total sales 71 71 69 68 74 76 

Total 
revenues 

Costs (millions) 

613.5 688.1 785.6 733.0 729.9 $891.5 

583.2 647.7 735.6 718.7 697.5 $836.7 

Income before 
interest and 
Federa income 
taxes (millions) 40.5 50.0 32.4 54.8 

Profit as a 
percentage 
of cost 6.3 6.8 4.6 6.5 

Average net 
assets 
employed (ANAE) 
(millions) 413.7 395.0 

Percent of return 
on ANAE 

30.3 

5.2 

333.2 

9.1 9.8 

450.6 

11.1 

14.3 

2 

455.3 

3.1 8.4 

305.4 

18 

Although Newport News would not supply details regarding the 
makeup of items included as average net assets employed, 
officials did state that lang-term deferred taxes were excluded 
from investment in the calculation of net assets employed and 
that the actual investment to support its Navy ship construction, 
overhaul, and repair progtams was therefore substantially 
understated. 

Newport News Sales, Revenues, Costs, 
Profits, and Retu_rns on 

Employed A&rag+-Net Assets 

1975 1976 1977 1978 1979 1980 --we 
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Admiral Rickover's cited estimate of return on investment 
for submarine overhaul contracts wns based on Aaka available to 
the Navy. The computation included sales; reported cost c'lata; 
allocations of some foundry, tug, and dry dock costs to athoc 
product lines: and estimates of the averaqe working capital (cash 
outlay for the period between the time cost was incurred by 
Newport News and when it was reimbursed by the Navy). This meth- 
od differs from the Tenneco method. Newport News said it did not 
subscribe to the validity of a return on investment for individ-- 
ua?. product lines or contracts because they were a complex inte- 
grated facility engaged in several product lines and such a re- 
turn could only be very arbitrarily computed. 

Special circumstances 

In addition to the views presented above, Newport News said 
its profits were justified by its heavy capital investment and 
its excellent performance record. 

14 



Ship 

SSBN 622 

SSN 661 

SSN 663 

SSBN 631 

SSN 668 

SSN 670 

Total 

Original 
fee-bearing 
contract 

target 
Completed cost 

--------- ._ e 

May 1977 $44.5 

October 1977 33.2 

April 1978 32.8 

January 1979 45.3 

July 1979 33.1 

December 1979 34.0 

Fee on Submarine Overhauls 

Final cost Fe!e 
fee-bearing billed as billed as 
contract of Dec. of Dec. 

target 1981 1981 
cost (note a) (note b) 

--.--* (millions)------------------ 

$57.7 $ 48.4 $ 8.7 

39.1 30.2 5.9 

41.0 28.8 6.1 

53.0 43.7 7.9 

39.3 33.9 5.5 

40.0 34.7 5.4 

$219.7 $39.5 --- 
y_ -- 

a/Although additional costs may be billed subject to adjustment for -final - 

Original Fee as a 
contract E 

percentage 
fee of cost H 

percent_ (note b) 

9.6 18.0 

9.8 19.5 

9.8 21.2 

9.7 c/17.8 

9.8 g15.9 

9.8 g/15,2 

g/18.0 

overhead determination, 
these additional costs should not affect computed fee as a percentage of cost. 

b/Fee is before interest, taxes, - and unallowable expenses. 

c/Newport News received cost of facilities capital for these contracts. If these payments are 
considered an additional return to the contractor, the above figures would increase to 18.1 
percent (SSRN 631), 16.2 percent (SSN 668), and 15.6 percent (SSN 670). 

$39.5 (M) 
c/Average fee: 219.7 (M) = 18 percent. 
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UNITED STATES STEEL CORPORATION, 
SPECIALTY STEEC PRODUCTS, 
CHRISTY PARK WORK& 
MC KEESPORT, PENNSYLVANIP_ a- 

Allegation es- 

Admiral Rickover made the follorirlq allegation about certain 
procurefilents involving United States Steel Corporation (USS): 

"A cojnpany that manufactures high pressure air flasks 
for TRIDENT submarines insisted on a profit between 27 
and 38 percent of estimated cost." 

GAO analysis .- 

We reviewed the six purchase orders awarded to USS by the 
prime contractor, the General Dynamics Corporation, Electric Boat 
Division, Groton, Connecticut, for high-pressure air flasks for 
Trident submarines. We focused mostly on the initial purchase 
order. We reviewed the other purchase orders in less detail but 
concentrated on critical elements, such as the negotiated profit 
inargin. We obtained USS' contract pricing proposals for each 
purchase order. We also reguested contract profit data from USS 
and reviewed correspondence from both General Dynamics and the 
SUPSHIP in Groton. 

We confirmed that the allegation was correct. USS requested 
beEore-tax profit percentages which ranged frown 31 to 38 percent 
of cost on the initial purchase order and 35 to 42 percent of 
cost on the second purchase order and negotiat&! a before-tax 
profit of 27 percent of cost for the third throuqh the sixth pur- 
chase orders. Profit percentages are shown as ranges for the 
First and second purchase orders because USS had different profit 
percentages in each line item in the orders. General Dynarclics' 
procurement records showed that USS would not accept a profit 
margin below 27 percent of cost. 

The initial General Dynamics air 
flask subcontiTct with USS: 
achronolocq 

In July 1975 General Dynamics awarded a subconttact ti> 'JSS 
for manufacturing Trident submarine high-pressure air flasks. 
The p(lrchase ordec (K 7253-501) detailed specifications Fk)rr -vaci- 
ous flasks and other items. General Dynamics solicited biLla Ecl>~n 
two firms --USS and the Taylor-Forge Diflision of the Gulf and 
Western Manufacturing Company. USS bid $3.9 million for the con- 
tract, subject to price of! coln!)c,r1tzn~1 cald lnaterials in effect at 
the time of shipment. (See note h. orl p. 21.) Gulf and Western 
bid $5.49 million as a firm fixed price. 
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According to a General Dynamics official, the SUPSHIP office 
disagreed with General Dynamics' contention that the purchase 
order had been awarded based on adequate price competition. The 
Department of Defense informed us that the finding of inadequate 
price competition was due to the difference in the nature of the 
proposals. The standard provision in all steel contracts is that 
the price paid will be the price in effect at the time of 
shipment. While the USS pro'posal was subject to the standard 
provision, the Taylor-Forge proposal was a firm fixed price. 

SUPSHIP subsequently requested that iJSS submit a DD633 (con- 
tract pricinq proposal). On September 3, 1976, USS submitted its 
proposal to SUPSHIP. The proposal detailed the costs and profits 
associated with manufacturing 20 separate sets of items for the 
first 3 Trident submarines. The requested profit margins ranged 
from 31 toTercent of cost. USS indicated that its cost data 
were proprietary and confidential and explicitly stated that the 
data was not to be disclosed outside the Government. 

At the request of SUPSHIP, the DeEense Contract Administra- 
tion Service lulanaqernent Area (DCASMA), Pittsburgh, Pennsylvania, 
performed a technical review of the USS proposal. In addition, 
DCAA, Pittsburgh, performed a pricing evaluation of the propos- 
al. DCAA questioned about 11 percent of the cost, and DCASMA 
took exception to certain technical aspects of the proposal. Ac- 
cording to USS, a meeting was held on January 27, 1977, with 
DCAA, DCASHA, and USS representatives %o discclss the audit 
findinqs. All audit itelnu were resolved with USS agreeing that 
costs in the purchase order had been overstated by less than 
one-half of 1 percent. USS advised SUPSHIP of this action by 
letter of April 28, 1977, and assumed no further action was 
required since USS' records indicate no subsequent communication 
on the issue. 

Purchase order price was 
never nGotiated 

*- 

Although the DCASMA and DCAA analyses were completed in July 
1977, USS did not give WUPSHIP permission to release either the 
proposal, the DCASMA technical review, or the DCAA pricing evalu- 
ation to General Dynamics until May 21, 1979. US'3 said that it 
had no record of any request by General Dynamics or SUPSHIP for 
releasing the proposal, the DCASVA technical review, or the DCAA 
pricing evaluation to General Dynamics before May 9, 1979. We 
identified DC94 and DCASMA records (dated l/13/77 and 7/29/77, 
and 2/2/77, respectively), however, which indicate that USS, for 
the period involved, refused to allow release of cost and pricing 
data to General Dynamics and that USS constantly reminded DCAA 
and DCASN4 representatives that it was adamant on this issue. 
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SUPSHIP stated that DCAA and DCASMA representatives 
hail told him of USS' s'teadfast refusal to release the data to 
General Dynamics. Based on this information, SUPSHIP believed it 
would be fruitless to ask USS for its permission. 

Three days after permission was finally granted, a SUPSHIP 
representative transmitted the audit data to General Dynamics 
and directed it to negotiate a lower contract price based on the 
audit results. The SUPSHIP representative stated that his office 
would subsequently reconsi%r ratifying the purchase order after 
negotiations. According to a USS representative, USS and General 
Dynamics have never negotiated the price of purchase oc,1~r R 
7253-501. General Dynamics explained that it had not rlegotiated 
the price of this purchase order because the cost breakdown and 
analysis had not been made available until 4 years after the 
purchase order was issued. Under the circumstances, it believed 
it had little leverage to negotiate the prices. Based on the 
proposal data, USS requested and received a 34.7-percent profit 
(before income tax) on standard costs,. 

Contract negotiations did occur after 
the second air flask subcontract -- 

AccorJing to profit data provided by USS, it requested a 
36.6-percent profit margin (before tax) on cost for the second 
purchase order (B 7037-500). The 36.6 percent profit was an 
average that ranged from 35 to 42 ,percent for the individual 
items. A USS representative stated that General Dynamics had not 
negotiated profit margins with his firm until the third (R 
7082-591) through the sixth (E 7130-501) purchase orders. The 
followinq table shows the negotiatr~l i>rofit margins Eor those 
purchase orders. 

Subcontract Pricing 
purchase order Negotiated profit before income tax proposal 

number Eercent return on cost date - _ .- - 

B 7082-591 (note a) 21.3 4- 1‘2-79 
C 7144-500 (note a) 27.3 4-12-79 
D 7031-500 (note a) 27.3 4-12-79 
E 7130-501 27.0 10-02-79 

2/At General Dynamics' request, USS combined these purchase or- 
ders into one pricing proposal. For these purchase c>r:lacs, YJSS 
consistently requested a 27-percent profit on cost for in- 
dividual items. USS representaLiv+s sai:Tl :c,3at the Christy Park 
Works had established a standard DGD contract profit margin of 
27 percent over standard cost (before tax) on all proposals 
submitted after January 1, 1978. The table above coIlfirms 
this. (See 0. 21 for a more complete perspective of each of 
the six purchase orders.) 
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Comparative profit data 

We asked USS representatives to provide us the actual profit 
and return on investment for the initial purchase order, the pro- 
fit on other defense and comparable non-DOD contracts for the 
high-pressure air flasks, and the profit and return on investment 
by product lines. This da'ta would help put in perspective the 
profits actually made on the purchase orders reviewed. 

USS representatives informed us that the actual profit data 
requested for specific Trident contracts, other DOD contracts, 
comparable commercial czaxs, and other USS product lines were 
not available from the normal accounting records. They explained 
that the Christy Park Plant used a standard process cost account- 
ing system, a uniform system designed for and used by most USS 
plants. Under this system, standard costs of products are devel- 
oped at least once per year. For monthly accounting, standard 
costs are accumulated and variances are determined in most cases 
by cost center, in some cases only on a total plant basis. They 
also explained that the system did not provide for accumulation 
of actual costs by individual contract or product for either 
Government or commercial business. However, for purposes of our 
review and from existing records, Christy Park developed, by the 
best means available, a reasonable approximation of the profit 
rates it experienced in 1977 on cylinders fabricated for the 
Navy. The estimated befcre-tax profit rate on Navy cylinders was 
23.5 percent which, according to USS, is significantly lower than 
that attained on comparable commercial business and lower than 
the 27.3 percent profit figure used in the proposal quoted to 
General Dynamics. In addition, they stated that return on 
investment data was not available from the accounting records in 
1977 nor could such data be reasonably reconstructed in the 
necessary format. 

Special circumstances 

USS representatives said that there were factors involved in 
manufacturing the cylinders for the Navy which increased the risk 
and the cost of performing. These factors included the potential 
liability involving possible loss of either life or submarine, if 
a cylinder fails; the very high level of quality control required 
during manufacturing to meet Navy specifications; the training 
and periodic recertifying of welders; extensive performance test- 
ing to meet Navy standards; the retooling of facilities because 
Navy cylinders differ from commercial cylinders; and the use of 
special manufacturing processes because of the different config- 
uration of the Navy cylinders. 

In addition, they said that investment cost was required for 
testing equipment and processing facilities as well as signifi- 
cant investment in manpower; training; and technical skills nec- 
essary to meet the required manufacturing competency, reliabil- 
ity, and other critical specifications for these cylinders for 
submarine application. 
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We asked USS to identify t!le facto,cs involved in determininq 
the profit margin requested for the Navy cylin.qers (hiqh-pressure 
air flasks), USS representatives told us that the prc>fit In?rgin 
or objectives for the cylinders produced and sold for Navy 
submarine applications were determined principally by the profit 
margin or objectives for comparable cyl.in(lers sold for various 
commercial apx>lications. They said that the following factors 
were involved in determining profit objectives: 

--Substantial expertise, labor skill, and training is 
required to manufacture the Navy cylinders to meet 
critical specification requirements. The Navy 
cylinders represent a specially manufactured product 
rather than an item of mass pro4llci-,ion for which 
siqnificant yield loss and product liability risks 
are involved. 

--;clajor maintenance expenses for buildings and equipment 
are not fully recoverable in unit prices on a current 
basis. 

--Training of craftsmen and their periodic requalification 
tests are not fully recovered in unit prices. 

--Incurred costs for product liability and other risks 
are not included in USS unit product costs and hence 
are not recoverable in unit prices. 

--Development and design costs are high on this product 
due to critical specification requirements. 

--There are various risk factors to be considered. 

--It is very reasonabl e to price the Navy cylinders within 
the general pricing Eramework of the commercial cylinders 
sold on competitive terms in order to receive coinparable 
returns and to provide adequate incentives for the con- 
tinued production of! such a product. 

USS's written cominents are irlcluded as appendix V. 
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Trident 
number Contract number -- 

3 NO0024-75-C-2014 K 7253-501 

4 N00024-75-C-2014 

5 N00024-75-C-2014 

6 N00024-75-c-2014 

7 ~00024-75-C-2014 

8 NOO024-78-C-2453 

Highlights of the High-PressmuLe Air Flask Subcontracts 

Involving the First Eiqht Trident Submarines --- -- 

Purchase r>rifrr Gq0tiated profit 
number _-- 

B 7037-500 

B 7082-591 
(note d) 

c 7144-500 
(note d) 

D 7031-500 
(note d) 

E 7130-501 

before income tax 

34.7-percent return on cost 
(note a) 

36.6-percent return on cost 
(note a) 

27.3-percent return on cost 

27.3-percent return on cost 

27.3-percent return on cost 

27-O-percent return an cost 

Type of Contract ratified 
contract by SUPSHIP r-4 

Firm fixed 
price (note bf 
Competitive (note c) No 

Firm fixed 
price (note b) 
Sole source 

Firm fixed 
price 
Sole source 

7irfa fixed 
price 
Sole source 

Firm fixed 
price 
Sole source 

Firm Eixed 
price 
Sole source 

YES 

Yea 

Yes 

Yes 

Yes 

a/According to a USS representative, the parties did not negotiate the contract profit margins 
- on these purchase orders. 

h/According to a USS represerLtative, the purchase orders 'rfere afY. firm fixed price subject to - 
price in effect at timis of shipineclt. The price at time of shipment is subject to an increase 
or decrease depending upon the Fttictuatins prices pdid by USS fur the raw matticials !I>jed in 
inantiFar:turinq the high-pressure air fiaski;. 
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RESEARCH AND 

EQCINEERING 

THE UNDER SECRETAR” OF DEFENSE 

WASHINGTON 0 C 20.101 

‘It 0 NOV 1982 

Mr. Donald J. Horan 
Director, Procurement, Logistics and 

Readiness Division 
U.S. General Accounting Office 
Washingtron, D. C. 20548 

Dear Mr. Horan: 

This is in reply to your letter to the Secretary of Defense 
regarding your report dated August 19, 1982, on "Retired Admiral 
Hyman Rickover's excess profits allegations on select Defense 
contracts during June 16, 1981, Congressional testimony," OSD 
Case No. 6050, GAO Code No. 942081. 

While we do not concur with all of the conclusions in the 
subject profit report, we agree the findings are substantially 
correct. The following comments are offered in explanation. 

The final negotiated prices contained in the defense con- 
tracts specified in the subject draft report, with the exception 
of Newport News, were in fact the best prices obtainable by the 
Navy. Another source was available as stated and could have 
supplied the item, but at a significantly higher overall price. 
Therefore, we believe that under the circumstances present in 
each case, the prices paid were appropriate. 

While not disagreeing with the figures in the Newport News 
case, it should be noted that the selected contracts were incen- 
tive type. Therefore, Newport News was heavily motivated to 
cut costs to obtain the maximum incentive fee rates possible. 
The fact that high fees were obtained does not mitigate against 
the contractor's performance or quality of work. Further, award- 
ing of contracts appears to indicate that Newport News will 
earn less fees for future overhauls. It should be noted that 
overhauls were being performed by Litton Industries and General 
Dynamics at much higher prices than those referred to at Newport 
News. This fact cannot be ignored, and it appears the government 
was getting a better deal than described in the draft report. 

[See p. 10, para. 4.1 
We do not clearly understand the GAO question concerning 

the "air flask" subcontract. The standard provision in all 
steel contracts is that the price paid will be the price in 
effect at the time of shipment, Counsel, SUPSHIP Groton, indi- 
cated the reason for a finding of inadequate price competition 
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was due to the difference in the nature of the proposals. While 
the U.S. Steel proposal was subject to the standard provision, 
or price in effect at shipment, the Taylor-Forge proposal was 
firm fixed price. [See p. 17, para. 1.1 

Most of the conditions were discussed by GAO and NAVSEA. 
However, specific comments by NAVSEA personnel do not appear in 
the draft report. (See GAO note below.] 

Sincerely, 

GAO note: The specific comments by NAVSEA personnel refer to two 
interviews at which several general topics were briefly 
mentioned. Since the information presented by NAVSEA 
personnel was not substantive and appeared to be conjec- 
tural, we did not address it in the report. 
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CABOT CORPORATION 125 HIGH STREET, BOSTON, MASSACHUSETTS 02110 

August 26, 1982 

Mr. Donald 3. Horan, Director 
United States General Accounting Office 
Washington, D. C. 20548 

Dear Mr. Horan: 

RE: Draft of a Proposed Report 

We have tried to cooperate with you in every way possible to 
answer the charges made by Admiral Rickover in his testimony 
presented to the Subcommittee on June 16, 1982. 

We do not agree with the assumptions made by you, and, 
therefore, do not agree with your findings of fact or conclusions 
as stated in your draft. You have apparently concluded that we 
made a return on assets of about 30%, which was higher than our 
corporate goal. We believe we made a return on assets of 2.4%. 
You believe the nuclear navy business is highly profitable to 
us, and we believe it is, at best, marginally profitable. 

[See p. 2, para. 4.1 
As indicated by your report, Cabot was not a sole source 

supplier. You indicate that the competitor's price did not 
indicate a serious interest in winning the award. Perhaps 
that merely shows there are at least three generally-accepted 
systems by which you could compute cost, and therefore, profit. 

Very truly yours, 

William D. Manly 
Senior Vice President 
Engineered Products Group 

GAO note: Cabot officials declined to meet with us to discuss the 
draft report or factual data supporting the company's 
written response. 
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/’ 7 

188, 

September 9, 1982 

Mr. Donald J. Horan, Director 
Procurement, Logistics, and 
Readiness Division 
United States General Accounting Office 
Washington, D.C. 20548 

Dear Mr. Horan: 

Per your request, we have reviewed the draft reports you provided in 
your letter of August 18. It is our belief that the drafts are a fair 
representation of Carborundum's position. However, we would like to 
clarify the following points: 

1. DCAA - Calculated Profit Rates - Graph 

In this section, you graphically present DCAA's data 
but do not graphically present Carborundum's response 
data. This data is covered in earlier narratives but 
does not have the same impact on the reader as your 
DCAA section. We would also want to re-emphasize our 
position that Carborundum has not made "a significant 
accounting change". [See GAO%%e, p. 26.1 

2. tspeciall Circumstances -_ _-. .- 

i.e. special skill and security clearances are required. 

The majority of the oersonnel utilized by the Naval 
Nuclear Program require DOE security clearances. A 
typical clearance takes three to six months to process. 
If individuals were curtailed during slack periods, we 
would constantly run the risk of losing cleared in- 
dividuals and thus have to process clearances for their 
replacements. During this period, individuals would be 
on payroll but would not be allowed to work until, and 
if, they obtained the required approvals. Once cleared, 
we would have to commence training these individuals. 

[See- p. 6, para. 2, line 12.1 
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Enclosed are your three draft copies. If you have any additional 
questions or need additional data, please contact me at 716/278-2370. 

Sincerely, G-/ 
,/;y / 

1 ,:; 

A. E.'t&r 

.( ~~,/yG I/' 

#zfK-% Q;, III 
Manager, Operations 

P 

Attachments 

GAO note: This section has been deleted. 
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ROBERT C. SCHELL 
GENEAAL MANAGER 

USS SPECMLTY STEEL PRODUCTS 

CHRISTY’ PARK WORKS 
2214 WALNUT STREET 
McKEESPORT, PENNSYLVANIA 15132 
4121664.5600 

September 13, 1982 

REGISTERED MAIL 
RETURN RECEIPT REQUESTED 

Mr. Donald J. Horan 
Director 
Procurement, Logistics, and Readiness Division 
United States General Accounting Office 
Washington, D. C. 20548 

Dear Mr. Horan: 

In reply to your letter of August 18, 1982 which requested our review of, 
and comments regarding your draft report pertaining to Admiral Rickover's 
excess profits allegations as applied to United States Steel Corporation 
selected defense contracts, we wish to submit the comments listed below. 

For purposes of clarity in addressing our comments to the draft letter to 
The Honorable Samuel S. Stratton and to the specific draft Report on 
Christy Park Plant contracts, we have numbered the draft letter pages 
sequentially 1 through 4 and the draft Report sequentially 1 through 8. 

A. Draft of letter to the Honorable Samuel S. Stratton 

1. [Para. 3.1 Regarding the list of contractors whose 
contracts are being reviewed, we question why United States Steel 
Corporation is listed first. We suggest that either: (1) for 
purposes of uniformity, the listing should be in the same order 
as shown in the list of Admiral Rickover's specific allegations 
(beginning on page 2); or (2) the listing should be in alpha- 
betical order. [See GAO note 1, p. 30.1 

2. Page 3 - last paragraph: Should be qualified as being applicable 
specifically to Christy Park Plant fabricated alloy seamless 
cylinders for the Navy -- it does not apply (as implied in the 
letter's present wording) to all U.S.S. Corporation sales to the 
government. It is suggested that the first sentence of this para- 
graph should be restated as follows: 

"For fabricated alloy seamless cylinders produced by its 
Christy Park Plant for the Navy, Christy Park has estab- 
lished a standard before tax profit margin cf 27 Fcrceht 

. _- -- __ 
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of standard costs on all proposals submitted after January 1, 
1978. For calendar year 1977, profits based on costs for 
Christy Park Plant fabricated alloy seamless cylinders for the 
Navy were significantly less than for comparable ccumnercial 
cylinders according to USS." [See GAO Dote 2, p. 30.1 

3. Page 4 i. top garaqsaph, 5th line: The word "demanded" is too strong 
and should be eliminated. If there is evidence to show that some 
contractors did "demand" certain profit levels, we believe they should 
be specifically identified. [See GAO note 2, p. 30.1 

B. Draft Report on Christy Park Plant Contracts 

1. [page 16, para. 3, line 1.1 Should be restated as fol- 
lows: 

"USS requested before tax profit percentages which ranged from 
31 to 38 percent of cost on the initial purchase order and 
from 35 to 42 percent of cost on the second purchase order 
and negotiated a before tax profit of 27 percent of cost on the 
third through sixth purchase orders." 

2. [Page 17, para. 3.1 After the paragraph which 
begins, "At the request of the SUPSHIP. . . .", the following 
paragraph should be added: 

"On January 27, 1977 a meeting was held to discuss the audit 
findings and to discuss pending audits of other subcontracts. 
Attending were representatives of DCAA, DCASMA and USS. Sub- 
sequently, all audit items were resolved with USS agreeing 
that costs on Purchase Order ~7253-501 had been overstated by 
less than l/2 of 1%. The SUPSHIP was advised of this action 
by letter of April 28, 1977 from USS. Since USS records in- 
dicate no subsequent communications on this subject, they 
assumed that no further action regarding Purchase Order 
K-7253-501 was required." 

3. [Page 17, para. 4.1 States, "USS did 
nut give the SUPSHIP permission to release either the proposal, 
the DCASMA technical review, or the DCAA pricing evaluation to 
General Dynamics until May 21, 1979". 

This comment is with reference to Shipsets 1, 2 and 3 and requires 
the following clarifying comments: 

Review of USS records reveal no record of any request by General 
Dynamics or SUPSHIP for release to General Dynamics of the proposal, 
the DCASMA technical review, or the DCAA pricing evaluation re- 
garding such shipsets prior to May 9, 1979. By telephone conversa- 
tion May 9, 1979, the SUPSHIP made such request and by letter dated 
May 21, 1979 authorization was given by USS. 
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It is our firm opinion that USS would have given the SUPSHIP 
permission to release tha data in question at least 20 months 
earlier had a request been made to USS. This opinion is based 
on review of USS records which indicate that for Ships& 5 
(Purchase Order B 7082-591) USS authorized the SUPSWIP to re- 
lease USS audit data to General Dynamics in October, 1977 as 
shown by the following: 

Original Christy Park DD 633*s submitted 
to SUBSHIF 6-17-77 

DCAA Audit submitted to SUPSHIP S-lo-77 

Christy Park DD 633's submitted to 
General Dynamics 9-16-77 

USS telegram authorized SUFSHIP to 
release Audit to General Dynamics 10-04-77 

Final DD 633's submitted to General 
Dynamics reflecting negotiated 
prices 4-12-79 

Since, in 1977 when negotiating Shipset 5, USS adopted the policy 
of making direct submittal of DD 633's and release of audit re- 
ports to General Dynamics, if at any time after September, 1977 
either the SUFSHIF or General Dynamics had similarly requested 
authorization for the SUFSHIF to release to General Dynamics the 
proposal and/or the audit reports regarding Shipsets 111, 2 and 3, 
it is reasonable to as&me that USS would have agreed thereto. 

4. [Page 19.1 Several references are made to "USS officials". 
These should all be changed to "USS representatives". 

5. [Page 19 .]Comparative Profit Data - 2nd paragraph, 2nd sentence: 

Should be revised to read: 

V!hey explained that the Christy Park Plant utilizes a standard 
process cost accounting system , a uniform system which is de- 
signed for and used by most USS plants. Under this system, 
standard costs of products are developed at least once per 
year. For monthly accounting standard costs are accumulated 
and variances are determined by cost center and in sane cases 
only on a total plant basis. They also explained that the 
system does not provide for the accumulation of actual costs 
by individual contract or product for either government or 
commercial business." 
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Then the follow&ng now paragraph should be inserted: 

'HoweverI for purposes of the GAO review and from 
existing recwds, Christy Park developed by the best 
means available a reasonable approximation of the 
actual profit rates it experienced in 1977 on Navy 
fabxicated alloy,seamless cylinders and on similar 
cylinders for commercial sales. The estimated actual 
before tax profit rate on Navy cylinders was 23.5% 
which is significantly lower than that attained on 
comparable commercial business as well as lower than 
that used in the proposal quoted to General Dynamics." 

6. [Last sentence in the Comparative Profit Data section] which 
starts "In addition, where . ..'I should become a separate para- 
graph, and the words "In addition" should be deleted. 

7. Footnote a. [Page18.]The following statement should replace the 
first sentence to clarify that our combined quotation for Shipsets 
5, 6 and 7 was made at General Dynamic's request: 

On June 17, 1977 USS submitted to the SUPSHIP original 
DD 633's for Shipset #5. On April 12, 1979 USS submitted 
to General Dynamics final DD 633's for Shipset #5 and at 
the request of General Dynamics combined in this submittal 
its proposal for Shipsets #6 and #7. 

We appreciate the opportunity to provide comments on your draft Report re- 
garding certain af our contracts, and trust that the same will be duly con- 
sidered and reflected in your final Report. 

Sincerely, 

Robert C.'Schell 
General Manager 

GAO note 1: The page numbers in brackets have been changed 
to correspond to those in the final report. 

2: This section has been deleted. 

(94208 I > 
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