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CHAPTER 1

INTRODUCT ION

The General Accounting Office has reviewed the finan-
cial data submitted to the Office of the Secretary of De-
fense by the Lockheed Aircraft Corporation in support of its
request for financial assistance. The objective of the re-
view was to examine into the financial capability of
Lockheed to manufacture and deliver C-5A aircraft.

Senators William Proxmire and Richard S. Schweiker re-
quested the General Accounting Office in September 1970 to
conduct a study of Lockheed's financial capability to com-
plete and deliver C-5A aircraft. In addition, Congressman
William S. Moorhead raised certain questions regarding the
Department of Defense plan to settle the disputes with
Lockheed in connection with the C-5A aircraft contract.

Lockheed's financial troubles were disclosed in a
letter dated March 2, 1970, from the chairman of the board
of the Lockheed Aircraft Corporation to the Deputy Secre-
tary of Defense in which he cited the firm's problems on
four major defense programs, Navy shipbuilding, the motor
for the Short Range Attack Missile, the AH-56A (Cheyenne)
helicopter, and the C-5A aircraft. He asserted that the
unprecedented magnitude of the differences to be resolved
on these programs would make it financially impossible for
the company to complete performance of these programs if
Lockheed has to await the outcome of litigation before re-
ceiving further financing from the Department of Defense.
(See app. I.)

Lockheed indicated that, in its opinion, the cause of
its difficulty was related to the fact that three of the
above programs were awarded under the total package procure-
ment concept, This method of procurement envisions procur-
ing the design, development, production, and support at the
outset of the acquisition phase to introduce and maintain a
weapon system in the inventory under a single contract. The
concept requires price, performance, and schedule commit-
ments on the part of the contractor. The C-5A aircraft pro-
gram was the first major weapon system on which the total
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package procurement concept was used. Additional details on
the C-5A aircraft program are discussed in chapter 2 of this
report.

The Deputy Secretary of Defense informed the Congress
of the situation and asked that it appropriate an additional
$200 million over the requested appropriation for the C-5A
aircraft as an interim measure to permit Lockheed to con-
tinue production of the aircraft during fiscal year 1971.

On October 7, 1970, the Congress, under Public Law 91-441,
authorized to be appropriated $200 million for use as a con-
tingency fund in the procurement of C-5A aircraft during
fiscal year 1971, subject to certain restrictions and con-
trols., This amount was appropriated by the Congress on
January 11, 1971, under Public Law 91-668.

Prior to any expenditures from the fund, the law re-
quires the Secretary of Defense to submit to the House and
Senate Committees on Armed Services a plan to describe the
controls established by the Department to ensure that expen-
ditures from the fund will only be used for reasonable and
allocable costs incurred by Lockheed for the production of
C-5A aircraft. (See app. II.)

The Department of Defense considers that the letters
dated December 30, 1970, from the Deputy Secretary of De-
fense to the Chairmen, House and Senate Armed Services Com-
mittees, which outlined the Department's proposals for re-
solving the difficulties on Lockheed's defense programs
met the requirement of the law for submission of a plan.
(See app. III.) We have been advised that as of April 1,
1971, the Department of Defense has not executed any con-
tractual documents relating to the restructured C-5A air-
craft contract.

The detailed procedures to be employed by the Depart-
ment of the Air Force in implementing the law were forwarded
to the Chairman of the Senate Armed Services Committee on
February 2, 1971. (See app. IV.) We have reviewed these
detailed procedures and they appeared to be adequate; how-
ever, we plan to examine as to whether these procedures re-
sult in the fund being expended only for reasonable and al-
locable costs incurred by the contractor during our audit
of payments made from the fund.



The law also prescribes that the fund cannot be used to
reimburse Lockheed for

--costs incurred on any other contract or activity,
--intercompany profits,

--bid and proposals costs, independent research and de-
velopment costs, and the costs of other unsponsored
technical efforts, or

--depreciation and amortization costs on property,
plant, and equipment,

The law requires that all payments made from the
$200 million appropriated as an interim measure to permit
Lockheed to continue production shall be audited by the De-
fense Contract Audit Agency. The law also requires the Gen-
eral Accounting Office to audit payments from the fund on a
quarterly basis and to submit a report to the Congress within
30 days from the close of each quarter on the results of its
audits.,

- ks



CHAPTER 2

C-5A AIRCRAFT PROGRAM

The C-5A aircraft system is to provide a long-range
airlift capability at high subsonic speeds. The aircraft
is designed to be capable of transporting all equipment and
supplies assigned to combat and support units, including
items which are too big for any other type of aircraft. The
aircraft is being acquired for use by the Military Airlift
Command,

Presented below is a brief description of the history,
contractual provisions, and current status of the C-5A air-
craft program.

HISTORY

The requirement for a heavy logistic system, which
later became the C-5A aircraft, was first recognized by the
Military Airlift Command in October 1961. An Air Force
study during the summer of 1963 strongly supported a re-
quirement for a logistic aircraft to replace the C-133 air-
craft.

In October 1964, the Air Force prepared a technical
development plan for the heavy logistic system which in-
cluded an estimate of program cost of $3.423 billion for
120 aircraft, engines, initial spares, preparation of tech-
nical and cost proposals for the manufacture of the system,
and some miscellaneous items. This plan was submitted to
the Department of Defense and approval was received to pro-
ceed with the program.

The Air Force requested the Boeing Company, the Douglas
Aircraft Corporation, and the Lockheed Aircraft Corporation
in December 1964 to prepare detailed technical and cost pro-
posals for the manufacture of the system, by then identified
as the C-5A aircraft. Each contract was a fixed-price con-
tract in the amount of $7.125 million to perform this work.
Similar contracts were awarded to General Electric Company
and Pratt & Whitney Aircraft Division, United Aircraft Cor-
poration, to prepare proposals for the engines.

4



Incorporated in these requests for proposals was a re-
quirement that the competitors submit bids under a new con-
cept of contracting called total package procurement. Un-
der this concept, the Air Force envisioned that both devel-
opment and production of the system, together with as much
support as feasible, be procured under a single contract
containing a ceiling price as well as performance commit-
ments. This would permit the Government to make a choice
between competitors for the development and production of
the aircraft. Hopefully, cost savings would be achieved
and the Govermment would benefit by acquiring a reliable
product, at the lowest price, through competition for a ma-
jor portion of its requirements.

These technical and cost proposals were submitted to
the Air Force in April 1965. They were evaluated and in
October 1965 the Air Force awarded contracts to Lockheed and
General Electric for development and production of the air-
plane and engines.

CONTRACT PROVISIONS

The contracts awarded to Lockheed and General Electric
were of the incentive type and included options which, if
exercised, would cover a 10-year period of production.

Although the Air Force 1964 estimate was based on 120
airplanes, Lockheed's contract covered the design, develop-
ment, test, and evaluation (DDT&E) of five airplanes; the
production of 53 airplanes identified as run A, and certain
spare parts and aerospace ground equipment. The contract
also contained options for quantities not to exceed 57 air-
planes identified as run B and 85 airplanes identified as
run C. The estimated or target price of the Lockheed con-
tract for 115 airplanes in DDI&E, run A and run B, was
$1.945 billion.

General Electric had a similar contract for the engines
and the target price was $624 million including $165 million
for the run B option. According to the contracts, the
prices for the run C option would be based on projections
of run B costs,



The target prices included a 10-percent profit and the
contractors were to share with the Government, by adjust-
ment to profit, in any underrun or overrun of the target
cost. Each contract included a sharing arrangement whereby,
if actual cost was less than target cost, the contractor's
profit would increase by 15 percent of the amount of this
underrun. If actual cost was higher than target cost, the
profit of each contractor would be reduced by 15 percent of
the amount of this overrun. The contracts also provided
for a ceiling price of 130 percent of target cost.

The contract with Lockheed included a clause whereby
the Government had the right to adjust the sharing ratio to
increase Lockheed's participation in any underrun to 50 per-

cent and 30 percent, respectively, with the stipulation that
target cost, target price, and ceiling price would be in-
creased by about 3.2 percent. The sharing arrangement and
the targets were changed soon after contract award in accor-

dance with this clause.

Each contract also contains a clause permitting a re-
vision to the target cost and ceiling price each year be-
ginning with calendar year 1968, to recognize abnormal
fluctuations in the price levels of labor, materials, equip-
ment, and subcontracts. Each contract contains a repricing
clause which permits the ceiling price to be adjusted up-
ward if actual costs of producing run A exceed the target
cost of run A by 30 percent. A formula is included in the
contracts to compute the amount of this adjustment.

The contract with Lockheed required that the option
for run B be exercised 24 months prior to the scheduled de-
livery of the first run B unit. The Air Force issued Sup-
plemental Agreement 235, effective Jamuary 14, 1969, for pro-
duction run B which gives the Air Force the right to buy up
to the 57 aircraft included in the option quantity. On No-
vember 26, 1969, the Air Force issued Change Notice 521
which stated that the Government had allotted funds for the
fiscal year 1970 increment of 23 C-5A aircraft.

By letter dated December 3, 1969, Lockheed advised the
contracting officer that the issuance of Change Notice 521
unilaterally changed the contract terms. Lockheed contended
that the Air Force had previously exercised its option for



57 C-5A aircraft and that Change Notice 521, in effect, was
a partial termination for convenience entitling Lockheed to
receive appropriate reimbursement of its costs. In re-
sponse, on December 22, 1969, the contracting officer denied
Lockheed's claim and advised the contractor that the deci-
sion was a final decision under the "Disputes'" procedure.
On December 31, 1969, Lockheed advised the Secretary of the
Air Force that it was appealing the contracting officer's
decision to the Armed Services Board of Contract Appeals.
Lockheed's complaint to the Board was filed on March 23,
1970.
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CURRENT STATUS

For fiscal year 1971, the Congress appropriated
$622.3 million for the C-5A aircraft program, including
$544,4 million for production, as shown below.

Funds Amount
(millions)
Research and development $ 11.6
Procurement, aircraft:
Aircraft (production) $344.,4
Interim funding for Lockheed 200,0  544.4
Initial spares 64.8
Military construction ‘ 1.3
Total (difference due to rounding) $622.3

Concerning the funding of the C-5A aircraft program
for fiscal year 1971, the Deputy Secretary of Defense testi-
fied on May 27, 1970, before the Committee on Armed Services,
United States Senate, that "Of the $544.4 million required
for the C-5A in fiscal year 1971, $344.4 million is required
for prior year unfunded production obligations. Of this
amount, $296 million is for Lockheed." A schedule showing
amounts appropriated, obligated and expended by fiscal year
for the C-5A aircraft program is shown in appendix V. We
have been advised that, in addition to funds previously ap-
propriated, the Air Force intends to request from the Con-
gress for fiscal year 1972 and subsequent years an addi-
tional $544,0 million to complete the acquisition of 81 C-5A
aircraft.

The Air Force originally estimated that Lockheed would
exhaust the $296 million shortly after the end of December
1970 and that the $200 million would be required for work
to be done in the remainder of fiscal year 1971. However,
Lockheed has not incurred costs at the rate anticipated when
the Department of Defense requested the Congress to provide
the interim funding for the contractor. Consequently, the
Air Force believes that it will not be necessary to start
payment from the $200 million until about mid-May 1971.



The Air Force is considering changing the present C-5A
aircraft contract from a fixed-price incentive type to a
cost reimbursement type with the Air Force providing the
funds to complete the program except for Lockheed absorbing
a fixed loss of $200 million. In addition, Lockheed would
not receive payment for certain types of costs listed in
Public Law 91-441. The settlement also would preclude any
performance incentive fees, or profits on initial spares
and on added work related to the scope of the contract which
Lockheed otherwise might have earned.
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PUBLIC LAW 85-804

Public Law 85-804, enacted in 1958, provides that the
President may authorize any department or agency of the
Government which exercises functions in connection with the
national defense:

"%*%%* to enter into contracts or into amend-
ments or modifications of contracts heretofore
or hereafter made *** without regard to other
provisions of law relating to the making, per-
formance, amendment, or modification of con-
tracts, whenever he deems that such action would
facilitate the national defense."

This authority is quite broad and the President has autho-
rized the Department of Defense and certain other agencies
to exercise that authority. See appendix VI for Public Law
85-804 and appendix VII for Executive Order No. 10789 which
implements the law.

We have reviewed the legislative history of Public
Law 85-804 and the proposed action is not precluded by the
act and is within the intent of the legislative history.

The floor debates in the legislative history of Public
Law 85-804, seem to answer in the negative the question
whether the act should be limited to small claims. The fol-
lowing colloquy from the legislative history deals with the
application of the act:

"Mr. Robsion of Kentucky. Mr. Speaker,
there seems to be considerable misunderstanding
in the minds of some, including perhaps the gen-
tleman from Missouri, about the necessity of
this legislation. Of course, we should always
be striving to improve our methods of procurement
and the making of Government contracts, espe-
cially defense contracts. But there will always
be a field where legislation such as this will
be needed to take care of unusual situations that
will arise in providing for the weapons for na-
tional defense. I will give you one example,
that of a contract to build a ship. Suppose you
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get half through the construction of the ship and
something goes wrong, perhaps through bad manage-
ment, perhaps through something unavoidable, nev-
ertheless, the shipyard finds that it cannot con-
tinue under the terms of the contract and com-
plete the ship. The question then arises whether
or not the Defense Department should rescind the
contract, sue the contractor for damages, and
take the ship over to some other yard for comple-
tion. But, of course, it cannot work that way.
As a practical matter, national defense would re-
quire the ship to be completed in that yard, even
though it might require the renegotiation of the
contract, Writing new laws relating to Govern-
ment contracts will not take care of a situation
such as this. The Defense Department must have
the special powers provided by this legislation,
where, under the supervision of Congress, they
would have leeway to go ahead and get the ship
completed, even if, unhappily, in some instances
it would require more money.

* * * * *

"Mr., McDonough. In other words, the gentle-
man is informing us that there are many contracts
such as contracts for aircraft, to which it ap-
plied, missile construction, rockets, as well as
shipbuilding.

"Mr. Robsion of Kentucky. Yes.

* * * * *

"Mr. Robsion of Kentucky. Yes. Now, there
are several reasons why you need this legislation.
For example, sometimes the Government must rene-
gotiate a contract without legal consideration,
such as in the completion of ships, the case
that I mentioned; secondly, there are instances
of mutual mistakes that must be corrected in these
large and extremely complicated defense contracts;
thirdly, of course, you have peculiar situations
which must be met from time to time in large de-
fense programs where existing statutory authority
is inadequate." (See pp. 14156 and 14157 of the
Congressional Record, House, July 29, 1958.)

11



ESTIMATED ADDITIONAL
COST TO THE GOVERNMENT

The actions proposed by the Department of Defense to
resolve the difficulties being enceuntered with the C-5A
aircraft contract will result in additional costs to the
! Govermment, The following schedule which shows additional
! costs of about $496.4 million is based on the assumption
i that all disputes and disagreements existing between the
Air Force and Lockheed on the C-5A aircraft contract would
be decided in favor of the Air Force,

Amount
(millions)

g Estimated cost for Lockheed to
E complete 81 C-5A aircraft

(only allowable costs as defined

in section XV of Armed Services

Procurement Regulation) $3,248.2
Air Force estimate of ceiling price

of existing contract 2,528.,8

Additional cost in excess of
estimated ceiling of existing
contract 719.4

Less:
Proposed settlement loss to be
absorbed by Lockheed $200.0
Estimated amount of costs
disallowed by Public Law 91-441
and under restructured contract 23,0 223.0

Estimated additional costs to
the Government., § 496.4

ESTIMATED PROGRAM COSTS

The following presentation shows the current estimate
of the costs of 81 C-5A aircraft at completion of the pro-
gram. These estimates, as those of the added costs to the
Government above, have not been audited by the General Ac-
counting Office.

12



Total C-5A Aircraft Program Costs
as of December 31, 1970
Based on Air Force and Contractors' Estimates

Amount
(millions)
Lockheed Aircraft Corporation:
Estimated cost for 81 aircraft $3,248.2
Initial spares and ground equipment 389.9
3,638.1
General Electric Company 848.,2
Military construction 17.6
Other costs:
Precontract awards $58.0
Ground equipment 54.7
Testing 24.7
Miscellaneous 29.0 166.4
Total acquisition cost 4,670.3
Less: Proposed settlement loss to be absorbed by
Lockheed 200.0
Net acquisition cost 4,470.32
Additional system (operating) costs programmed
through fiscal year 1976 (modifications, replenish-
ment spares, etc.) 339.5
Total cost of program $4,809.8

Reconciliation of Program Costs with
Estimate of Additional Appropriations Needed to Complete
Acquisition of 81 C-5A Aircraft

Amount
({millions)
Total program costs $4,809.8
Less: Funds programmed as of 12-31-70 $4,026.3
Additional systems costs programmed through
fiscal year 1976 339.5 4,365.8
444.0
Add: Funds to be provided to Lockheed which it must repay
to the Government beginning in 1974 100.0
Funds needed to complete acquisition of 81 aircraft $ 544,028

aThis amount will be reduced to the extent that costs, estimated at
$23 million, are disallowed under Public Law 91-441 and the restruc-
tured contract. 13



CHAPTER 3

DEPARTMENT OF DEFENSE EFFORTS

TO RESOLVE LOCKHEED'S FINANCIAL PROBLEMS

4 After the Department of Defense received Lockheed's
' letter in March 1970 requesting financial assistance, a
special group was established within the Office of the Sec-
retary of Defense to compile and analyze data relative to
; Lockheed's financial problems and to furnish information to
i the Deputy Secretary of Defense. Also, this group was re-
sponsible for determining the reliability of information
submitted by Lockheed. We were advised that particular at-
tention was directed by this group to making a comparison
of the quantities, types, and schedules of various Govern-
ment programs shown in Lockheed's data with known and pro-
jected Government requirements, since these programs were
the bases for a significant portion of the contractor's
forecasted sales, costs, and profits.

5 cemzssmzoac mwss iz

1 Lockheed was requested to provide additional data to
' support, by specific time periods and programs, its short-
term cash needs. The following requested information was
provided.

R mem o

1. A 5-year financial forecast.

ﬂ 2. Data relative to extraordinary contractual actions
to facilitate the national defense on:

a. The C~5A aircraft program.

b. The AH-56A helicopter phase II development pro-
gram,

c. The AH-56A helicopter phase III production pro-
gram.

The financial forecast was based on estimated sales,
costs, profits, capital requirements, and similar financial
information for the 5-year period 1970 through 1974. The
information was developed from Lockheed's budget and fore-
cast system and was based on certain assumptions with regard

14



to schedule, cost,;and delivery of selected military and
commercial programs. We were advised that Lockheed's as-
sumptions concerning Government programs (quantity and
schedule) in which it is participating were reviewed by De-
partment of Defense officials. Assumptions regarding Lock-
heed's commercial activity were based on the judgment of
Lockheed management.

The data submitted by Lockheed for the C-5A aircraft
and the AH-56A helicopter were prepared under the financial
relief provisions of Public Law 85-804 as implemented by
section 17 of the Armed Services Procurement Regulation.
Section 17 requires the contractor's submission to include,
in addition to other data, (1) a history and current status
of the programs, (2) costs for which it has made payment and
those for which it was indebted, (3) estimated costs to com-
plete, and (4) the efforts Lockheed made to obtain funds
from commercial sources to enable completion of the programs.

To assist in the analysis, the Defense Contract Audit
Agency (DCAA) was requested to review Lockheed's 5-year fi-
nancial forecast and the contractor's submissions for action
under Public Law 85-804. DCAA reviewed the data provided
by selected divisions and subsidiaries to Lockheed Aircraft
Corporation headquarters which consolidated the information.
On a selective basis, forecast rates and factors were
checked to Lockheed's accounting records and/or compared
with available audit data. In addition, contract amounts
and forecasted cash receipts were compared to contract
terms and delivery schedules on a sample basis, DCAA also
verified the financial data included in the three submis-
sions covering the C-5A aircraft program and the AH-56A
helicopter programs for development and production.

The Defense Contract Audit Agency submitted a report
on January 13, 1971, to the Office of the Assistant Secre-
tary of Defense (Installations and Logistics) which stated
that it had found that (1) historical data used in the com-
putation of the forecast and/or contained in the three pro-
gram submissions were in agreement with Lockheed's account-
ing records, (2) forecast data contained in the submissions
were derived from data developed under Lockheed's budget
and forecast system, and (3) there were no significant dis-
crepancies in Lockheed's forecasting techniques.

15
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DCAA's report also stated that the financial forecast
reviewed supported Lockheed's computation of cash require-
ments which are expected to peak in 1971. Further, it
stated that, unless Lockheed could find other means to sat-
isfy its requirements for cash in 1971 over the amount
which may be available from banks and airline customers,
Lockheed would be unable to complete performance on the
C-5A aircraft and the AH-56A helicopter programs without
Govermment financing of costs exceeding the Government's in-
terpretation of existing contract ceilings. DCAA stated,
however, that it could not express an overall opinion on the
5-year forecast, since its realization was subject to many
complex factors involving considerable uncertainty.

By letters dated December 30, 1970, to the Chairmen,
House and Senate Armed Services Committees, the Deputy Sec-
retary of Defense outlined his proposals for resolving the
disputes and claims surrounding the various military pro-
grams in which Lockheed was participating. A copy of the
letter sent to the Chairman, Senate Armed Services Committee
is shown in appendix III. A similar letter was sent to the
Chairman, House Armed Services Committee.

He stated that the dispute concerning the motor for
the Short Range Attack Missile was considered resolved and
that the ship claims under five completed contracts had been
settled. The remaining ship claims totaling $159.8 million
were still subject to negotiation.

With respect to the AH-56A helicopter research znad
development program, he proposed that the fixed-price type
of contract be converted to a cost-reimbursement type. Un-
der this arrangement, the Army will assume future costs of
the program and will reimburse Lockheed for about $25 mil-
lion in costs which have been incurred since December 29,
1969,

Under the AH-56A helicopter production program termi-
nated for default in May 1969, the Deputy Secretary pro-
posed to settle the dispute by authorizing the Army to pay
$36 million or the actual amount of the settlement of the
claims of unpaid suppliers and subcontractors, whichever is
lesser.

16



The proposal for settlement of the C-5A aircraft dis-
pute consisted of converting the contract to a cost-
reimbursement type with the Air Force providing the funds
to complete the program except for Lockheed's absorbing a
fixed loss of $200 million. In addition, Lockheed would not
receive payment for certain types of costs listed in Public
Law 91-441, The settlement also would preclude any perfor-
mance incentive fees or profits on initial spares and on
added work related to the scope of the contract which Lock-
heed otherwise might have earned.

The Deputy Secretary stated that the actions proposed
by the Department of Defense would not guarantee that bank-
ruptcy of Lockheed would be precluded.

Lockheed responded on January 5, 1971, to the settle-
ment proposed on December 30, 1970, by the Deputy Secretary
of Defense. (See app. VIII.) Lockheed agreed that the
dispute concerning the motor for the Short Range Attack
Missile had been resolved and accepted the proposals on the
AH-56A helicopter development and production programs. The
contractor was not prepared to accept the Navy's offer of
$58 million in settlement of the ship claims and indicated
that the continuation of negotiations was preferable. Sub-
sequently, Lockheed has reached a tentative agreement to
accept $62 million in full settlement of the ship claims.

Initially, Lockheed declined to accept the amount of
loss on the C-5A aircraft program proposed by the Deputy
Secretary of Defense, but the company has changed its posi-
tion and has agreed to settle for a fixed loss amounting to
$200 million. Lockheed will forfeit $100 million which it
has already provided toward C-5A aircraft costs and will re-
pay the second $100 million with interest at the prime rate
starting January 1, 1974. Repayments will be at the rate
of $10 million or 10 percent of before-tax profits each
year, whichever is larger, with an upward adjustment in the
event of dividend payments. (See apps. IX and X.)

As security for the $100 million, the Department will
require the contractor to pledge its land, buildings, and
personal property located at the Lockheed-Georgia plant.
In addition, Lockheed agreed to withdraw from litigation
all its claims on the above program.

17



CHAPTER 4

GENERAL ACCOUNTING OFFICE REVIEW

OF FINANCTIAL DATA SUBMITTED

BY LOCKHEED ATRCRAFT CORPORATION

On September 14, 1970, Senator William Proxmire and
Senator Richard S. Schweiker requested the General Account-
ing Office to (1) review Lockheed's financial capability to
complete and deliver various quantities of C-5A aircraft and
(2) ascertain the total amount which would have to be ex-
pended to ensure completion and delivery of such aircraft.

We advised Senator Proxmire and Senator Schweiker on
November 19, 1970, that the Air Force estimated that the
total program of 81 C-5A aircraft would cost about $4.6 bil-
lion for development, production, initial spares, and di-
rectly related construction. The Air Force had not prepared
a cost estimate for the 42 C-5A aircraft which are to be de-
livered by June 30, 1971. On the basis of the rate of expen-
ditures, however, the Air Force believed that about $4.1 bil-
lion would be expended on the total program of 81 aircraft
by the time the 42d aircraft is delivered. Included in the
$4.1 billion were costs applicable to aircraft that would be
delivered (work-in-progress) subsequent to aircraft number

42,

With respect to Lockheed's financial capability to com-
plete the C-5A aircraft contract, it should be recognized
that, pursuant to 10 U.S.C. 2313(b), the General Accounting
Office has the authority to examine records which directly
pertain to the C-5A aircraft contract and other negotiated
Government contracts; however, we do not have the right to
require Lockheed to furnish us data on its commercial pro-
grams or overall financial condition.

18



We requested officials of the Department of Defense to
make available for our review any information that the De-
partment had relating to Lockheed's financial condition,
including information on Lockheed's commercial programs.

We were informed that, although the Department did have
certain financial information pertaining to Lockheed, it
could not be made available to us since the information had
been furnished to the Department in confidence and on the
basis that it would not be made public. Although under

31 U.S.C. 54 the General Accounting Office has a right of
access to any records of any Government department, as a
practical matter, there is no sanction available to compel
enforcement of our right.

To avoid a time=consuming negotiation regarding our
right of access to the information in the hands of the De-
partment of Defense, we inquired of Department officials
whether we could review the information at the Department
and refrain from copying or reporting it. We agreed that
we would furnish to those requesting our review only our
opinion as to whether Lockheed had the financial capability
to complete and deliver C=5A aircraft. Initially, Depart-
ment officials declined our suggested approach; however,
during subsequent discussions agreement was reached to per-
mit us to review, under the above stipulated conditions,
the financial information which Lockheed had furnished the
Department.

The Deputy Secretary of Defense advised us on Decem-
ber 9, 1970, that Lockheed was preparing comprehensive fi-
nancial information in the form required by the Armed Ser-
vices Procurement Regulation to substantiate actions under
Public Law 85-804. It was estimated that the additional
data would be submitted in late December and would be au-
dited by DCAA. The Deputy Secretary requested the General
Accounting Office to participate in the review of this in-
formation.

WORK PERFORMED BY THE
GENERAL ACCOUNTING OFFICE

Our work was principally performed at the Office of
the Secretary of Defense, corporate headquarters of the
Lockheed Aircraft Corporation, and three of its major
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divisions during the period December 28, 1970, to Janu-
ary 29, 1971. At contractor locations our effort was basi-
cally directed toward evaluating the audit procedures and
techniques employed by DCAA.

The following statements describe in more detail the
work performed by the General Accounting Office at each lo-
cation.

1. The Office of the Secretary of Defense, Washing-
ton, D.C.~-~At the Office of the Secretary of Defense, we
verified the quantity and schedule of Department of Defense
programs used as a basis for projecting future sales, costs,
and profits to the Department's 5-year defense program. In
addition, we determined significant financial ratios from
the financial forecast and compared these with similar
ratios derived from Lockheed's financial statements from
prior years. We also discussed with Department officials
the work they had performed to satisfy themselves of the
validity of financial data submitted by Lockheed.

2. Lockheed Aircraft Corporation, Burbank, California--
At this location we reviewed the study performed by DCAA of
the corporate office consolidations and adjustments of bud-
getary data submitted by operating divisions and subsid-
iaries. We performed such tests of the study as time per-
mitted and discussed the results with DCAA personnel. We
also reviewed records relating to major financing arrange-~
ments between Lockheed and the Bank of California National
Association. Matters relating to the above areas and to
extraordinary actions taken by Lockheed to conserve cash and
to find additional sources of revenue were discussed with
corporate officials.

3. Lockheed~California Company, Burbank, California--
We examined in detail the work accomplished by DCAA in con-
firming the validity of the financial forecast with respect
to the AH-56A helicopter program, the P-3C aircraft and the
S=3A aircraft. We examined the data obtained by DCAA and
made such independent tests of the data as time permitted.
We also discussed these matters with DCAA and Lockheed of-
ficials.




4. Lockheed-Georgia Company, Marietta, Georgia--At the
Georgia facility, we obtained a schedule of expenditures
and receipts showing the amount of cash required to support
the C-5A aircraft program and Lockheed's investment in the
program. In addition, we compared the August 1970 joint
Air Force/Lockheed cost estimate with Lockheed's internal
management budgets. We also compared the Air Force and
Lockheed interpretations of the contract ceiling price.
Further, we examined the scope and quality of DCAA's audit
of the joint Air Force/Lockheed cost estimate and the sub-
mission by Lockheed as required by the Armed Services Pro-
curement Regulation, section 17, implementing Public
Law 85-804.

5. Lockheed Missile and Space Company, Sunnyvale, Cal-
ifornia--At the Lockheed Missile and Space Company (LMSC),
we examined forecast sales of LMSC and the company's meth-
odology for computing cash requirements on the basis of
forecast source and application of funds. We also discussed
with LMSC officials the forecast profit. Although we can-
not express an opinion on the accuracy of the forecast
profit, we believe that LMSC used sound procedures in de-
veloping its cash requirements.
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CHAPTER 5

CONCLUSIONS AND RECOMMENDATIONS

We are unable to express an opinion as to the accuracy
and reliability of the company-wide financial forecast sub-
mitted by Lockheed because of the uncertainty of future
transactions and the possibility of encountering unforeseen
technological difficulties. Subject to this qualification,
the data that we reviewed indicate that Lockheed does not
have sufficient financial resources to complete the C-5A air-
craft program without Govermment assistance in financing the
costs expected to be incurred in excess of the existing con-
tract ceiling,

Our review of the financial data furnished by Lockheed
was completed on January 29, 1971. Subsequently, it was dis-
closed that Rolls-Royce, Ltd., the manufacturer of the en-
gine for Lockheed's commercial aircraft, the 1-1011, had
gone into receivership. The full effect of this action on
either Lockheed's financial position or Govermment programs
managed by Lockheed cannot be determined at this time.

We agree with the statement made by the Deputy Secre-
tary of Defense in his letters dated December 30, 1970, to
the Chairmen, House and Senate Armed Services Committees,
that the actions proposed by the Department of Defense will
not guarantee that bankruptcy of Lockheed will be precluded.
In this respect, since the full effect on Lockheed's finan-
cial position of problems presently being experienced by
Rolls-Royce cannot be determined, we believe that action
should be taken to ensure that the use of funds made avail-
able for the C-5A aircraft program will continue to be used
on that program even in the event of bankruptcy of the con-
tractor.

Lockheed has indicated that it is taking aggressive
management actions to conserve cash and to make the opera-
tions of the company more economical. On February 17, 1971,
Lockheed officials provided us with a schedule of actions
that it had taken to conserve cash, (See app. XI.) We be-
lieve that the Department of Defense should take a more ac-
tive role in confirming the effectiveness of these actions
and in identifying additional actions that may be warranted.
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In this connection and in support of the above conclu-
sion, we found that, during our comparison of the joint Air
Force/Lockheed cost estimate with Lockheed's internal budgets,
the cost estimate was about $172 million higher than the
budgets to complete the program, We were informed that this
difference of $172 million was considered by Lockheed to be
a management reserve and was a part of Lockheed's manage-
ment control system since the internal budgets were based
on the concept of optimum performance. To the extent that
Lockheed meets this optimum performance, the estimated ad-
ditional cost of $496.4 million shown on page 12 of this
report will be decreased.

RECOMMENDATIONS

We recommend that the Department of Defense establish
close surveillance over Lockheed's activities to ensure that
conditions which resulted in previous cost growth and finan-
cial difficulties have, to the extent possible, been cor-
rected and are not likely to recur. We recommend also that
the Department conduct a review of the "should cost" type
of Lockheed's operations concerning the production of C-5A
aircraft, The purpose of these recommendations is to give
the Government greater assurance that Lockheed's future op-
erations are conducted in an efficient and economical man-
ner and that only necessary costs are incurred in complet-
ing the C-5A aircraft,
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Locianeen Mnerars CORPORATION

BURUBANKREK, CALIFORRIA ©91L03

Narch 2, 1970

The Honorable David Packard
Depuly Scerelary of Defense : !
The Pentagon

Washington, D. C. 20301

Deor Mr. Secrciary: B

We have compleied a review of the current status of a number of our major
Department of Defense programs in connection with which our corporction has
filed claims or hos been cainpelled into contractual disputes with the military
services. It hos become abundantly clear fo us that thie unprecedenied dollar
magnitude of the diffcrences fo be resclved betvreen Lockheed ond the rilitary
services make it Tinanciclly impossible for Lockheed 1o complete perfemance
of these piograms if v must await the outcome of litigation before recciving
further financing froin the Departinent of Defense. We consider it imperative
that somc alternate method of resolution of these differences be immedictely
ond scriously pursucd in order to avert impaimment of the conlinued performonce
of programs essential to the nationa! de

.
fense.

We realize that the military services normally expect their contractors to continue
peiformance, including financing, pending administrative revieve and resolution

of any dispuleble matier. In the present instances, however, the cumulative
impact of the disagrecinents on four progrems ereates o critical finoncial problens
which cannot be supporied out of cur current and projected assels and inceac.

We have inten:ificd our cost reduction effests, have climinated dividends to our
slog!:?;ol(.'crs, have reduced drastically our plenned cxpenditures for fixed ossels,
and intend to reduce our overhead costs and cut discretionary outlays in ol other
possible arcas. We also infend To continue pursuit of all possibilities of firancing
from the piiveie scclor. Despite these efforis, we must state that we cennot
maintain uninterrupted performance on these programs without receiving significant
financing assistonce from the Depariment of Defense. Also, in ubsolute condor,
we do not consicer that Lockheed, even if it vere capable of so doing, should be
expecicd olone tu sustain for an indelinite period the finenciol burden while
owaiting the outconie of litigation resuliing largely from drastic innovetions in
piocurcment procedures ulilized by the military services,

LCOK T0O .lOCAHFEU'FCH.‘ LEADECRSHIP
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However, if abhsolutely necessary the partics may be forced 1o hove their major
dgisagreements involved in Inose programs seliled through litigation.,  Indecd our
obligatioas to our stocklicldors will require us to fake 1his couse of action if the
only scillcment proposals whick can be evolved would ruinousty deplete ou
corporale resnurces,  Moreover, it should be recognized thed contractual

disagiecments of such eno.mous magnitude tepresent a breakdown in the
i procurcment processes,

Without disregarding our own deficiencies, the common ingredient in three of

the four programs vhich cause our present difficuliy, nomely, the C-5A, the SRAM,
and the AY-56, is the fuct that under the Total Package Procurement procedure
developnient was tequired fo be undertaken under « fixed price fype contract with
concurrent preduction commitinents with respect to price, schedule, ond perfermance.
Although it was ossumed that stote-of-the-ait advances were not reguired in these
programs, it is generally acinitied that these assumptions were incorrect.  Although
indusiry geneially, including our company, perhaps erred in competing for contracts
under this sysicia, the systen itself and its use were the responsibility of the military

N —— —y ————————

departments, .

: We believe thot the hindsight of today shows us that the procurement procedure
utitized for these programs waos Imprudent and cdverse fo our respective interess,
: We did not conieuplote, nor do we belicve onyone in the Depariment of Defense
ever contemploted, That these contracts could generate differences of epinion
) involving such vast monciary amouhits as, for example, exist on the C~5A program,
Nor did c¢itlicr party oppreciate the major hazards involved in undertaking
produciion on the Cheyenne program bafore fechnical problems on the davelepment
program hod been solved. Considering that these problems were known to the Army
at ine time the letter contract for production was issued in January 1968, end that
: the portics subsequently had been unable to reach agreement on o definitive conticcf,
the unprecedented ociion of ferminaiing this letter confract under a fixed p ice
default clavse is difficult to understand.,
. Despite the growing awareness that the total package method utilized in these programs
: is virtually unworkable, there seems to be little disposition to correct existing
contiacts on terms which most conttactors can accept or to recognize that itigation
is a seriously inadequate avenve. Even on the shipyard contracts where the total

' package concept was not involved, the fact the bulk of the shipbuilding indusiry
: has encountered grave trouble as indicated by the more than a billion dollers in

contract cloims suggests that the system, rather than solely individual deficiencies,
. was a major confributor fo the problem, ,

Apart from the disostreus potential for our awn company and its effect on Department

of Defense programs, litigation of these problems may well have greve conscquences
on the Depariment of Defense's ability to secure the industrial suppert which it
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traditionally has required, repaidless of vho ulitinotely wins. With this in nind,
vihntever stops moy be iaken o alleviaie our imincdiate finonciol pochlens [wish
to urge that the way be 1ell open o negolicte soitlements which are witliin the
ability of the corporation 1o absorb, !

Although | knew you are gencrally femilior with the aforcnientionzd progians, |
would like briefly to re copi itulaie the eritical financial problems they couse and io
urge interim financing actions which should be taken immcdialely fo ovoid impair-
meni of continued performance.

C--OA

On January 19, 1970, our appeal fiom the Contracting Officer's decision concerning
the C-5A Cmfroct dicpute was dockeiod by the ASBCA and our complaint has been
filed. All pfzrh'*" ore cooperuting foward the curliest possible rcgolu.lon of these issues

by the Board, bul mosi ov.rmlmccxlly it vould appear this cannot be accompliched
before late 1971.

In addition, there is o distinct possibility that the decision of the Board incry be appeoled
fo the Court of Cloims, and conscquently o finul dac s'on may no! bz mudle uniil 15/@
or 1974, The Air Torce has indicated it will no provide funds for this contrect which
will exceed the estiimated contract price as ihe Air Force interprets this centract.
Undzr these conditions, the Alr Force funding would af best be oduquate only until
near the end of this year. However, in order 1o compleie the delivery of 81 airerafs
and relaied ficins during 1971 and 1972 an edditional $435 mitlion fo $520 nilfion

will be required to cover produciicn expenditures. lockheed connot provids such
funding and belicves the Alr Force should cdvance the necessary funds pending the
outcome of the litigation., This could be acconplished by an emendment to the curient
contract vhich could contain eppropricte safeguards for both partics with respect .

to preserving thair rights in litigation,

gljg)'ajﬂ Claims

At the present time, the Lockheed Shipbuilding ond Construction Company has performed,
or is performing, on 9 conirects for several classes of new ships. More than $175 miilion
of contractual edjustinent claims have been presented to the Navy to dale. As of
Dzacember 29, 1969, amounts expended by Lockheed on these claims exceed $100 million
and are expected to continue ot a rale of 83 to $4 million per month. These claims

have been under censideration for many menths with provisional payments of only $14
miilion made to dute. -

k]
We belicve the solution to this problem lies in an immediate increuse in provisional
paymenis to an aggicgate of $85 million. We understund the Department of the Navy
plons to seltle the majority of these claims during the last three months of 1570 which
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should penait the puyeent of the bolance of the emounts due Lockhied Shipbuilding
and Consiruction Connany by inrA end of this year. Should there be any delay inthe
Navy's plm»,n. schedule an additional aiount of provisional payments weuld be
required, Immediaicly incicasing provisional paymenis o $85 million would sub-
stantially case the financial Lurden of the Shipbuilding Company and pounii continued
voik deward the ‘cenplction of the DE 1052 and LPD class ships now in process. In
oddition, cx.rcn\;uu"uw con be made which will nat impair the rights of elibor Lockiecd
Shipbuilding and Construction Company o the Navy with respect to negotiation and
finol seltlement of ‘ILS clains.

AH-55A, Phase I

On May 19, 1969, the Aimy Conirecling Officer issucd o final decision terminating
this letier coniract for default, lockheed's a;meo! from this decision vas made fo the
ASECA on May 22, 1969, and both Lockheed ond the Army are proceedling in accordance
v/ith the rules of the Board. It is unlike ly the! the Board will hear this cose before
midyear and that o {inal decision can be made before the fiest quarier of 1971, As of
the end of 19569, 1oial costs incurred by lockheed (oth piior aind subsequent to the
Coniraciing Officer's dacision) emount o cppro‘:im ately $89 million. Prior fo the
Confracting Olficer's decision the Army had mede progress payine nts armounling fo
$53.8 million. Ve have reached an ogreement with the Army undar which these
progress puyrients moy be retained by vs pending o decision by the ASECA. However,
during the carly pori of Y970, costs incurred may reach a tofal of scne $110 million
reauiring o folal cost pamcquhow by Lockheed of some $60 to $465 million which
may be increased by the necessily of poyment by lockheed to subcontracters of
additional amounis. We suggest that tha Army increase the amount of progress
paytaents to a minimum of 907 of the.casts incurred, and confinue such payments
until resolution of this case by the Board of Contract Appeals or the Court of Cleir
The same ogrecraent under which Lockhzed is cuirently roicnan the $53.6 1105
or progress payments could apply 1o thiese additional provisional payment:.

i

SRAM
The Lockheed Propu‘suon Company is the prepulsion system subcontracter to the Bozing
Company under its prime contract with the Air Force for DDT&E of the Shiort Range
Attack Missile (AGM-69A). On December 29, 1969, Lockhecd Propulsion Co'npcny
and the Boeing Company prcvmcd o Contract Adjustment Claim to ‘he Air Force under
Contract AF 33(657)-16584 in the amount of $50 million. At the present time,
Lockheed iropulsion Company is continuing its performance of ifs subcentruct cnd

has incurred costs cpproximating $30 million in excess of the $16.9 million reccived

fo date. Continued performionce duting 1970 is expected to odd more than $15 million.
Nzgotiations of the issues involved in cur claim are currently being sought jointly

by Lockheed Prepulsion Company ond Bozing with the Air Force. It is possible

that niost or all of the issucs will becone the subject of an ASBCA cose in the noxi

30



APPENDIX I
Page 5

The Honorable David I .ard March 2, 1970

feve months, We belicve that « p"o"iffm'rl poyment fo Lockhced Propulsion Co.npany
of $25 million should be authoiized under the Bosing prime countract pending final  »
resolution of the issues. As is the cace with the AH-56/ and the C-5 promm'*s,
suitable arrangeinents prafecting the n(-h.s of both pariics could be arrang

‘
In summory, in the absonce of promp! negotiaied setilanents there is u eritice!
need for inforin financing to averd inpairment of continued performance, We
vrgently solicit the assistence of the DCPGIhnC(Z:f of Defense in providing such
financing.

Very 11uly yours,
LOCKHEED AIRCRAFT CORPORPATION

S A
A

D. J Hmuﬂﬂon
"Chairman of the Bourd
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SECTION 504

PUBLIC LAW 91-441
OCTOBER 7, 1970

" Sgc. 504. (a) Of the total amount authorized to be appropriated by

this Act for the procurement of the C-5A aireraft, $200,000,000 of
such amount may not be obligated or expended until after the expira-
tion of 30 davs from the date upon which the Secretary of Defense
submits to the Committees on Armed Services of the Senate and the
House of Representatives a plan for the expenditure of such $200,-
000,000. In no event may all or any part of such $200,000,000 be ob-
ligated or expended except in accordance with such plan.

(b) The $200,000,000 referred to in subsection (a) of this section,
following the submission of a plan pursuant to such subsection, may
be expended only for the reasonable and allocable direct and indirect
costs incurred by the prime contractor under a contract entered into
with the United States to carry out the C-5A aireraft program. No
part of such amount may be used for—

(1) direct cost of any other contract or activity of the prime
contractor ;

(2) profit on any materials, supplies, or services which are sold
or transferred between any division, subsidiary, or affiliate of the
prime contractor under the common control of the prime con-
tractor and such division, subsidiary, or affiliate ;

(3) bid and proposal costs, independent research and develop-
ment costs, and the cost of other similar unsponsored technical
effort ; or

(4) depreciation and amortization costs on property, plant, or
equipment.

Any of the costs referred to in the preceding sentence which wounld
otherwise be allocable to any work funded by such $200,000,000 may
not be allocated to other portions of the C-5A aireraft contract or to
any other contract with the United States, but payments to C-5A air-
craft subcontractors shall not be subject to the restrictions referred
to in such sentence.

{¢) Any payment from such $200,000,000 shall be made to the prime
rontractor through a special bank account from which such contractor
may withdraw funds only after a request containing a detailed justi-
fication of the amount requested has been submitted to and approved
by the contracting officer for the United States. All payments made
from such special bank account shall be audited by the Defense Con-
tract Audit Agency of the Department of Defense and, on a guarterly
basis, by the General Accounting Office. The Comptroller General
shall submit to the Congress not more than thirty days after the
close of each guarter a report on the audit for such quarter performed
by the General Accounting Office pursuant to this subsection.

(d) The restrictions and controls provided for in this section with
respect to the $200,000,000 referred to in subsections (2) and (b) of
this section shall be in addition to such other restrictions and controls
as may be prescribed by the Secretary of Defense or the Secretary of
the Air Force.
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THE DEPUTY SECRITARY OF DLrflse
WASHINGIG:, D C, 20301

--_:’\"-:‘“
RAV] 0 i

o) SR

Honorable J!. 1 Stennis
Chairman, Scnate Armed
Services Gommittee

United States Senate
Washington, D, C, 20510

Decar Mr, Chairman:

As you know, on March 2; 1970, Mr, Daniel Haughton, Chairman of

- the Board of Lockheed Aircraft Corporation, submitted a lefter to the
Department of Defense citing his company's contractual and financial
praoblems on four major defense programs: Navy shipbuilding, the

" SRAM Missile Motor, the Cheyenne helicopter, and the C-5A, Mr,
Haughton's letter asserted that Ythe unprecedented dollar magnitude”

of the claims and disputes in which these programs were then involved
would "make it financially impossible for Lockheced to complete per-
formance of these programs if we must awaitl the outcome of litlnation
before recciving further financing from the Departme:t of l)"*'cn‘c

Mr. Haughton emphasized the urgent need for a settlement, or for some
viable alternative to our procedure of requiring a contractor to continue
performance with its own financing during resolution of disputed matters,

Immediately upon receiving this letter, the Department of Defense under-
took an intensive independent determination of the nature and magnitude
of the managerial and financial problems presented by Mr, Haughton's
letter, Each of the military departments undertook to negotiate settle-
ments of their individual programs., My staff compiled and analyzed

data relating to the total corporate entity, including corporate financial
forecasts prepared by Lockheed at our request and avdited by the Defense
Contract Audit Agency. It was necessary to determinc the {inancial
viability of the corporation and to examine the avazlabﬂ:ty of commercial
credit to meet the company's obligations,

Of utmost importance was our necd to assure the continued availability
of weapons systems urgently needed for our national security, Several
pregrams for which Lockheed Aircraft Corporation is a contractor with
the Depariment of Defense aré particularly critical to the nation's defense,
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These include the Poscidon missile system, the 5-3A airerafl, the
Cheyemne helicopter, and the C-5A aircraft. In addition, it clearly is
in the vital national defense interest thot the Navy ships currently being
built under contract with the corporation be continued to C(")mplction.

The time has now come when we must move promptly toward a scitle-
ment of Lockheed-DoD contract disputes al minimum cost to the U. S,
Government and with minimum impact on third parties such as Lockheed
employees, supplicers, subconiractors and their employces.

It is my responsibility as Depuly Sceretary of Defense to scek and to {ind
a solution. I have learned over the years that prolonged procrastination
in the face of difficult problems is an unsatisfactory stance that too often
brings not solutions but added problems. Nothing is to be gained by
wishing that these problcms which arose in the past would go away;
instcad we must facec present facts and move on to future needs. I
therefore wish to present Lo you, as I promised to do, my plan to re-
solve these disputes. '

To briefly recap, the defense contracts which have contributed {o Lock-
heed's financial problem were executed before this administration took
office, The C-5A contract was awarded to Lockheed in October 1965.
The supplemental agreement to the contract,” which commitied funds
for 23 acditional airverait #and which is claimed by Lockheed Lo have
exerciscd an option for 57 aircraft, was entcred into during the last
weck of the previous administration. If is the principal dispute over
the C-5A contract. ‘

The contract for development of the AH-56A (Cheyennc) wes - rarded by

the Army to Lockheed in March 1966, It contained an opiic: [or pro-
duction quantities which was exercised in Januvary 1968,

The contract for the SRAM missile development was awarded to Boeing
in November 1966, with Lockheed participating as the subcontractor

for the rocket motor.

The ninc Navy ship contracts oul of which Lockheed's claims arose
were awarded to Lockhecd from 1961 through 1965,

Shortly after taking office in January 1969, Secrctary Laird and I
became awarc of the difficulties being encounterced on these programs.
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In fact, the problems we found in connection with these programs led
to re-cexaminaiion of and changes in the weapons acquisition process Lo
bring both technical and cost problems under betler control.

[=]

We re-evaluated operational requirements and looked at the C-5A cost
growth in view of our budgetary constiraints and decided notl to extend

at progr cyond the ircra n order, Because of unresolvecd
that program beyond the 81 aircraft on ord B { solved
technical problems and & general failure to make progress, we made

e decision to texrminate the Cheyenne production contract for default.
the d to t te the Chey product tract for dcfault
On the SRAM, we responded to technical and cost problems in develop-
ment by not excrcising our oplion for production and by continuing the
cmphasis on testing and development,

Since last March we have been working o a virtually daily basis on
resolution of these Lockheed claims and dispuies. Numerous discussions
also have been held with the banking community on future finuncing nceds
of the corporation.

. .

Our review established that normal procedures for resolving these
dispules would require an extended period of time for which Lockheced
would have insufficient cash and inadequate commbercial credit to finance
the continued operation of vital defensc prograiﬁs. We also found that
vithiout the provicien of adtien-1 Jurde by it Peportment of Defeyse

and without continued bank support, bankruptcy of the Lockheed Corporation
was and is inevitable. It was then necessary to determine whether
bankruptey and corporate reorganization under the Bankruptcy Act was

or was not in the interest of national defense. We found that while such
bankruptcy procecdings would, if instituted, primarily apply to Lockbeed,
that company's operations are so enlwined with rmany other companics
which also contribute to our national defense efforti that it was necessary
for us to consider the chain reaction upon other companies as well., Based
on extensive discussions with bankers and other defenge contractors, T
have concluded that the consequences of Lockhecd bankruptey at this timme
would be so far-reaching that several othér defense suppliers would be
placed in such a precarious financial condition that their capability for
futurc operations would be jecopardized. Further, several senior members
of the banking community have advised me that bankruptcy of Lockheced now
would causc them to reassess their credit agrecments with many other
companies which supply csscntial defense equipment.
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The exact raanilications of a hon'oupiey proceceding remain uncert. in, but,
in my judgment, the potenticl conscequences are of such a grave nadture that
all reasonable steps should be {aken to avoid precipitating 2 bankruptey by
our actions on defeuse programs. In the event of Lockheed!s bankruptey,
the Department of Defense would be faced with substantial uncertaintics
and risks about the degree to which several key national defense programns
would or could be continucd, Decisions on such matters would be subject
to the discretion of the bankruptey court, which would be reguired to take
into consideration the intcerests of 21l creditors of the corporation., Scricus
delays would necessarily ensue, At a minimum, it is almost certain that
an accommodation would have to be reached with the bankruptcy court to
arrange to continue performance of the C-5A contract, among others, and
I scc no way which such an accommeodation would enable the Departmment of
Defensce to oblain the C-5A and other necded cquipment at a cost Jower than
under the course Iam recommending.

With this background on the disputes and my judgment regarding bankrupicy,
I want to provide the Comnmitice py plan,

I want to meake it quite clear in prescnting this plan that, while we have had
access to extensive firancial date prepared by Lockheed and audited by the
DCAA, we have only recently received Lockhecd's current formal financial
subsmittals, The plan I am proposing, thercfore, is contiverent upon Tocke-
heed's being compleiely responsive {o our continuing data ycgaive, s and
our satisfaciory analysis and audil of the data subnuitted.

’

I have concluded that our normal, established procedures are adequate to

resolve two of the four issues,

On the SIRAM, for which Lochhced is a subcontiractor, the Air Force throvgh
its established procedures has negotiated a seftlement with Boeing (the prime
contractor)., Twenty million dollars was paid in full §eitlcﬂ'ncnt of the $54
million claim which Boeing submitted on behall of T.o¢kheed. This scttlc-
ment specifically provided thet the entire $20 million would be applied to
increase the ceiling price of Lockheed!s subcontract. This problem can
therefore be considered resolved,

Ship claims of $46 million for work vnder {ive completed contracts were
seitled Jor $17.9 millior in Junc of 1970, This scitlement was rcached
through the established procedurces for negotiating ship claims. The
remaining clainis, totaling $159. 8 million have been the subject of

intensive negetiations between the Navy and Loclheed., To seitle these
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claims, 1he Nevy has offe red Lodiliced S56 mitiion, T ain hopelul that
a scttlement of thesce cliims can Le reached, Generally speaking, @71
nepotiations reparding this program have also beeu concluded,  The

singlc remaining issne is Lockheed's acceptance of this offer,

The two remaoining issucs, thercfore, are the Cheyenne program for the

Army and the C-5A for the Air IForce.

With regard to the Cheyenne program, it ie my decision that it is in the
best interest of the government to complete the development cffort so
that we can determine whether the Cheyenne will be a viable candidate
1o provide closce air support for the Army, and so that we can realive
some value from the investiment we hiave alrcady imade.  The ceiling
price of the cxisting contract is approuzimately $95 million, of which
about $90 million has elready been digshursed by the Army. Inan
aticompt to complete {he development program, Lockheed Lun exrpendad
to date subutantially move than the ceiling price and abou{ $100 mnillion
more than it has been reimbursed, We believe that a realigned development
program can be compleied largely within the nevt year, bul we have con-
cluded that the compuny laclis the capacity to fivance this prograimn {o a
point of completion satisfactory for the Army to determine the circraft
system fcasibility.

X
Fror this reason, we propose to convert the Cheyenne research aund
development contract to a cost reimbursement form cficctive as of
December 29, 1969, The designation of the effcctive date is based on
an cvaluation of all the relevant factors bearing on the program and
upon analysis of Lockheed's overall {inancial condition, as shown by
data received {from Lockhced to date. Under this arrangement, the
Army will assume futurce costs of the program and will reimbursc
Lockheed for approximately $25 million in costs Whic}} have been incurred
on the development program since December 29, 1969,

The Cheyenne production "lefter contract' which was exccuted by the
Army in January 1968, and terminaled {for defaull in May 19069, is now
in the early stages of liligation. ILockheed's cosis for this phase of the
program approximate $98 million against which they received $53. 8
million from the Army in progress payments prior to default. Supplicrs
and subcontractors for the Cheyenne production program have submitted
scttlement proposals in excess of $84 million.
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We have decided to selt]le the Clheycenne production contract by
avthorizing the Army to pay $36 million or the actual amount of the
scltlement of the c¢laims of vnpaid supplicrs and subcontracts under
this letter coniract, whichever is lesser. The sciilement agrecement
will include controls and audit procedures to assure that any funds
actually paid will be uscd solely for this purpose. The Army will
audit and monitor the scttlement of the claiins of supplicrs and sub-
contractors before payment. Lockheed, pursuant to this settlement,
will have to agrce to withdraw from litigation their related claim now
before the Armed Services Board of Contract Appeals.

On the C-5A program I have, aflter the most cercful consideration of
all relevant factors, narrowed the range for resolution to two alternatives,

1. Onc aliernative is to reduce the number of peripheral

issues in dispuic by necgotiation and to allow the core of the

disagrecments to proceed {:in‘ough litigation. The litigation

svould ‘be basically concerned, therefore, .with the question

of whether the Air Force excrcised an option for 81 airplanes

or for 115 airplanes and the corresponding application of the

© repricing formula. The Air Force and Lockhced, over scveral
weeks of discussion, have concluded that the litigable disagrece-
ments would result in a financial range from approximatcly g
plus $25 million recovery by Lockheed against the United
States to about $480 million liability or loss by.Lockheed.
2. The other alternative would scttle the entire dispute by
eliminating all issucs and imposing a fixed loss on Lockheed.
In addition, .such a secttlement would preclude any performance
incentive fees, or profits on initial spares and on added work
related to the scope of the contract which Lockhced otherwise
might have earncd. ' i

Our analysis of Lockheed's financial situation has led us to the conclusion
that after the Air Force has paid Lockheed up to the Air Force's interpre-
tation of ceiling price, the company will Jack the funds or resources to
finance continued production of the C-5A program. Moreover, under
either alternative we must achieve a workable contractual arrangement
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which will permit the Ay FPorce a more active role in monapguwnent of the
program, Also, under cither aliernative, it will be necesasary {or the

Air T'orce to provide all the funds to complete the C-5A program.
(Although, under the first allernative a portion may--and under the

sccond alternative a poriion would- -be repayable to the Aiv Torce.) 1In
any event, stipulations under cither glternative would include a repayment
provision aud intercest charges on the unpaid bolances, with an a2acccleration
clause in the cvent of initiation of havkruptey.

A fixed Joss sctflement ellcernative would remove once and for all the
contenlions of both partics., Such {fived settlement loss would consist
entircly of "allowable' cosis, and would be above and in addition {o
losses due Lo certain costs incorred by the corntractor whichi are neither
allowed nor paid by the povernment. ({These costs, referred to as
"unallowables, " are projected by Tockhced 1o circeed $40 10i11ion on

this program. In addition, payments to Lockheod will exclude othervice
allowable costs to the extent such coste fzll in the four numbered caic-
gorics listed in Section 504(b) of the Depariment of Defense Procurcement
and Rescarch Authorizetion Act, 1971 (1P, 1. 91:441).)

In determining the dollay amount of the fixed loss that should he the

basis for the seltlement of the C-5A dispute, Itook all relevant {aclors
into comsideration. Among the {factors considered in arriving al ¢Lis
figure were the range of financial results which would result from the
litigation, the apparcent weight of the legal arguments of the parties on
the issues in dispute and Lockheed's potential ability to respond Lo a
judgment in {avor of the United Statcs, should one result., After weighing
all the many complex factors, a $200 million figure represcnts my best
judgment. I do not expect it to mect with wnaniimous endorsement; some
will think it too low, others too high--but it remains my best judgment
after months of consideration of what is without doubt the most comple:s
management and coniractual disputc I or any of the principals ever bave
encountered. .
After weighing both of thesec alternalives I have concluded that the fixed
loss scttlement alternative is preferable, It has the advantage of finality,
and would facilitate management improvements in the remainder of the
program. I recognize the possibility that Lockheed may decline to scitle
for this fixed loss and prefer litigation. '

As I mentioned earlier, Lockheed's latest financial information is being
compiled and will be audited by the Defense Contract Audit Agency., We
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have also asked {het the Generad Accounting Office review this data with

us prior to the cxecution of our decisions,

The $200 million "contingency!' fund, which we have requesied to be
authorizced and appropriated for FY 1971 for the C-5A, will nccessarily

be utilized to continue the production of the aircraft beginning in February,
and will be expended in the context of the settlement outlined above,

We are awarce that the course of action which we propose to follow does
not guarantec that bankruptey of Lockheed is precluded; nevertheless,
this coursc is, in our opinion, thc necessary onc based on the national
defense intercst. The uncertainly exists becausce overall financial
stability of Lockheed is contingent not only on the financing of ils defense
programs, but also on further financial support from the private sector
for its commexcial programs, particular]y the L-1011 aizvbus,
Our aclions in scttling the disputes on the four delense programs will

esolve contingent liabililies of Lockheed and, vwe hope,” therehy provide
a degree of certainty to the overall finarcial affairs of Tockhoed that vill
permit the banks to continuc to {inance the commercial programs, and
avoid bankrupicy. I will continue {o closcly monilor the financial and
management situation of Lockheed as these plans are implemented. I
is also my intent to insure that all possible controls arc exercisgl by
Defense over our financial relationships with Lockheed to assure the
salisfactory performance on Defense programs and the protection of
Defense interests, .
This summarizes the alternatives and the action we intend to take to
resolve these very difficult contractual matters. The final details of
the settlement and the documents necessary to implement this plen are
now Leing prepared, and will be completed by the end of January 1971,

§

I will be available to review this plan in detail with your Committee at
your convenience, and will be glad to have your views on the alternatives.

Sinpercl /B /
.} ‘,/7

¥ .4,
[/

f![ / l. s ..4
(J'{:f/ ":‘ll“
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FEB 2 1971

Honorable Johu Stcernis
Chairman, Senate Armed
Services Committee

United States Senate
Washington, D.C. 20510

Dear Mr, Chairman:

This is in further response to your request for additional information
in connection with the plan I described to you in ray letter of December 30,
1970 for the resolution of the coniract disputes berween the Depariment of

Deciensc and the Lockheed Aircraft Corporaticn aud for the expenditure
of the $2.00 million avihovized for appropriation by Dublic Law 91-441
which is subject to the provisions of section 504 therein.

I am enclosing herewith additional inforination corcerning the detailed
procedures io be employed by the Department of the Air Force in maling

payments from thosc funds.

If I can be of any further assistance, plecase let me know.

nclosure
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AIR TORCE PROCEDURES IF'OR MAKING PAYMENT UNDIR
. THE RESTRICTIONS OF
SIECTION 504, PUBLIC LAW 91-441

The Air Force intends {o initiate obligations from the $200 million
! conlingency fund (hereinafter referred to as the "contingency fund”) pro-
vided {for in Section 504 approximately Mid-May 1971 {o provide expenditure
authority to allow payments to be made for work called for by the C-5A
rcsiructured contraci, Tt is anticipated that by said date the estimated
Lockheed poriion of the C-5A program included in the Fiscal Year 1971
appropriation (other than the contingency fund} anc applicable prior year
appropriations will have been made available for the current coniract or
the restructurcd contract. The pr(‘;cedurcs prescribed herein are in
implementation of Section 504 and will apply to payments made {rom the
contingency {fund and shall apply to any other payments made under the
restructurcd C-5A contract with Lockheed from and afier the dale of
" initiation of payments {romn the contingency fund. The implementation
of these procedures will be accomplished by apprepriate provisicens
; included in the restriuctured C-5A contract. Paymentis will be made in
i accordance therewith.
i .
; In order o insvre that the restrictions and limitations contained
j in Section 504 are complied with in respect to the contingency fund and
to funds hercafter made available tb the C-5A resiructured contract, the
following actions will be taken:

1. The contract will provide that no direct costs on any other
contract or activity of the prime contractor will be allowable cosis under
the C-5A restructured contract.

2. The contract wil} provide that no profit on any materials,
supplies, or services which are sold or transferred between any division,
subsidiary, or affiliate of Lockheed under the commmon control of Lockheed
or such division, subsidiary, or affiliatc, will be an allowable cost to be
paid out of said contingency fund and funds hereafter made available for
payment under the contract and such disallowed profit will not be recouped
under any other contract with the Government,

FOR OFTICIAL U3SE ONLY
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3. The contract will also provide that bid and proposal costs,
independent research and development costs, the costs of other similar
unsponsorecd technical offort, and deprecintion and amortization costs
on property, plaut, or cquipment of the contractor, as determined by
negotiation between the contractor and the Government and which would
otherwise be allocable to work funded by said contingency fund and by
{funds made available hereafter for payment under the contract, will not
be allowed under that contract and such disallowed cost will not be
recouped under any o.her contract with the Goverrment.

In order to accomplish the actions called for by subparagraph 3
above, special billing rates will be established which will be lower than
the generally applicable cost reimnbursement rates. These special
billing rates will be designed to exclude the unallowable costs specified
in subparagraph 3 above. The final negotiatced overhead rates; i.e.,
those based on the actual costs for overhead {for 1971, will then be
adjusted {o reflectl the exclusion of the actual unreimbursable costs
referred to above. The contract will provide that such unallowable over-
hcad costs will be excluded commencing with the obligation of the con-
tingency {fund,

4. a. A Spccial Bank Account, as prescribed by Section 50<(c)
will be established. This will be an agreement beiween the Air Force,
Lockhced Aircraft Corporation and,the bank selected to maintain the
Special Bank Account. It will prescribe: (1) All payments made pursuant
to Section 504 and from funds subscquently appropriated shall be made into
the Special Bank Account; (2) The Goverument shall have a lien upon the
balance of the account; (3) The limitations of the bank's liability in
connection with the account; (4) The specific procedures for withdrawal
of {unds from the account; and (5) The right of the Government to inspect
the bank's records of such account.

b. In order to make the Special Bank Account operative within
the C-5A contract structure, certain new provisions will be required in
the restructured C-5A contract, These proposed provisions will provide
for (a) the establishment of the account, (L) the use of the funds in the
Special Bank Account, (c) the method of withdrawal of funds from the
account, (d) the Government's right to the balance in the account in the
event of bankruptcy or other adverse actions against the tontractor, and

FOR OFIICIAL USE ONLY
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| {c) the probibition against assignment of the contract to any other partics
and subordination of any assiguments previously made,

: c. The Special Bank Account will be established in a commercial

: bank. Lockheed will be asked Lo designate a bank located in the Atlanta,
Georgia, arca as muiually agreed upon by the Contracting Olficer for this
purpose und the Spceial Bank Account will be designated "Lockheed-Georygia
Company/Air Force Special Bank Account." Payments to Lockhced will be
processcd as sel {orth below: :

d. All requests for payment will be sent Lo the Administrative
Coniraciing Office (ACO) for approval. The ACO will exclude costs which
arc held to be unallowable under the limitations and restrictions specified
in Seciion 504 prior to approval and forwarding to the Disbursing Cfficer

i

1 designatcd to make payments undér the contract,

1 e. The Disbursing Officer will sct up a separate recerd to

1 conirol all expenditures from the contingency furd, Upon reccipt of the

approved payment request and after determining that it is a proper charge,
the Disbursing Officer will issue a check in payment of the amount made
to the order of “"Lockheed-Georgia Company/Air Force Special Bank
Account. ' This check will then be deposited in the Special Bank Account.

f. Withdrawals from the Special Bank Account will require the
signaturc of both the contractor and the Contracting Officer. Secction 5041
requires {hat these funds 'be ex])éndcd only for the reasonable and allocable
direct and indirect costs incurred by the prime contractor... to carry out
the C-5A aircraft program." To salisfy this requirement and the provisions
of the restructured contract, it will be neccssary for Lockheed to submil a
detailced justification to the ACO Lo support requests for withdrawal of funds
from this Special Bank Account, Withdrawals {rom the Special Bank Account
will normally be rclated to vouchers which formed the basis for the deposit
in the Special Bank Account. Lockheed's detailed justification will usually
be submitted weekly in the form of a listing of payrolls, material receipts/
invoices and other costs which have been incurrcd in support of the C-5A
program, and which are due for payment during a reasonable period of time.
After review of this justification, the ACO will determine the amount of
funds which may properly be released from the Special Bank Account to
Lockheed's general bank account. The contractor will then pay its creditors
and employces by drawing checks on its general bank account.

FOR OFFICIAL USIE ONLY
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g. Suction 504(c) provides that "all payments made from such
bank account shall be audited by the Defeuse Contract Audit Agency.. . "
and the terms of the restruciuved contract will likewise so require
during the performance thereof, To avoid auy uncdue delays in releasing
cash {rom the Special Bank Account, DCAA audits will generally be con-
ducted afler the ACO has approved the voucher or detailed justification
for withdrawal of fimds, The ACO may request a DCAA audit prior to
approval of any payment if he believes a sipnificart portion of the voucher
submission is questionable. If any audit adjusiments are indicated, cost
offscis will be made by the ACO against current or future vouchers or
requests for withdrawals submitied by Lockheed,

h. Secction 504(c) provides that "all payments made from such
Special Bank Account shall be audited,.. on a quarterly basis, by the
General Accounting Office. The Comptroller General shall submit to the
Congress nol more than thirty days after the closce of each quarter a
report on the audit for such quarter perforined by the General Accounting
Office pursuant to the subscction,” The Air Force will cooperate fully
with the GAQ in the accomplishment of its audit.

FOR OFFICIAL USEE ONLY
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STATUS OF FUNDING FOR C-5A AIRCRAFT PROGRAM

Repro-
Program Appro- gramming Current
year priated (+ or —) program Obligated Expended

(millions)
RDT&E
; 1971 $ 11.6$ - $ 11.6 $§ 2.3 § 0.2
i 1970 34.2 - 34.2 30.9 24.0
) 1969 °~  128.0 —2.0 126.0 124.8 120.7
1968 305.2  +36.7 341.9 341.5 340.9
1967 258.2  +20.4 278.6 277.8 277.8
1966 157.0  +1.9 158.9 158.7 154.7
1965 7.0  +35.0 42.0 42.0 42.0
1964 - +10.0 10.0 10.0 10.0
Total 901.2° +102.0 1,003.2 988.0 970.3
Procurement (In-
cluding initial
spares)
1971 609.2 - 609.2 400.2 350.9
) 1970 865.8, - 865.8 677.8 576.0
: 1969 625.9 - 625.9 604 .4 538.9
: 1968 492,8 +416.6 509.4 504.3 482.6
i 1967 415.3 =20.1 395,2 392.7 393.1
g Total 3,009.0 -3.5  3,005.5 2,579.4  2,341.5
H Construction
g 1971 1.3 1.3 -
i 1970 9.4 9.4 7.5 .8
i 1969 .1 .1 .1 .1
| 1968 6.8 - 6.8 6.8 6.8
i Total 17.6 - 17.6 4.4 7.7
]
g Total $3,927.8 $.98.5 $4,026.3 $3,581.8 $3,319.5

Note: The total amount shown as expended is as of December 31, 1970.
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Public Law 85-804
(as amended)

50 U.StCo 14—31 - 1435

Be it enacted by the Senate and House of Reprecsentetives of the United
States of America in Congress assenbled, That the President may authorize
any department or agency of the Government which exercises functions
in connertion with the national defense, acting in accordance with
regulations prescribed by the President for the trotecticn of the
Government, to enter into contracts or into amendments or modifications
of contracts heretofore or hereafter made and to make advance payments
thereon, without regard to other provisions of law relating to the
making, performance, amendment, or modification of contracts, wnenever
he deems that such action would facilitate the naticnal defense. The
authority coaferred by this section shall nol be utilized to obligate
{he United States in an amount in excess of $50,000 without approval
by an official at or above the level of an Assistant Secretary or his
Deputy, or an assistant nead or his deputy, of such department or
egency, or by a Contract Adjustment Board established therein.

SEC. 2. Nothing in this Act shall be construed to constitute
authorization hereunder for--

(2) the use of the cost-plus-a~percentage-of-cost syster of
contracting;

(b) any contract in violation of existing law relating to
limitation of profitls; )

(c¢) the negotiation of purchases of or coniracts for
property or services required by 'law to be procured by formal
advertising and competitive bidding;

(@) the waiver of any bid, payment, performance, or other
bond reguired by law;

(e) the amendment of a contract negotiated under section
2304(a)(15), title 10, United States Code, or under secticn
302(c)(13) of the Federal Property and Administrative Services
Act of 1949, as amended (63 Stat. 377,394), to increase the
contract price to an amount higher than the lowest rejected
bid of any responsible bidder; or

(f) the formalization of an informal commitment, unless it
is found that at the time the commitment was made it was
impracticable to use normal procurement proceiures.

SEC. 3 (a) All actions under the authority of this Act shall be
made g matter of public record under regulations prescribed by the
President and vhen deemed by him not to be detrimental to the national
security.

(b) A1l contructs entered into, amended, or modified pursuznt to
authority contained in this Act shall include a clause to the effect
that the Comptroller General of the United States or any of his duly
authorized representatives shall, until the expiration of three years
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after final pazyment, have access to and the right to examine any
directly pertinent books, docurents, papers; and records of the
contractor or any of his subcontractors engaged in the performance
of and involving transactions related to such contracts or sub-
contracts. Under regulations to be prescribed by the President,
however, such clauses may be omitted from contracts with foreign
contractors or foreign subcontractors if the egency head determines,
with the concurrence of the Comptroller General of the United States
or his designee, that the omission will serve the best interests of
the United States. However, the concurrence of the Comptroller
General of the United States or his designee is not required for the
omission of such clause -

(l) where the contractor or subcontractor is a foreign govern-
ment or agency thereof or is precluded by the laws of the country
involved from making its books, documents, papers, or records
available for examination; and

(2) where the agency head determines, after taking into ac-
count the price and availability of the property or services from
United States sources, that the public interest would be best
served by the omission of the clause.

If the clause is omitted based on a determination under clause (2),
a written report shall be furnished to the Congress.

SEC. 4 (a) Every department and agency acting under authority of
this Act shall, by March 15 of each year, report to Congress all such

actions taken by that department or agency during the preceding calendar

year. With respect to actions which involve actual or potential cost
to the United States in excess of $50,000, the report shall --

name the contractor;

state the actual cost or estimated potential cost involved;

(1)
(2)
E3% describe the property or services involved; and
in

state further the circumstances justifying the action taken.

With respect to (1), (2), (3), and (4), above, and under regulations

prescribed by the President, there may be omitted any information the
disclosure of which would be detrimental to the national security.

(b) The Clerk of the House and the Secretary of the Senate shall

cause to be published in the Congressional Record all reports submitted

pursuant to this section.

SEC. 5. This Act shall be effective only during a national emergency

declared by Congress or the President and for six months after the

termination thereof or until such earlier time as Congress, by concurrent

resolution, may designate."
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Executive Order No. 107069
of November 1k, 195¢ (23 Fed. Reg. 5597)
As Amended by Executive Order 11051,
dated September 27, 1962

AUTHORIZING AGELCIES OF THo GOVERIMENT TO EXERCISE CEZRTAIN CONIRACTING
AUTHORITY I COINECTION VITH NATIONAL DEFENSE TU\CTI 15 AND PREGCRIBING
REGULATIONS GOVENLIILG THE EXERCISE OF SUCH AUTHORITY

By virtue of the authoriiy vested in me by the act of August 28,
1958 72 Stat. 972, hereinzafter called the act, and as President of
the United States, and in view of the existing nationzl emergency
declared by Proclamation lo. 2914 of December 1€, 1950, znd deeming
that such action will facilitete the national delense, it is hereby
ordered as follows:

Part I--Department of Defense

Under such regulations, which shall be uniform to the extent
practicable, as mway ve prescribed or aporoved by the Secretary of
Defense: :

1. The Depertment of Defense is auvthorized, within the limits of
the amounts approvrizted and the contract authorization provided therefor,
to enter into contracts and into amendments or modificztions of contracts
heretofore or hereafter made, and to make advance payments thereon,
without regard to the provisions of law relating to the making, per-
formance, amendment, or modification of contracts, whencver, in the
Judement of the Secretary of Defense, the Secretgry of the Army, the
Secretary of the Navy, or the Secretary of the Air Force, or the duly
authorized representative of any such.Secretary, the national defense
will be facilitated thereby.

2. The Secretaries of Defense, the Army, the Navy, and the
Air Force, respectively, may exercise the authority herein conferred
and, in their discreticn and by their direction, may delegate such
guthority to any other military or civilian officers or officials o
their respective departments, and may confer upon any such military or
civilian officers or officials the power to make further delegatl .as
of such authority within their respective commands or organizations:
Provided, that the authority herein conferred shall not be utilized to
obligate the United States in an amount in excess of $50,000 i:ithout
approvel by an official at or zbove the level of en Assistant Sccretary
or his Deputy, or by a departmental Contract Adjustment Board.

3. The contracts hereby authorized to be made shall include
egreements of all kinds (whether in the form of letters of intent,
purchase orders, or ctherwise) for all types and kinds of property or
services necessary, avpropriate, or convenient for the national defense,
or for the invention, cevelopment, or producticn of, or research con-
cerning, any such property or services, including, but not limited to,
aircraft, missiles, buildings, vessels, arms, armement, equipment or
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suppliecs of any kind, or any portion thereo?, including plans, spare
rarts and equipment therefer, materials, supplies, facilities, utilities,
machinery, machine tools, and any other equipment without any restriction
of any kind as to type. character, location, or form.

k. The Departmont of Defense may by agreement modify or amend or
gettle claims under contracts heretofore or hereafter mnde, mey make
advance payments upon such contracts of any portion of the contract
price, and may enter into agreenments with contractors or obligors
modifying or releasing accrued obligetions of any sort, including accrued
liquidated damages or liability under surety or other bonds. Amendments
or modifications of contracts may be with or without consideration and
may be utilized to accomplish the same things as any original contract
could have acccuplished hereunder, irrespective of the time or circum-
stances of the making, or the form, of the contract amended or modified,
or of the amending or modifying contract, and irrespective of rights
which may have accrued uader the contract or the amendments or modifica-
tions thereof.

5. DProper records of all actions taken under the authority of the
act shall be maintained within the Department of Defense. The Secretaries
of Defense, the Army, the Navy, and the Air Force shall make such records
available Tor public inspection except to the extent that they, or their
duly suthorized representatives, may respectively deem the disclosure
of information therein to be detrimental to the national security.

6. The Department of Defense shall, by Merch 15 of each year,
report to the Congress all actions taken within that department under
the authority of the act during the preceding calendar year. With
respect to acticns which involve actual or potential cost to the United
States in excess of $50,000, the report shall (except as the disclosure
of such information may be deemed to be detrimental to the national
security)--

(2) name the contractor;

(b) state the actual cost or estimated potential cost involved;
(c) describe the property or services involved; and

(a) state further the circumstances justifying the action taken.

7. There shall be no discrimination in any act performed here-
under against any person on the ground of race, religion, color, or
national origin, arnd all contracts entered into, amended, or modified
hereunder shall contein such nondiscrimination provision es otherwise
may be required by statue or Executive order.

8. No claim against the United States arising under any purchase
or contract mande under the authority of the act and this order shall
be assigned except in accordance with the Assignment of Claims Act of
1940 (Sh Stat. 1029), as amended.

9. Advance payments shall be made hereunder only upon obtaining
adequate security.

10. Every contract entered into, emended, or modified pursuant to
this order shall contain a warranty by the contractor in subsiantially
the following terms:
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The Contractor warrants that no perscn or selling armency hos
been employed or retained to solicit or secure this contract upen
an agreenent or understanding for o commilscion, percentage,
brokerage, or contincent fee, except bona-{ide employees or bona-
fide established commercial or selling agencies mointained by the
Contractor for the purpose of securing business. Yor breach or
violation of this warranty the Government shall Lave the right to
ennul this contract without liabilily or, in its discretion, to
deduct from the contract price or consideration, cr otherwise
recover, the full amomnt of such commission, percentage, brokerage,
or coantingent fce.

11. All contracts entered into, =mended, or modified pursuant to
guthority of this order shall include a clause to the elffect that the
Comptroller General of the United States or any of his duly authorized
representatives shall, until the expiration of three years after finnl
payment, have access to and the right to exnmine any dircctly pertinent
books, documents, papers, and records of the coniractor cr any of his
subcontractors engeged in the performance of, and involving transactions
related to, such contracts or subcontracts.

12. DNothing herein contained shall be construed to constitute
authorization hereunder for--

(a) the use of the cost-plus-a-percentage-of-cost system of
contracting;

(b) any contract in violation of existing law relating to
limitation or profits or fees;

(¢) the negotiation of purchases of or contrects for property
or services required by law to be procured by formal
advertising and competitive bidding;

(d) the waiver of any bigd, payment, performance, or other bond
required oy law;

(e) the amendment of a contract negotizted under section 230h(a)
{(15) of title 10 of the United States Code to incrcase the
contract price to an amount higher then the lowest rejected
bid of any responsible bidder; or

(£) the formalizaticn of an informal commitment, unless ii-
Secretary of Defense, the Secretary of the Amy, the “.r-etary
of the Navy, or the Secretary of the Air Force, or tre duly
authorized representative of any such Secretary, finds that
at the time the cormitment wvas made it was impraciicable to
use normal procurement procedures. :

13. The provisions of the Walsh-Healey Act (49 Stat. 2036), as
amended, the Davic-Bacon Act (L9 Stat. 1011), as amended, the Copecland
Aet (L8 Stat. 9h8), as amended, and the Eight Hour law (37 Stat. 137),
as aumended, if otherwise avplicable, shall arply to contracts made and
performed under the authority of this order.

1k, lNothing herein coatained shall vrejudice anything heretolore
done under Executive Order Ho. 9001 of December 27, 1941, or Executive
Order No. 10210 of February 2, 1951, or any amendnments or extensions
thereof, or the continuance in force of an action heretofore taken
under those orders or any amendments or extensions thereof.
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19. HNothing heresin contained shall prejudice any other authoritly
vhich the Depurtment of Defcnse mey have to eater into, emend, or
modify contracts, and to mz2ke advance payments.

Part II--Extension of Provisions of Paragraphs 1-14

2l. Subject to the limitations and regulations contained in
paragraphs 1 to 14, inclusive, hereof, and under aay reculations pre-
seribed by him in pursuance of the provisions of paragraph 22 hereof,
1he heed of each of the following-named agencies is suthorized to per-
Torm or exercise as to his eagency, indepeniently of any Secretary
referred to in the said peragraphs 1 to 1k, all the functions and
authority vested by those paragraphs in the Secretaries mentioned
therein:

Department of the Treasury

Department of the Interior

Department of Agriculture

Department of Commerce .

Department of Transportation

Atomic Energy Commission

General Services Administration

National Aeronautics and Space Administration
Tennessee Valley Authority

Government Printing Office

22. The head of each agency nzmed in paragraph?2l hereof 1is
authorized to prescribe rezulations governing the carrying out of the
Tunctions and authority vested with respect to his agency by the pro-
visions of paragreph 21 herecf. Such regulations shall, to the extent
practicable, be uniforn with the reguletions prescribed or approved by
the Secretury of Defense under the provisions of Part I of this order.

23. Nothing conteined herein shall prejudice any other authority
vhich any agency nemed in varasravh 21 hereol may heve to enter into,
amend, or moa:uy ccntracts and to make advance payments.

2L. UNothing contained in this Part shzll constitute authoriza-
tion thercunier for the amendment of a contract negotiated under
section 302(c){14) of the Federal Proverty arnd Administrative Services
Act of 19L9 (ov Stat. 394), as amended by section 2(b) of .the act of
August 28, 1953, 72 Stat. 956, to increase the contract price to an
amount higher than the lowest rejected bid of any responsible bidder.

DWIGHT D. EISENHOWER"
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LockllEED AIRCRAFT CORPORATION

BURBANK, CALIFORNIA 91503

January 5, 1971

The Honorable Devid Packard
Deputy Secretary of Defense
The Pentagon

Washington, D. C, 20301

Dear Mr. Packard:

I wish to acknowlcdge your letter of December 30, 1970, and the copy of your
letter to Senator Stennis, Chairman of the Senate Armed Services Committee.,
Your proposed plan of action and comments have received careful study and
deliberation by our Board of Directors and management, and our response to
the alternative approaches is our considered judgment on these complex and
difficult matters,

While | agree with you that the time has come to move promptly toward a
resolution of our disputes at minimum cost to the government ond with minimum
impact on third parties, such as our employees and subcontracters, | would like

to think it is equolly important to seek a resolution that also is fair to the more
than 55,000 Lockheed shareholders.

We recognize that Lockheed's first re;ponsibility is one we must share with the
Department of Defense -~ to establish contractual and working agreements that
will help assure the continued delivery of defense articles that are important to
our nation's security. We accept unreservedly our part of this responsibility
and will cooperate fully with the DeoD in finalizing such agreements.

Now [ should like to respond to the various proposals as you have stated them
in your letter fo Senator Stennis. | want fo assure you that we intend to carry
out to successful completion oll the programs in which Lockheed is engaged --
not only those for the government but also those for our commercial customers.
We will continue to be responsive to your data requirements. And we will
continue working closely with you to improve all aspects of our programs.

We agree thot the $20 million settlement we have negotiated with Bocing

resolves the claim Boeing submitted to the Air Force on our behalf for the
short range attack missile (SRAM) motor program. ‘

LOOK TO LOCKHEED FOR LEADERSHIF
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With reference to ship construction claims, we are not prepared to accept the Navy
offer of $5¢ million. It is our belicf, however, that if both parties continue to pursue
negotiations diligently a mutuclly acceptable solution can be achieved within a
reasonable period of time.

We accept your proposals regarding the AH-56A Cheyenne development and production
contracts. In consideration of the Department of Defense offer we will withdraw from
litigation our cloim regarding the Cheyenne production contract, although we consider
that we have a sound case before the Armed Services Board of Contract Appeals
challenging the default concellation of that contract.

With re ﬁnrr] to ”'\n ( SA you orfgror’ us two alternotives On e was to rﬁr*fnr‘n fhf:

AR RS QU S0 VS WO QoS S A

number of peripheral issues in dispute by negotiation aond to allow the core of the
disagreements to proceed through litigation. The other olternative was to settle the
entire dispute by eliminating all issues gnd imposing o fixed loss on Lockheed.

Although you are familiar with the position we have taken on the C-5A contract, |
should like to cutline it briefly once again so that you will appreciate the reasoning
behind our choice between the proposed alternatives.

We entered into the C-5A program in 1965, fully aware that it was the government's
first contract under the total packoge procurement concept. At that time we recognized
the worthwhile objective of putting the totol program ~~ development, testing, and
several years of production -~ under contract at one time.

This fixed price type contract was deliberately constructed with a repricing formula
designed to prevent so-called windfall profits and provids protection cgoinst cotastrophic
losses. This repricing formula wos o necessary element of the otherwise inflexible

nature of this new long term total package procurement plan. The Air Force included
the repricing formula in the controct it offered to all three of the final competitors.

We would not have signed the contract without this essential provision or some
comparable protection.

The repricing clause has been misunderstood ond in some cases distorted. 1t has
even been falsely lobeled as a "bail-out"” or "get well” clause. Such charges ignore
the purpose of the contract as discussed above ~- that of providing for o single long
term procurement and attempting to provige some sort of protection to both the
government and the contractor.

You have acknowledged that your depariment has now discarded the total package
coniract as an effective procurement method. Our experience under this form of
procurement on the C-5A program would certainly lead us to agree that it properly
should have been abandoned. Unfortunately, Lockhecd has been left with the
consequences of a procurement system that has proved to be completely unworkable.

54



APPENDIX VIII
Page 3

The Honoralile David Packard January 5, 1971

As finalized in December 1965 the C-5A contract was for an initial quontity of 58
aircraft with options for additional quantities. It was bilaterally amended in January
1969 by Supplemental Agreement No. 235 to exercise the option for 57 Production
Run B aircraft, making it a contract for 115 aircraft. Supplemental Agreement No,
235 made other changes in the contract including establishing torget end ceiling
prices for 115 gircraft. This amendment brought the repricing formula into play.
Congress was notified by the DoD of the option exercise.

In November 1969 the Air Force unilaterally issued Change Order No. 521 in which

it said it wos placing ¢ "finel order” for 23 aircraft of the 57 Production Run B aircraft
which Supplementa! Agreement No. 235 had already ordered by exercise of the option.
Change Order No. 521 even purported to unilaterally establish new prices for an 81
aireraft contract.

In our judgment the Air Force action in issuing Change Order No. 521 constituted

o partial termination of the centract for the convenicence of the government. Asa
unilateral oct the change order could not reduce the omount of the contract price
adjustment to which Lockheed would be entitled under the repricing clause. We are
convinced our case is @ sound cne based both on legal interpretation of the contract
and on considerations of equity. We believe adjudication of the case should ultimately
permit Lockheed to substantially recover its costs expended on the program -~ with
even the possibility of a profit for our nearly eight years of major effort.

Despite subsequent criticizm, we believe the C-5A progrem has been managed well,
With the benefit of hindsight, there moy be a number of things we ond the Air Force
might have handled more eflectively on the C-5A program. Costs, impressive
because of the megnitude of the prograi, hove been a difficult problem. A sig-
nificant portion of the coct growth was occasioned by the inflexibility of contract
terms and interpretation that prevented specification and cost trade-offs.

Neither porty to the contract expected the massive escalation of the war in Southeast
Asia. Neither of us forecast the uncontrolled inflation and rising costs that took
place in 1965 and subsequent years. We had not anticipated the surge of commercial
transport orders that affected the acrospace industry in those years, turning o buyer's
market into a seller's market os we sought suppliers ond subcontractors, and
restricting the availability of engineers and other trained people.

Our product is a good onz, needed for the security of this country. We ore
providing the government with an aircraft that -~ almost uniquely ameng aircraft
weapon systems ~- is meeting every one of its original performance guarantees
and is demonstrating exceptional copebilities in its initial year of operation,
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In determining our response to your proposed alternctives for resolution of the C-5A
disputes we have token into consideration all the afcrementicned factors. High
among the 7 clors considrred were the soundncss of our legal position with respect
to the C-5A contract, the inequity of our being required to accept a $200 million
fixed loss 1o resolve all outstanding legal issues, and the respansibility we owe to

1 our company and our shareholders.

We understand your view that the fixed loss settlement alternative is preferable since
it has the odvantage cffinality and permits pregram continuation in a more favorable
condractual environment. We do not consicer, however, that under the circumstances
of our C-5A dispute, loclhiced can accept o compromise which entails such an
excessive and unworranted penalty to Lockheed as $200 million. We must therefore
decline to settle for a fixed loss of $200 million, and we elect to proceed with
litigation in accordunce with the basic guidelines posed in the first alternative in
your letter. We are confidenf we can arrive at a satisfactory agreement with the

Air Force regarding the issues fo be involved in the litigotion and the conduct of the
litigation so as to minimize its impcct o day-to-dey operation of the program. The
major issues remaining in tiligation would include the dispute recarding option exercise
and the related application of the repricing formula but would not be limited to that
single issue within the financial range mentioned in your letier.

You laid particular stress upon the impact that your preposals might w.ave upon Lockheed's

i

finoncial stotus. It should be pointed out that we are in the process of restructuring our

] financial plen with our lending benks, We believe we will be successful in concluding

| such arrangements.  In this connection your comment to Senator Stennis that "under
either olternative, it will be necessary for the Air Force to providz all the funds to

i complete the C-5A progrem" and that "in any event, stipulations under either

i alternative would include o repayment provision and interest charges on the unpaid

balances" will play an important role. It therefore becomes imparative thet an
undersianding bz arrived at promptly on the provisions for such payments, to or frem
Lockheed, depending on the outcome of the litigation. We shall continue to work vith
your office to complete these provisions.

We appreciote the thoroughness with which you have stated your position and the
reasons for it, | have fried to be equally thorough in outlining the rewsons behind
our decision to choose the alternative of litigation of the C-5A issues.

We share your desire to finclize details of your plan of action by the end of Jonuary,
We stand ready to meet with your representatives on an expediied schedule to resolve
the remaining details in arriving at final solutions that may best and equitably serve
all interests,

Sincerely,

A

D. J. Haughton

Chairman of the Board
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THE DEPUTY SECRETARY OF DEFENSE
WASHINGTON, D. C. 20301

January 27, 1971

Mr. D. J. Haughton
Chairman of the Board Y
Loockheed Aircraft Corporation

Burbank, California 91503

Dear Mr. Haughton:

Your letter of January 5, 1971 relating to the methods of resolving
the disputes between Lockheed and the Department of Defense on the Ship
procurements, and the AH-56 (CHEYENNE) and C-5A programs has been
carefully reviewed and considered.

You indicated that Lockheed had made a decision to litigate the dis-
pute on the C-5A program, which is the right of Lockheed. You also
indicated that Lockheed could not agree to limit the litigation to the single
issue of the option exercise and the related application of the repricing
formula, as I had contemplated in posing possible alternatives for resolu-
tion of the dispute in my letter of December 30, 1970 to the Chairmen of
the Armed Services Committees of the Senate and House of Representatives.

Since receipt of your letter, considerable consideration has been
given to the course of action which you propose. I have found that there
is no precedent in the Department of Defense for advancing funds beyond
those specified in a contract during the course of litigation between the
contracting parties. After very careful evaluation of all related factors,
I have determined that under such circumstances, the Department of
Defense could not agree to payments to Lockheced in excess of the ceiling
on the contract during the litigation process, or to restructure the existing
contract. In addition, the prospect for litigation of long duration in which
the issues in litigation are not limited would make extremely difficult the
administration and management of the continuing program under a re-
structured contract. A restructured contract under such circumstances
would also potentially confuse and complicate the litigation.

In the event you should decide to reconsider your decision to litigate,

it would be my intent to settle the entire C-5A program dispute on the basis
of Lockheed accepting a fixed loss of $200 million for the entire program.
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The fixed loss would consist entirely of "allowable'" costs, and would be
above and in addition to certain costs incurred by Lockheed which are
neither allowed nor paid by the Government. Under this arrangement,
the existing contract would be restructured to a cost type contract. The
restructured contract would, of course, exclude payment for those four
categories of costs listed in section 504(b) of the Department of Defense
Procurement and Research Authorization Act, 1971 (P. L. 91-441) from
the point at which payments to Lockheed are commenced to be paid from
the last $200 million appropriated for the program in fiscal year 1971.
Such categories of costs would also be excluded throughout the remainder
of the restructured contract. It would further provide for repayment by
Lockheed to the United States of that amount paid by the Air Force fov
allowable costs which is in excess of the amount of such costs less the
$200 million. This repayment would begin on January 1, 1974. Terms
of repayment would be in line with our previous discussions, that is, the
greater of $10 million or 10% of net profits before taxes per year, with
interest at the prime rate and with repayments to be adjusted upward in
the event of payment of dividends by Lockheed. In the event of bankruptcy,
the unpaid balance would become immediately payable. The repayment
would also be secured by a lien to the Department of the Air Force on the
Lockheed Marietta Plant.

This proposal is based on the assumption, of course, that the banks
and Lockheed proceed to execute and carry out the latest financing plan
which Lockheed and the banks have under discussion.

Should Lockheed elect to reconsider and accept this fixed loss
settlement offer on the C-5A program, we would then be prepared to
proceed with the resolution of the CHEYENNE program as outlined in
my letter of December 30, 1970 to the Chairmen of the Armed Services
Committees, of which you have a copy. Resolution of the dispute on the
Ship procurements would be left to normal procedures for resolution.

Should you desire to review the details of the restructured contract
which my offer contemplates for the C-5A program, we will be pleased to
make it available.

Sincerely,

/s/ David Packard
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Locninup ATRSRAYT Conronarion

BURELANI, TALITORNLA 01500
Februawry 1, 1671

"he Yovorable Daviad Packard

Depot, Seeretarys of Defense ¢

The 1uriegon , 0
Vashing,ton, b.C. NCJOL P

Deanys M. Packyerd:

Lvier careful siody of your Jelter of Januzry 27, 1971, we accept your puopooal
thao 1no entire C=DA pooswes aispule be sciiled on the baeis of cur abvscriing &
1050 of $200 millicon plus c¢isaliowed costs,

In 1o- Jobter 1o vou doted Juemwvary 5, 1671, we chone to litignte this clopute alto

nepotiating the Jeores.  Tou heve now found, howeiver, that the Defence Lepirwaont
Lus »o ypreccdent, for fwaing a contvract Guring Jitigation. Tnis declslon uicn
Llecan us in the vosition wnere we crnoexercise ovr right 1o 1iiligeie only Af re
i 3 5] t N

prov' ds Srom viior sources Lthe lnudreds of wlllions of dollery required 1o fuad
the C-54 propsnn Tov the twounts in cirpute.

We mads 1t knowa in oy letter 1o you on March 2, 1970, and subsequently ibhuol Locl-
heed yould not rove the cnpability to Mwnd colpletion of the C-5°0 prograw vid

the fir Force fulerpretsZion of Lue contraes, Your Janutrvy 27 lelier, plevin:
the SwAdins 2uguivenent o7 Jackrecd, in oflceh closes the woor 1o ay wav 1 whie,
vie mipht pursve en appesll boardor court rovied of the nerits of the C-504

L caAtTeL Y
dirpute,  We oleo underserd foai your letier thnt only after we accepy 1 ¢ 202
piddion Yoses cn the C-YA vl you ithen be prepured to procced with resoluticn of

the Cheyune pespron as ofeced In yeour letier of Decemrter 30, 1970,

Under all of these circumstances, Lockheed really has no choice, Other alterna-
tives would jecpardize the interests of our stockholders, employees, subcontractors
and suppliers, airlines and other commercial customers, the banks who have supported
us and who base additional credit aveilability upon an agreement for resolving our
disputed contracts -- and certainly the interests of the Government itself which
depends upon Lockheed for continued production on programs that you have described
as "particularly critical to the nation's defense,’

Therefore we most reluciaitly eccept your reguircaent that we absorb a 200 n.llilicH
loss cn the C-%4 uader the ~—iddelines ia your January 27 letter. We acceyt the
basis coateined in your Decenber 30 letiler for settling the Zi-56A helicepier
dispuie.  Last wock as youa unoy ve roeacked & tenvative agreenent with the havy to
yesolve the ship construction claims we have suhnittied.

With regord to the additicual disallevonces of certain costs imposed by Public

Low @1~441, we strongly swocest that the C-8S4 contruetunl provisiens should not
impone perrliies beyond those required by the statuse. Wo would appreciale e

opporiuiily to discugs thiz with your stulf,
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Ouw 3 .uopreen 30 drplemeniing, the fivencing plan that ve and the benk s now are
diccornlng L Gotee satlist: ctory. Ve omect Lo finerldre the exrecreny hie enil,
Hovesor, you receganize ibhat our ebillily Lo wvall ourselives of ine tolad creelt is

continpent upon our resolvirg our defense contract dicputes.,

We e prepared o meet with your representelives ol your earllest convenience to
nepoticte finel dotzils of the restructured C-5A contiact wud to cowplete all otlex
rcnaining deusils in regard to the Cneyenne and ship rrogrems.

We hope fin2l settlement of these dispules coan be uchieved very quickly. Ve
beliove ve have boon succescslal in not ellowing the dleputes 1o interfere vwith
the rmulecture ol deldvery of ail Lockheed products and services that ere
impariont to our nrticnel seeurity. Ve pledrze Lockheed's fudl cooporeoticn in
voriing with the rildtary cervices to nect this contiaudng responsibility.

,

Sincerely,

/s/

D, J. Huuphilon
halrimon ¢f the Boord
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LockirEen AIRCRAFT CORPORATION

BURBANK, CALIFORNIA 91503

February 17, 1971

Mr. Milo Wietstock, Audit Manager
U. S. General Accounting Office
Federal Building, Room 7068

300 North Los Angeles Strect

Los Angeles, California 90012

Dear Mr. Wietstock:

During recent discussions, you requested additional information on acticn taken by Lockneed
management fo curtcil expenses and minimize cash requirements. In perricolar, reference
was made to special efforts directed toward these objectives by Lockheed management, in

recognition of the impact of potential losses which might accrue from the problem DoD pro-
grams.

Attached is a brief summary of considerations and actions of mancgement which resulted in
part from special emphasis and attention to cash conservation. However, | also would like
to comment briefly on our normal program to control expendxtures and cash reguirements,
This program, which has been utilized for many years, is based on @ formal management
approach to financial planning and includes a number of specific activities providirg finan-
cial and management control.

For example, short term operations are based on approved management budgets which not
only set forth goals for sales and profits, but also include integreted management plans for
fixed asset expenditures, overhead targets, independent R&D effort and cash flow. Perfor-
mance, in relationship to management budgets, is monitored on a continuing basis with
planned mid-year and year-end performance reviews at the corporate level. Specific reviews
are held for consideration of capital expenditure proposals and independent research and
development programs to assure integrated programs with maximum benefit and minimum
expenditure on a corporate-wide basis. Management budgets and operating plans cre sup-
plemented at various organizational levels with targets and controls for manpower, overhecd,
facility utilization and other mancgement objectives. In addition to project and company

management reviews of ongoing programs, reviews of significant and critical programs are
held at the corporate level.
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For the longer term, management planning and control is implemented through development
and consideration of formal long range plans, semi-annual 10 year mancgement forecasts
and 5 year financial forecasts, These include consideration of long term capital expendi-
ture plans and capability development programs.

During 1969 and 1970, we have stressed the importance of our financicl objectives to all

i levels of management and in turn to cll employees throughout the Lockheed organization.

) This matter has been given close atteniion ot senior management meetings and in corie-

i spondence and association with operating organizations. On November 11, 1969,

Mr. Haughton wrote to all members of supervision on the subject, "Managing for Profiss”,
emphasizing our environment, our responsibilities and the need for a new spirit of invclve-

: ment and achievement. Each of the Lockheed companies has followed with various saecicl

. programs and efforts ~ to increase productivity, to improve performance, to curfcil expendi-
| tures, to conserve cash - in essence, to do a better job in view of our environment.

; The attached summary of considerations and actions of management is not alkinclusive.
! However, it should provide insight into our efforts to develop and maintain the most favor-
| able financial environment consistent with the tasks confronting us and the resources avail=

able to us,
Sincerely,
ey
Ll =
A. Carl Kotchian
President
Attachments
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LOCKHEED AIRCRAFT CCRPORATION

~ EFFORTS TO CURTAIL
EXPENDITURES AND MINIMIZE
CASH REQUIREMENTS

The following is a briefl summary of actions taken throughout the Lockiiced
Aircraft Corporation to curtail expenditures and minimize cash requircments.
It is not all-inclusive. In particular, it docs not include all those potenticl
actions (such os disposition of ussels, murgers, etc.) considered and explored
by management, but determined not to be appropriate nor in the best interest
of stockholders, creditors, customers or employees. This summary is presented
in categories but not necessarily in order of importance,

FACILITIES

Capital Expenditures

Following o series of detailed mancgement reviews, 1970 caopital expendi-
tures were budgeted at $100 million. This represented a net cush invest-
ment of $38 million cfter deducting funds provided through depreciation.
Through deferral, substitution and elimination of items, capital expenditure
plans were reduced in all compenies to the minimum leve! consicerad pru-
dent for continuing operations. Actual expenditures for the year were $43
million with net cash investment aficr depreciation amounting to $7 million.
Cash requirements were $31 million less than originally planned.

Sole of Assets .

In addition to the normal program of disposing of obsolete or nonaroductive
property, special studies were made in 1970 fo consider disposition of essets
not required for current and anticipated operations in the necr term.  Con-
sideraiion was given to markeiability ~ timeliness cnd value as well as
potential to generate cash. As an alternative, consideration wcs given to
requirements for security in support of borrowings. Resulting cctions include
the disposition of unused lond ot Newport Beach, California, and the sale
of a 50 year lard lease in Palo Alto, California, Management will continue

I}

to review the possibilities of raising cash through the sale of assets not required
in operations.

63

A



APPENDIX XI
Page 4

Efforts to Curtall Expenditures
and Minimize Cash Reguirements

-,

Deactivation and Reduction of Facilities

Special reviews of marginal facilities enabled several companies to deacti-
vate or mothball their facilities in order to reduce operating costs. The
Georgia Company's Dawsonville facility was shut down and efforts are under-~
way to dispose of land at this site. The California Company deactivated its
Oxnard base for the AH-56A Flight Test activity,

Actions to reduce leased spoce have resulted in terminating or subleasing
218,000 square feet at the Georgia Company during 1970 with plans for an
additional 172,000 in 1971. In January 1969, the Missiles ond Spcce Company
had 35 short term (five years or less) lease buildings which accounted for
approximately 26% of its Bay Area building space. Today, Missiles and Space
Company has 19 such buildings accounting for 16% of its Bay Area building
space. This reduction of 16 buildings represents a 41% decrease in short term
leased space within two years, and a reduction from January 1969 of approxi=-
mately $700,000 in annual rental costs, plus appreximately $600,000 in annual
other operating costs.

Improved Facility /Equipment Utilization

To achieve further reductions in capital expenditures and conserve related
cash, o corporate-wide effort was made to encourage the transfer of property
between companies where better utilization will result. For example, the
Ccalifornia Company acquired 220 items from other companies. [n addition,
eight machine tools and other equipment were rebuilt at a cost of $443,000.
Replacement cost for equivalent items was $960,000, representing a cost
avoidance of over $500,000.

CONTRACT ADMINISTRATION

Cash flow was significantly improved during 1970 through efforts of the
companies to negotiate timely contract modifications for foster collection
of receivables, The cash pull-chead ranged from two weeks to two years
earlier than anticipated and involved over $60 million. Important examples
incfude: (1) timely billing of performance incentives on the Poseidon progrom;
(2) weekly billing cycle to replace biweekly billings on certain classified
| contracts; (3) expedited settlement of disputed claims and final pricing of
! C-14] coniracts at the Georgia Company, allowing collection of accrued
price increases; (4) pursuit of provisional billing amendments on unc: finitized
contract orders where work wos completed; (5) evaluation of negotiation and
definitization of billing cmendment 60 days sooner than normal procedure for
the P-3C progrom; (8) incremental billings o~ ?-3C contracts rathe, 1han one
lump sum payment af completion; ond (7) acceleration of Navy certifications
" S~3A contrzct milestones,

== 2 mpam
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FINANCING THROUGH VENDORS

Efforts to shift more of the financing to suppliers during 1970 have been
successful, These include: (1) negotiation of extended or deferred pay-
ment to suppliers for L-1011 equipment; (2) at the California Company,
deferral of progress payments to major suppliers until collections are

received under prime contracts; (3) instituting a policy not to accept and

pay for moterials ahead of schedule; and (4) establishing make -and-hold
arrangements with vendors for a variety of materials, reducing unit cost
through larger runs and deferring payment until materials are actually needed.

ACCOUNTS RECEIVABLE

Receivables at the end of 1970 were down $45 million from year-end 19649,
and were $27 million under budget. The amount of receivables outstanding
over three months declined by $44 million during 1970. This was the result
of actions taken to negotiate improved billing modifications and improved
billing procedures. For exaraple, at the Missiles and Space Company,
special efforts were made to close completed contracts in 1969 and 1970
resulting in collection of approximately $3 million each year compared to
nominal amounts in preceding years. At the Electronics Company, customers
mail checks directly to the Electronics Company's bank which reduces the
collection cycle. In addition, precontractual expenditures were reduced
from $20 million at year-end 1969 to less than $3 million at year-end 1970,
the lowest level in several years. To summarize, the turnover of receivables
Improved during 1970 as the number of days of cash receipts in net receivables
declined to 42 days - 12 days less than at December 1969.

INVENTORIES

Actions were taken during the year to improve inventory management,
Inventory turnover increased ot nearly all companies. For example, at the
Georgia Company, 1970 turnover was 6.1 or 1.4 betier than 1969, and ot
the Californic Company, material inventory turnover improved from 5.4 timas
in 1969 to 6.1 in 1970. At the Missiles and Space Company, company-
owned inventories at year-end 1970 represented the lowest year-end balance
since 1962, JetStor fabrication and assembly was stopped in order to keep
inventories from increasing and current inventory will be substantially
liquidated before production is resumed.
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PERFORMANCE TO BUDGET

Overhead Expense

As a result of reductions in personnel and several separate management
goals to reduce support costs, overhead spending was approximately

$50 million less than the approved plan esteblished at the beginning of
1970. Favorable overheod expense perfonmance was accomplished by
strict attention fo each individual account and as a result, nearly every
account was under budget. In addition, all companies except two were
under their budgeted overhead rates by impressive margins despite lower
than planned direct labor bases.

Accounts with significant underruns were primarily labor related, In
March, all companies dropped their indirect/direct personnel ratios
below budget and mainiained this achievement throughout the year,
Despite a decline in the total population of 13%, the indirect ratio
declined from 1969 by 1.7 percentage points to 28,8% by year~end
1970, the lowest ratic in the Corporation's history.

New Business Expense (IR&ID/B&P)

1970 new business expenditures were the lowest since 1966, Intensive
management reviews cut initial allocations by $27 million. In addition,
strict controls enforced at each company held expenditures to $5 million
below the revised budget and $4.5 million under the 1969 level.

PERSONNEL REDUCTIONS

Total personnel decreased from 97,600 at year-end 1969 to 84,400 at
year-end 1970, a total reduction of 13,200. While direct personnel
declined 12%, indirect personnel were reduced by 17%. This was achieved
with only minimal changes in the indirect work load and reflects the extreme
measures taken to reduce overhead. The cost savings resulting from the
reduced personnel level substantially contributed to the reduction of $31
million in indirect labor, labor benefits and retirement plan costs from the
1970 budgeted level. Reduced personnel also had a far reaching effect on
occupancy and other administrative costs during 1970,
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EMPLOYEE COMPENSATION

Executive Compensation

The Management Incentive Plan was eliminated for all companies for
1969 and 1970, thereby reducing remuneration to key officials of the
Corporation by approximately 25% in cach of these years.

Solary and Wage Rates

This area was subjected to special management attention and control in
1970, and effective results were achieved despite continued increases

in cost of living and the subsiantial decline in the worx force. For
example, both the Georgia Compeny and the Missiles cnd Space Company
set internal organization targets for such items as annucal salcry rate
increases, solary rates, hourly rates and salary ~hourly mix. Although
1970 hourly pay increcses were established by a previously negoticied
Union-Company agreenent, continual scrutiny and exira controls over
hourly classificalion mix limited the rate increase., Solary rate increases
were minimized s o result of concentrated management efforts to m
release higher paid but less effective employees, and (2) efiect demotions.
There were 1,372 demotions of salary personnel at the Georgia Company
with reduction in rales amounting to $1.8 million per year. There were
1,155 position audiis conducted ct the Missiles and Space Company
resulting in over 300 downgredings with an annual salary reduciion of
$233,000. In addition to cll other actions, salary merit arnd promotionai
increases were held to approximately 4.0% of the corporate-wide sclaricd
payroll compared with 6.2% in 1969 and 6.7% in 19463,

Overtime

Overtime was closely scrutinized throughout the Corporation, with many
companies strengthening controls and effecting changes in solcricd over-
time payment policy. Salaried overtime payment was virtuelly elimincted
at the Georgia Company except for extraordinary circumstances which
resulted in the fourth quarier of 1970 showing a 75% reduction of premium
costs at the Georgia Company compared to 1969,
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MANAG EMENT

Strict control ovar the management/organizational structure resulied in

the improvement in the supervisory ratio (salaried supervisors and mancgers)
ot nearly oll comnanies during 1970 despite @ 13% reduction in total
employment. This was achieved through reorganizations ana consolications
at each company, which also resulicd in other reduced operating costs. At
the Georgia Compeny, 691 monagement positions were eliminated, o 27%
reduction frow 1969, leading to improvement in the supervisory ratio,
Timely management actions enabled the Missiles and Space Company to
maintain its supervisory ratio ot a relatively stable level for the past three
years despite a 35% decline in employment since 1967,

PRODUCTIVITY

Although difficult to quantify in a meaningful composite staiistic, there
is strong evidence that productiviily throughout the Corporation improved
in 1970. For excmple, ot the Georgia Company, where tolal ussenibly
and fabrication eflort is by far the most significant part of their total 197J
activities, standard hours per 40-hour man improved by 33% in cssembly
and 5% in fabrication. At the California Company, P-3C standard hours
per 40-hour mon improved 5%.

The Missiles and Space Company established a 1970 objective to achieve ©
15% improvement in factors affecting overall productivity and cost reduction.
All managers were directed to take eight specific steps to achieve the pro-
ductivity impiovement program. This objective was achieved to the satis~
faction of the Missiles and Space Compeny President.

DATA PROCESSING EXPENSE

A Tosk Force was established in 1970, under the direction of ¢ Corporate
Executive Vice President, to determine future computer and EDP systems
activities throughout the Corporation in order to significantly reduce this
expense. A study was also made of centralizing computer operctions for
small Lockheed companies in California. The results of these efiorts are
being evaluated. At the Missiles ond Space Comnany, there wes a net
reduction of seven computers, resulting in annualized savings of epproxi-
mately $500,000 in equipment costs.  Similar actions in 1971 will result

in additional savings of more than $900,000 nnually, The Georgia Comaany
has developed plans to eliminate equipment ot an cnaus! savings of $632,000

in 1971,
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COST REDUCTION PROGRAM

The Corporation greatly intensified its cost reduction program activities

in 1970. Starting the year off, the highest dollar goa!l in the ten ycar
history of the program was esicblished by corporate mancgement. As

result of this goal and corporate management direction, company mancge-
ment attention and prorotion of the cost reduction effort wers noilccanly
incrcased. At the Georgia Company, for example, a series of "cost
reduciion and cash conservation” mectings were held curing the yeer by

the compaony President and his finarcial stoff with severcl hundred menager
and supervisors from all functional organizations, largely due lo tiis pussit
by management in thet one company along, there was an increase of 63%
in the actual number of cost recuction actions taken during 1970 compared
to 1969, and dollar savings reported in 1970 were 52% highier than the
year before.

For the Corporation as a whole, the dollar goal was et and there wes ©
35% increase in the number of actions implemented in 1970 compared to

1969.

MANAGEMENT MEMOS .

Special Management Memos were issued during 1970 conveying top marazc-
ment's concern for controlling expenditures and minimizing cesh requirements.
In November 1969, D. J. Haughton issued a corporate-wide memo to all
members of supervision on "Mancging for Proflits". A, C. Kotchian esxcd

the company Presidents for their personal attention to cost reduction for 1970,
The Missiles and Space Company President, S. W. Burriss, esteblished Tor
each of his organizations eight objectives to achieve increased productivity
in 1970, The Eiectronics Company President, G. L. Seelig, wrote to all
members of supervision chbout cost improvements for 1970, The California
Company President, C. S. Wegrner's report to Executive Vice President
Williom Rieke, on tnhe California Company cash management wes also sent

to the Missiles and Space Company and the Georgia Company for possible
implementation,
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LIST OF OFFICIALS RESPONSIBLE FOR THE
ADMINISTRATION OF ACTIVITIES

DISCUSSED IN THIS REPORT

Tenure of

From

DEPARTMENT OF DEFENSE

SECRETARY OF DEFENSE:

Melvin R. Laird Jan. 1969
Clark M. Clifford Mar. 1968
Robert S. McNamara Jan., 1961

ASSISTANT SECRETARY OF DEFENSE
(INSTALLATIONS AND LOGISTICS):

Barry J. Shillito Jan., 1969
Thomas D. Morris Sept. 1967
Paul R. Ignatius Dec. 1964
Thomas D. Morris Jan. 1961

DEPARTMENT OF THE ARMY

SECRETARY OF THE ARMY:
Stanley R. Resor July 1965
Stephen Ailes Jan. 1964

ASSISTANT SECRETARY OF DEFENSE
(INSTALLATIONS AND LOGISTICS):

J. Ronald Fox June 1969
Vincent P. Huggard (acting) Mar. 1969
Dr. Robert A. Brooks Oct. 1965
Daniel M. Luevano July 1964
A. Tyler Port (acting) Mar. 1964
Paul R. Ignatius May 1961
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Present
Jan. 1969
Feb. 1968
Present
Jan. 1969
Aug. 1967
Dec. 1964
Present
July 1965
Present
June 1969
Feb. 1969
Oct. 1965
June 1964
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Tenure of office
From To

DEPARTMENT OF THE NAVY

SECRETARY OF THE NAVY:

John H. Chafee Jan. 1969 Present

Paul R. Ignatius Aug. 1967 Jan. 1969
Charles F. Baird (acting) Aug. 1967  Aug. 1967
Robert H. B. Baldwin (acting) July 1967 Aug. 1967
Paul H. Nitze Nov. 1963 June 1967
Fred Korth Jan. 1962 Nov. 1963

ASSISTANT SECRETARY OF THE NAVY
(INSTALLATIONS AND LOGISTICS):

Frank Sanders Feb. 1969 Present

Barry J. Shillito Apr. 1968 Jan. 1969
Vacant Feb. 1968 Mar. 1968
Graeme C. Bannerman Feb. 1965 Feb. 1968
Kenneth E. Belieu Feb. 1961 Feb. 1965

DEPARTMENT OF THE AIR FORCE

SECRETARY OF THE AIR FORCE:

Dr. Robert C. Seamans, Jr. Feb. 1969 Present
Dr. Harold Brown Oct. 1965 Jan. 1969
Eugene M. Zuckert Jan. 1961  Sept. 1965

ASSISTANT SECRETARY OF THE AIR
FORCE (INSTALLATIONS AND LOGIS-

TICS):
Philip N. Whittaker May 1969  Present
Robert H. Charles Nov. 1963 Apr. 1969
DEFENSE CONTRACT AUDIT AGENCY
DIRECTOR:

William B. Petty July 1965 Present

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