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DEPARTMENT OF HOUSING AND URBAN DEVELOP-
MENT, SPACE, SCIENCE, VETERANS, AND CERTAIN
OTHER INDEPENDENT AGENCIES APPROPRIATIONS
FOR FISCAL YEAR 1975

• THURSDAY, JULY 25, 1974

U.S. SENATE,
SUBCOMMITTEE OF THE COMMITTEE ON APPROPRIATIONS,

Washington, D.C.
The subcommittee met at 10:04 a.m. in room 1318, Everett

McKinley Dirksen Office Building, Hon. William Proxmire (chairman)
presiding.

Present: Senators Proxmire, Chiles, and Mathias.

RENEGOTIATION BOARD

TESTIMONY OF WILLIAM S. WHITEHEAD, CHAIRMAN

ACCOMPANIED BY:
REX M. MATTINGLY, BOARD MEMBER
D. ELDRED RINEHART, BOARD MEMBER
GOODWIN CHASE, BOARD MEMBER
NORMAN B. HOUSTON, BOARD MEMBER
DONALD S. GRENOTJGH, DIRECTOR, OFFICE OF ACCOUNTING
HAROLD E. STONE, DIRECTOR, OFFICE OF ADMINISTRATION
DAVID M. F. LAMBERT, GENERAL COUNSEL
GEORGE LENCHES, DIRECTOR, OFFICE OF PLANNING AND

ANALYSIS
WILLIAM H. HARRISON, ACTING DIRECTOR, OFFICE OF REVIEW
FRED G. REED, EXECUTIVE ASSISTANT TO THE CHAIRMAN
JOHN B. DAVIS, SPECIAL ASSISTANT TO MR. CHASE

SUBCOMMITTEE PROCEDURE

Senator PROXMIRE. The subcommittee will come to order.
Serious questions have been raised in recent years about the failure

of the Renegotiation Board to diligently and effectively recapture
excess profits on defense contracts. This subcommittee has a direct
interest in receiving these questions. We appropriate funds to Gov-
ernment agencies in the expectation that the agencies will vigorously
and conscientiously implement the programs under their control. We
need to know if programs are not being properly implemented and
public funds are not being well managed.

(1)
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Hearings were held on the Renegotiation Board's budget request
on March 26 of this year. On that occasion, we were informed by the
Chairman of the Board that several cases involving dissents from
majority opinion of the Board were about to be issued. We were
promised copies of opinions and dissents as soon as they were issued.
About a week ago, we received copies of the opinions and dissents in
two cases involving the McDonnell Douglas Corp.

M'DONNELL DOUGLAS CASE

Case No. 1 was a review of the firm's renegotiable business for fiscal
year 1967. A majority of the Board found that McDonnell Douglas
had earned excessive profits in the amount of $5 million. One member
of the Board, Mr. Goodwin Chase, dissented from the majority and
wrote his own opinion, in which he concluded that the company
should have been charged with $15 million in excessive profits.
In case No. 2, a majority of the Board found that the firm made no

excessive profits for the fiscal years 1968 and 1969. Mr. Chase dis-
sented and concluded in a separate opinion that McDonnell Douglas
should have been charged with $16 million in excessive profits for
1968. Mr. Chase stated, in addition, that he believed there were ex-
cessive profits for the year 1969 but there was insufficient information
to base this specific amount.
In all, the dissents conclude that total excess profits for 2 of the 3

years reviewed were $31 million rather than the $5 million found by
the majority and there were an indeterminate amount of excess profits
for 1969.
The grounds for the dissent are similar in the two cases. Mr. Chase

asserts that the Board should have pierced the corporate veil of the
company so as to examine the profits of the major profit centers and
divisions, principally the McDonnell Co. and the Douglas Co.

According to the facts shown, McDonnell made high profits in the
years preceding its merger with Douglas in 1967. In fact, McDonnell's
profits were ruled excessive by the Board in 1965 and 1966. Douglas,
on the other hand, made low profits in those years.
Mr. Chase has stated that the same situation prevailed after the

merger. McDonnell continued making high profits; Douglas made low
profits. Mr. Chase comes to his conclusions by separating the financial
returns of the two divisions after the merger.
The approach of the majority opinion was to average the profits of

McDonnell Douglas. Mr. Chase alleges that the Board had the duty
under the law and the Board's regulations to separate them.
Mr. Chase further alleges that McDonnell Douglas refused to sup-

ply the Board with all of the information it needed in order to arrive
at its conclusions. He states that the Board, and I quote, "The Board
failed to exercise its obligations to examine the information essential
to an accurate determination of excessive profits by contract type for
each of the operating divisions and subsidiaries of McDonnell Douglas
Corporation."
Mr. .Chase further charges that the Board has not exercised its

authority under the statute and the regulations to examine the seg-
ments separately and then to aggregate the results in arriving at a
final determination.

fr
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The dissenting opinions also provide details of what appears to be a
systematic refusal on the part of the company to provide information
requested by the Board, and refusal to comply with the provisions of
the Renegotiation Act. The Board apparently acceded to the refusals
of the company.
Now, these are serious charges. They go to the heart of some of the

questions raised about the effectiveness and diligence of the Board.
We have therefore invited the members of the Board and the Gen-

eral Counsel of the Board to appear before us so that we might at-
tempt to clear up the discrepancies of the majority and dissenting
opinions, and so we might get to the bottom of the charges that have
been made.
Because of the serious charges, we have also invited McDonnell

Douglas to request time to answer the charges before this committee
or to supply us with any testimony it wishes to provide.
The procedure this morning will be as follows. First, I want to

swear in each of the witnesses, and second, the Chairman, Mr.
William S. Whitehead and other members of the Board will have an
opportunity to make a brief opening statement or reply to my own
remarks, and then I want to direct some questions to the witnesses.

Before I proceed to swear in the witnesses, I should tell you that we
are having a conference on the Agricultural appropriations bill, and
there is a matter of great importance in that conference on which
I must speak, and for that reason it may be necessary—I do not
know when that is going to come up. Whenever it comes up we will
have to recess the hearing temporarily while I go to the Capitol to
appear in the conference. And I am hopeful that we can conclude the
hearing this morning before that time.

SWEARING IN OF WITNESSES

I now would ask the witnesses, that includes the members of the
Board and the Counsel of the Board, to rise, and I ask each of you,
do you solemnly swear that the testimony you will present this
morning is the truth, the whole truth and nothing but the truth,
so help you God?
Mr. WHITEHEAD. I do.
Mr. MATTINGLY. I do.
Mr. RINEHART. I do.
Mr. CHASE. I do.
Mr. HOUSTON. I do.
Mr. LAMBERT. I do.

INTRODUCTION OF MR. WHITEHEAD

Senator PROXMIRE. Now, Mr. Whitehead, would you like to
reply or would other members of the Board like to make any kind of
statement in connection with my opening statement, or would you
prefer simply to respond to questions?
Mr. WHITEHEAD. Thank you, Mr. Chairman. I have no opening

statement. I caught several prominent points made in your remarks.
We would be pleased at this time to answer any questions fully and
fairly and to the best of our ability.
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Senator PROXMIRE. All right, sir, fine. I think maybe that is a good
way to handle it.
And supposing I go ahead with the questions, and then at the con-

clusion of the question and answer period, either you or other members
of the Board might like to make some kind of a statement that would
help us clarify the situation or understand it more thoroughly, and
maybe that would be a better time for such a statement rather than
do it now, all right?
Mr. WHITEHEAD. Mr. Chairman, may I get into the record the

names of those from the Board staff who are here other than the Board
members?
Is it all right to submit this witness list or do you want me to

recite the names?
Senator PROXMIRE. That is fine. I presume that the witness list,

that all those on the witness list have taken the oath, is that correct?
Mr. WHITEHEAD. Well, no, I don't know. I could not see in the back.

I do believe so.
Senator PROXMIRE. All right.
Supposing you read that list off and anyone who is on the list who

is going to testify we will swear.
Mr. WHITEHEAD. All right.

STAFF MEMBERS PRESENT

Mr. Grenough, Director of the Office of Accounting, on my imme-
diate left; Mr. Harold Stone, Director of the Office of Administration,
in the rear; David M. F. Lambert, General Counsel who was sworn;
George Lenches, Director of the Office of Planning and Analysis, on
my immediate right; William H. Harrison, Acting Director of the
Office of Review; Mr. Fred G. Reed, Executive Assistant to the
Chairman of the Board; Mr. John B. Davis, Special Assistant to Mr.
Chase.
Mr. Chairman, if I might make a suggestion--
Senator PROXMIRE. Go right ahead, sir.
Mr. WHITEHEAD. We have prepared some notes here which delin-

eate the method of renegotiating a contractor with renegotiable
business in more than one division or subsidiary. It is a statement
which is about 3 or 4 pages long, but I really think and believe that if
I could read this into the record and provide you and the committee
with copies thereof, that it would be helpful in initiating this hearing
because it is around this apex of your hearing.
Senator PROXMIRE. That is fine. I wish we had had it in advance.

We would have liked to have had it in advance, but why do you not
go ahead?
Mr. WHITEHEAD. Actually, it was not prepared until late last night.
Senator PROXMIRE. All right, if it is only three or four pages, it

would take about 5 minutes to read it, that would be fine.
Now, before you do that I want to be sure that the people on the

witness list whose names you read off have been sworn in.
Mr. WHITEHEAD. All right.
Senator PROXMIRE. All right, fine.
Now, let me ask you gentlemen to raise your right hand.

•
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Do you solemnly swear that the testimony you will present this
morning is the truth, the whole truth and nothing but the truth, so
help you God?
Mr. GRENOUGH. I do.
Mr. STONE. I do.
Mr. LENCHES. I do.
Mr. HARRISON. I do.
Mr. REED. I do.
Mr. DAVIS. I do.
Senator PROXMIRE. All right, sir, go ahead with your statement.

RENEGOTIATION BY PRODUCT LINE

Mr. WHITEHEAD. All right, I will read these notes.
In renegotiating a contractor whose renegotiable business is con-

ducted in more than one division, plant or subsidiary, the procedure
is as follows:
The types of major products produced at each plant, division or

subsidiary are evaluated to determine the degree of differences, for
renegotiation purposes, that may be present in such products. The
Board's interest in product differences does not necessarily parallel
the existing Federal Trade Commission, Internal Revenue Service,
or other standard classification of products. Instead, the differences
that concern the Board include such broad areas as technology,
manufacturing and engineering techniques, types of contracts and
history of products.
Having evaluated the various products to identify significant

differences, the Board may conclude that in some cases the products
are not sufficiently dissimilar to justify the application of the statutory
factors to the individual products. In these cases, the financial and
other operating data pertaining to such products are evaluated as a
whole, without differentiating the particular division, plant, or
subsidiary, where the individual products were produced.

This procedure is consistent with the act, since it permits the Board
to apply the statutory factors to appropriately broad segments of the
business, and thereby avoid becoming unrealistically finite in the
application of the statutory factors to similar phases of the contractor's
business. To apply the factors separately to narrow ranges of con-
tractors products would impute a degree of preciseness to the statutory
factors which we believe was not intended by the act. To do otherwise
would not only be inconsistent with the provisions of the act but would
have adverse effects on corporate management and efficiency. Profit

equalization among components would be attempted by management

that could result only in the loss of efficiency in planning and facility

utilization. Attempts of this kind would certainly not be in the best

interest of the contractor or the Government.
Where the major products produced at each plant, division or sub-

sidiary are so diverse as to yield substantially different renegotiation

results upon application of the statutory factors, every attempt is

made to obtain separate financial and other operating data pertaining

to such products, to the extent that such information is available.

In these circumstances, the statutory factors are applied to each such
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diverse product individually, in order to determine the presence or
absence of excessive profits. In case of products where excessive
profits are determined not to be present, the Board seeks to determine
the extent to which profits may be deficient, so as to consider the cir-
cumstances which caused the deficient profits to exist. Depending on
the nature of such circumstances, the Board may or may not deem it
appropriate to offset deficient profits against excessive profits in other
products, in order to determine the presence or absence of excessive
profits for the contractor as a whole.
There is a wide range of circumstances which give lead to a deter-

mination of deficient profits upon the application of the statutory
factors to the products. For example, the degree of risk undertaken by
the contractor may have resulted in low profits or losses for a particular
product; the contractor may have made a significant contribution to
the defense effort in case of a particular product, but the low profit or
losses does not adequately compensate him for such contribution.
Under circumstances of these types it is appropriate, and entirely
consistent with the provisions of the act, to offset a portion or all of
the low profits on such products against excessive profits on other
products, since the contractor's business, as a whole, is being
renegotiated.

RENEGOTIATION OF MC DONNELL DOUGLAS CORP.

In the opinion of the majority of the Board, in the renegotiation of
McDonnell Douglas Corp. for fiscal years 1967, 1968, 1969, the pro-
cedure described above was followed. The pertinent historical financial
and operating data for the McDonnell and Douglas entities, that is,
when they were separate corporations, were considered by the Board
in relation to the proceedings for fiscal years 1967, 1968, and 1969.
Because of this knowledge of McDonnell's and Douglas' prior independ-
ent operations, gained through many years of renegotiation, coupled
with knowledge of review years products, the Board did not believe
it appropriate to apply the statutory factors separately to the Douglas
and McDonnell components. Therefore, the question of deficient
profits was not considered germane to the proceedings. In other words,
Mr. Chairman, the Board did not believe the products to be sufficiently
dissimilar to yield substantially different results for renegotiation
purposes and it did not seek out, and evaluate separately, the financial
and operating data on the Douglas and McDonnell divisions beyond
the point that permitted it to apply the statutory factors to the
corporation as a whole.
Now, that concludes the statement, Mr. Chairman. I apologize

first of all that we do not have copies, but it does show, I think, rather
distinctly the two different approaches which the Board, not only this
Board but every predecessor Board has taken, that where the products
are not dissimilar, the company is renegotiated as a whole. Where a
corporation has a number of operating subsidiaries and they have
dissimilar products, then we take each subsidiary or division or
operating unit and we analyze the profits or the losses of each. Gener-
ally, when they come in they will file, for the most part, on a consoli-
dated basis under the regulations which have been in force many years.
What we do is to look at the operation as a whole, taking into

consideration those profits made by certain subsidiaries or units,
operating units, and the losses in others, if any. We try to equate and

4
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evaluate the total return that the corporation has made on the basis of
what may or may not be excessive profits.
Thank you very much for permitting me to read this.
Senator PROXMIRE. Thank you, Mr. Whitehead.
Now, Mr. Whitehead, what is your response—I am going to get to

Mr. Chase shortly. Obviously he has his viewpoint, and we would like
that expressed, too.
What is your response to Mr. Chase's charges that the Board did not

obtain all of the information requested from the company, that on one
occasion you acceded or backed down when McDonnell Douglas
refused to provide what you asked for?

INFORMATION REQUESTED OF CONTRACTOR

Mr. WHITEHEAD. Well, my answer is that the company provided us
with every bit of information that we asked for. It is just as simple
as that.
Now, we did not take photostatic copies or copies of the information

which they gave us, but we did—the books and the records in every
instance were made available to us. I understand there was never a
time on the part of the McDonnell Douglas Corp. that they did not
cooperate fully with us in giving us what we asked for.
Senator PROXMIRE. Let me be specific. It is alleged that the Board

requested the contractor to furnish full and complete financial in-
formation relating to the McDonnell Co. and full and complete finan-
cial information ralating to the Douglas Aircraft Division for the years
under review, and thereafter the Board acceded in the contractor's
request that such information not be required.
Do you deny that?
Mr. WHITEHEAD. Yes, I do, sir.
Senator PROXMIRE. You deny it?
Mr. WHITEHEAD. Yes, sir. I would like to show for the record a

three-page identification of all of the information which was made
available to us, and it amounts to 1,907 pages for fiscal years 1967,
1968, and 1969. I would like to put this in the record, sir.

Senator PROXMIRE. You deny?
Well, there were two questions involved here. I want to make sure

I understand what you are denying. First, I said it was alleged that
the Board requested the contractor to furnish full and complete
financial information relating to the McDonnell Co.
Now, is that true?
Mr. WHITEHEAD. From the representative--
Senator PROXMIRE. From the McDonnell Co. first, the McDonnell

Co. first. It is alleged that the Board requested the contractor to
furnish full financial information relating to the McDonnell Co. I am
not talking about the McDonnell Douglas Co. or the Douglas Co., but
the McDonnell Co.
Do you deny that?
Mr. WHITEHEAD. Yes, we deny that.
Senator PROXMIRE. Now, second, did you request complete finan-

cial information relating to the Douglas Division, relating to the years
under review?
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Mr. WHITEHEAD. With regard to the Board's Notice of Points dated.November 27, 1973, the Division, consisting of all of the Board mem-
bers, considered the request made by the contractor on December
12, 1973, and decided that the information already furnished and
summarized in the accounting reports was sufficient enough to view
the reasonableness of the contractor's profits. Mr. Chase agreed to
this decision.
On January 14, 1974, following the meeting held with the contractor,and after the information obtained in this meeting had been studied,the Division met to decide whether the contractor realized exces-sive profits, and the amounts involved. The Division, again consistingof all the Board members, decided that the contractor realized ex-cessive profits in the amount of $5 million for 1967, and that clearancesshould be granted for fiscal 1968 and 1969.
Senator PROXMIRE. Mr. Whitehead, let me say, what you are tellingme now is that the Board did, I think the year is 1973, accede to thecontractor's request that such information not be required.
Is that not what you are saying? You are saying that Mr. Chaseagreed with that; you are saying that is what the Board did.

ACTION BY CONTRACTOR

Mr. WHITEHEAD. I would like to have the director of accounting,on my left, answer in part because this was an accounting critique Senator PROXMIRE. Well, first, Mr. Whitehead, can you answerthis yourself?
Do you know? As chairman 
Mr. WHITEHEAD. I was not on the spot, Senator, but I would liketo have Mr. Grenough supplement my 
Senator PROXMIRE. I understand you are saying now you do notknow and you are asking for your accounting assistant to tell us. Isthat right?
Mr. WHITEHEAD. We got everything we asked for.
Senator MATHIAS. Mr. Chairman, may I make a suggestion at thispoint?
Senator PROXMIRE. Yes. Senator Mathias.
Senator MATHIAS. First of all, let me inquire whether your requestfor information was in writing or was it a verbal request?
Mr. WHITEHEAD. The Notice of Points that we send out, accordingto the regulations, which precedes our visit to the plant for theexamination of the material, was in writing and it was acceded to infull.

NOTICE OF POINTS LETTER

Senator MATHIAS. So I would suggest, Mr. Chairman, that werequest the Board to give us a copy of the request, the notice of points,I believe, as Mr. Whitehead has called it.
Mr. WHITEHEAD. Do we have a copy of the points letter here?Senator MATHIAS. If you do not have it with you, supply it for therecord, and I think that will make it clear what the nature of theinformation requested is.
And then we can make some judgment as to whether or not thatwas adequately complied with.
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Mr. WHITEHEAD. We will send to the committee a copy of the—in
reply to Senator Mathi, —a copy of the letter which we sent to
McDonnell Douglas under date of November 27, 1973, in which we
asked for this information, and which was provided us.
[The information appears on p. 32.]

EXAMINATION OF BOOKS AND RECORDS

Senator PROXMIRE. All right, now, Mr. Chase states that on or
about—in a message, Mr. Whitehead states that on or about April 30,
1974, the contractor agreed to a limited examination of its books and
records, but that the examination of costs and profit records was ham-
pered by limited access to the divisional accounting imposed by the
officers of McDonnell Douglas Corp.

Is that true or not true, to the best of your knowledge?
Mr. WHITEHEAD. Are you asking me or Mr. Chase?
Senator PROXMIRE. I am asking you, Mr. Whitehead.
Mr. WHITEHEAD. I thought the question was addressed to Mr.

Chase. What was it?
Senator PROXMIRE. I said I want you to answer. I said Mr. Chase

states and I want you to answer. Mr, Chairman. Mr. Chase states
that on or about April 30, 1974, the contractor agreed to a limited
reexamination of its books and records, but that the examination of
costs and records and profit records was hampered by the limited
access to the divisional accounting imposed by the officers of McDon-
nel Douglas Corp.
Do you deny that?
Mr. WHITEHEAD. I deny it unequivocally.
Senator PROXMIRE. All right.
Mr. Chase further states that the company turned down the re-

quest you made for additional t' in its letter of November 30 of
1973, and stated its refusal on 1 eember 13, 1973, in a meeting with
the members of the Board in St. Louis.
Do you deny that?
Mr. WHITEHEAD. As the Division Chairman, Mr. Rinehart, con-

veyed the Division's findings to the contractor, in an attempt to
persuade the contractor to enter into a bilateral agreement. On Jan-
uary 28, 1974, the contractor notified him that it would enter into a
bilateral agreement with the Board for the elimination of $5 million of
excessive profits calculated with the 

Senator PROXMIRE. If I could interrupt, Mr. Chairman, my ques-
tion is a very simple question, and it can be answered by whether or
not you received a letter. The letter was dated November 30, 1973,
and that the company turned down the request you made in that
letter dated November 30, 1973, and then restated its refusal on De-
cember 13 at a meeting with the members of the Board in St. Louis.

NOTICE OF POINTS LETTER

Mr. WHITEHEAD. Subsequent to this November 30 letter, we re-
ceived everything that we asked for.
Does that satisfy you?
Senator PROXMIRE. Let me ask you first, what did the letter say?

Did the letter say no or did the letter say yes?
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Did the letter turn you down in your request or did the letter not
turn you down in your request?
Mr. WHITEHEAD. In view of the certain facts that are stated in

McDonnell Douglas' letter, they requested that this point be with-
drawn. As far as I know, the point was never withdrawn, and I send to
the Chair the letter in which we asked for this certain information.
Senator MATHIAS. That is in effect that November 30 letter, is in

effect in response to this November 27 letter, which has already been—
Mr. WHITEHEAD. That is right. These letters of points of presen-

tation go before the actual visit to the plant or the meeting with the
contractor, and it is my understanding that subsequent to this No-
vember 30 letter, we were provided with everything that we asked
for.

Senator PROXMIRE. When were you provided with that? Was that 
iin writing? Did they send you a letter n which they said they would

provide this, or was it oral?
Mr. WHITEHEAD. In May 1974.
Senator PROXMIRE. In other words, that was following the agree-

ment that I referred to above, on April 30, 1974, for a limited access.
Mr. WHITEHEAD. Yes, sir.
Senator PROXMIRE. So, in the first place, what they did do is to say

no, and then they did say yes, but with a limited access, so they turned
you down partially, isn't that correct?
Mr. WHITEHEAD. No, there was no limited access, Senator. We did

not take pictures or copies of documents, but they did provide us with
full disclosure and accessibility to the records, and our representatives
took actual notes of whatever they provided us.
So I cannot say there was a denial on their part to provide us with

that which we requested.
Senator PROXMIRE. Well, it appears that you made the request in

November 1973, and 5 months later, or 6 months later, in May 1974,
you did have some kind of access which you regard as complete.
Is that right?
Mr. WHITEHEAD. Apparently, from the record that is correct, yes,

sir.
Senator PROXMIRE. Now, is it correct that the company stretched

its right of exemption to the provisions of the act requiring it to submit
information and that, as Mr. Chase alleges, it, and I quote Mr. Chase
now:

Refused to allow the examination of any details of the costs of goods sold or
general administrative expenses in any way related to the divisional or contract
breakdown.

Is that true? Or do you deny the allegation?
Shall I repeat that?
Mr. WHITEHEAD. Well, the Director of Accounting tells me, and I

am going to rely on him because he is the Board's staff officer, there is
nothing that the Board's staff asked for in the way of accounting
information, but that we received.

Senator PROXMIRE. Let me repeat the information. I am not sure
that that is completely responsive.
I asked whether it is correct that the company stretched its right of

exemption to provisions of the act requiring it to submit information
and that 

•

•
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Mr. WHITEHEAD. Senator, I cannot hear you with the bell ringing.
Senator PROXMIRE. And refused to allow the examination of any

details of the costs of goods sold or general administrative expense in
any way related to the divisional or contract breakdown.
Mr. WHITEHEAD. The answer is "No," Senator.
Senator PROXMIRE. All right, now, I want to get into some other

issues, but first I would like to ask Mr. Chase to respond.
It appears that 
Senator MATHIAS. Mr. Chairman, before you do that, in reference

to your last question, who was physically present when the books were

being examined?
VISIT TO CONTRACTOR'S PLANT

Mr. WHITEHEAD. Two representatives from the Board, one, I think

Mr. Perkowski from the Western Regional Board attached to its

Accounting Division, and Mr. Moreland, who is an Assistant Director

of the Office of Accounting from the Statutory Board.
Would that suffice, Senator Mathias?
Senator MATHIAS. Yes.
I just wondered whether Mr. Chase's comments were 
Mr. WHITEHEAD. I would be happy to provide the names of the

people who were there or anything else that you want.
Senator MATHIAS. I was just curious whether Mr. Chase's com-

ments were based on his own experience or whether they were reports

which had come in from the field?
Mr. WHITEHEAD. Well, there is a very definite division of opinion

here, and he has his opinion and I do not know where he got some of

the allegations that he puts in his dissent, but there are a considerable

number of refutations, and that is for him to defend and not me.

Senator PROXMIRE. Mr. Chase? You don't have a microphone, but

I think in a room of this size, it is possible for you to be heard. Well,

I guess you do have a microphone, now. That is fine.
Mr. CHASE. Yes, Mr. Chairman.
Senator PROXMIRE. Let me ask you point by point. You can re-

spond in any way you wish, but I think it may be helpful if we ask

the specific questions that we asked Mr. Whitehead, and which h
e

seems to deny. But what I understand to be your position—first, I

asked Mr. Whitehead, what is your response to Mr. Chase's charge
s

that the Board did not obtain all of the information requested from

the company; and on one occasion, Mr. Whitehead and the Boar
d

acceded, or backed down, when McDonnell Douglas refused to 
pro-

vide what was asked for. Mr. Whitehead denied that.
Mr. CHASE. That was his original statement, Senator?

Senator PROXMIRE. That's right.
Mr. CHASE. Well, I will try to answer your questions by reading

from my notes, if I may 
Senator PROXMIRE. Very good.
Mr. CHASE. The procedural, explanatory statement presented by

the chairman this morning is a viewpoint that I simply cannot 
concur

with. The genesis of his viewpoint, in my opinion, is essentially 
that

the product line of the years under review are indeed similar. I 
can-

not agree with that premise.
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It occurs to me, the F-4 Phantom jet is completely unlike the
Saturn stage, or the launch support services, produced by the McDon-
nell Douglas Co., or the manned orbital laboratory. How we can call
those similar, I cannot understand. It is aerospace, but then would
you say that a truck, a wagon, a fire engine, an automobile, a bicycle,
a train is a similar transportation product line?
He then referred to the matter of information the McDonnell

Douglas Corp. furnished as being adequate. Well, let me say this;
that is a correct statement, for the purpose of consolidated filing,
wherein you consider all of the product lines in the consolidation as
one, regardless of the excess or high profits of one, and the moderate
or low profits of another. But in that regard, the information that we
received was not adequate to make a responsible determination of
excessive profits of any one segment, or of any one of the product lines,
if you wish to use those words.
Mr. Chairman—I would like to have you ask this question: With-

out regard to the question of the consolidated filings, under the terms
of the statute and the regulations by which the Renegotiation Board
operates, were the full details of the cost of goods sold examined by
segment, product line or contract type? The answer to that question
provides the basis of the genesis of my dissent.

Senator PROXMIRE. All right.
That's a much better question than I asked, and I'm asking you

to answer that. Were they?
Mr. CHASE. But you did not refer to it, I think, sir, as a segment,

as a group. That is different from a consolidated filing. If you take a
consolidated filing you may be including all manner of products. The
F-4 had been built over 8 or 10 years. At the time of this examination,
the F-4 learning curve had flattened. The research and development
was behind it, the configuration of the airplane was established. We
have evidence to produce later in the testimony, if you wish, to prove
this, by our own board's statement in the previous years examined.
Senator PROXMIRE. Let me say, Mr. Chase, that I have a great

many questions later getting around to the point you are raising now,
and I think it is fine for you to go ahead and answer it in any way
you wish. But what I am asking about specifically now, however,Is the charges that seem to be in contradiction between you and the
chairman with respect to access to the firm's data. Do you want me
to repeat the first question?

INFORMATION BY SEGMENTS

Mr. CHASE. I thought I answered that question.
Senator PROXMIRE. Well, I will repeat it, and see if you agree.I hope you will listen carefully to this question. Let me ask the

question again.
Mr. CHASE. On the basis of the data used to arrive at the majorityopinion, yes. But that data did not give sufficient information to

responsibly determine excessive profits on the basis of the segmentsor the product lines for the year under review.
Senator PROXMIRE. So what you're saying, it's on the basis of the

consolidated report?
Mr. CHASE. Yes.
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Senator PROXMIRE. They did obtain information that was
requested. But on the basis of breaking down, so it would be useful
on the basis of your assumptions, you did not.
Mr. CHASE. Yes.
Senator PROXMIRE. Now, let me ask the additional question I had.

Is it true that on one occasion, the board acceded or backed down
when McDonnell-Douglas refused to provide what was asked for?
Is that true or not true?
Mr. CHASE. I did not hear the question.
Senator PROXMIRE. That they, on one occasion—the board acceded

or backed down when McDonnell-Douglas refused to provide what
was asked for.
Mr. CHASE. Yes, we did back down, and there is documentary

evidence to that effect.
Senator PROXMIRE. All right.
Give me the evidence. What was the date? And give me the material.
Mr. CHASE. This is contained, Mr. Chairman, in Mr. Forry's

letter of November 30, 1973.
Senator PROXMIRE. Well, that was the letter, I take it, that Mr.

Whitehead discussed with us before. Now, will you explain what in
that letter, in your view, constitutes refusal on the part of McDonnell
Douglas to provide the data requested? Could you read that part and
explain why?
Mr. CHASE. Mr. Chairman, Mr. Forry, corporate vice president and

comptroller of McDonnell Douglas, on November 30, 1973, said, and
I quote from paragraph 3:

With respect to the first point for presentation, in Reference [a], this Contractor
understands the renegotiation statute to require consideration of the renegotiable
earnings of the company as a whole, rather than by contracts or by organizational
components.

May I ask my assistant to read this? I have difficulty reading, I
think it should be read.
Mr. PROXMIRE. All right, fine.
Mr. DAVIS [reading]:
Furthermore, the renegotiable business of McDonnell ,Douglas for all years

involved has been almost exclusively in aerospace, rather than by a conglomerate
engaged in a number of completely different lines of business. In view of the
above, the Contractor requests that this point be withdrawn.

Mr. CHASE. And, Mr. Chairman, it was withdrawn.
Senator PROXMIRE. You construe that request that the point be

withdrawn as backing down, and question was on what occasion, the
Board acceded or backed down; and I take it the Board did accede to
that request?

DECISION BY DIVISION OF BOARD

Mr. CHASE. The division of the Board acceded to that request.
Senator PROXMIRE. Mr. Whitehead, would you like to respond to

that? That seems to me to be a refutation of your flat denial the
Board acceded.
Mr. WHITEHEAD. Indeed I will, sir. Mr. Chase agreed to the decision

to forego this information, and later on, in May of this year, we
obtained sales, costs and profits by McDonnell separately and by
Douglas separately. Now, I cannot state it any more clearly.

41-119 0 - 74 - 2
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Senator PROXMIRE. I think you've made it very clear now. I think
we all understand what happened. What happened was—
Mr. WHITEHEAD. No. That is the opinion of the staff, that's the

opinion of the Board members, and I am just 
Senator PROXMIRE. What you are just—what you are telling me

is, you acceded, and 5 months later, Mr. Chase agreed with that
accession. My question was whether you acceded a request of the
McDonnell Douglas Corp., and you are saying yes, you did.

Isn't that correct?
Mr. WHITEHEAD. No, sir. We agreed on January 14 of 1974 that

we would forego this.
CORRESPONDENCE

Senator MATHIAS. Mr. Chairman, I think we've got a missing link
here. We have the Board's request for information on the 27th of
November 1973. We have McDonnell Douglas' response, which Mr.
Chase cites as support for his position, which was on the 30th, and
which he has just read, and which I suggest be put into the record in
its entirety at this point.
Senator PROXMIRE. Without objection, it will be done.
[The information appears on p. 34.]

BOARD AGREEMENT ON MCDONNELL DOUGLAS POSITION

Senator MATHIAS. Now, what we don't have is any evidence that
the Board agreed to that position of McDonnell Douglas on the 30th.
We do not have any evidence other than Mr. Whitehead's statement
that by April, they had gotten all they wanted. Now, how did you get
all that you wanted by April? I think that is the critical point.
Mr. WHITEHEAD. May I answer, Mr. Chairman? Let me read you a

note here. "In regard to the Board's Notice of Points, dated November
27, 1973"—a copy of which you have—"the division"—that is the
division Mr. Rinehart was Chairman and the five Board members
constituted the division—"the Division considered the request made
by the contractor on December 12, 1973, and decided that the in-
formation already furnished, and summarized in the accounting re-
ports, was sufficient enough to view the reasonableness of the contrac-
tor's profits." And Mr. Chase agreed to this decision.
Senator MATHIAS. From what are you reading now?
Mr. WHITEHEAD. PIII reading a summation of what the facts are, in

connection with certain allegations that have been made in the dissent.
Senator PROXMIRE. May I say, with great respect for my good friend

and colleague Senator Mathias, that what happened was that the
Board made the request on November 27. On November 30, in very
clear and unequivocal language, McDonnell Douglas said that they
were requesting that the Board not press for this information, and
then by May, the Board, including Mr. Chase, acceded in that request.
But it did accede, it did accede, it did back down. It didn't make the
request that was initially made in the letter of November 27, and you
never got the information that was requested. You never got it.
Mr. WHITEHEAD. We have all the 
Senator PROXMIRE. Not by product line, or by division, or by con-

tract.
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WAIVER OF INFORMATION REQUESTED

Mr. WHITEHEAD. Yes; we have. We have all of the sales, costs, and
profits by both the McDonnell and the Douglas divisions, and we got
that in May of 1974.
Now, let me say for the record, Senator, that this is not the first

time that a contractor has asked us to waive a point in the Notice of
Points of Presentation; and after due consideration, we went after this
information, and we obtained it.
Senator PROXMIRE. As I understand it, Mr. Chase, you say they

only got limited access. Would you go ahead and explain that?
Mr. CHASE. Mr. Chairman, I wish to respectfully deny the allegation

that the chairman has made concerning my consent to the withdrawal
of this point. I opposed it vigorously, but had I consented to that, I
would never have dissented. Now, I have before me a document which
is evidence of my position here. This is a letter dated December 6,
1973, that was written after the Letter of Points to the contractor
stating that item 1 of Letter of Points be answered. The coordination
sheet has on it a statement, "Mr. Rinehart says, No reply necessary."
Signed by the Director of the Office of Accounting.

Senator PROXMIRE. Explain what that means, no reply necessary."
Mr. CHASE. It means that the letter did not go out requesting the

information; and Mr. Harrison, in the Office of Review, was so con-
cerned about that answer that he went to Mr. Rinehart's office and
said, do you really mean that? And Mr. Rinehart said yes, and the
document reads: 'Orally confirmed with Mr. Rinehart by W. H.
Harrison, 12/6/73."
Senator PROXMIRE. Mr. Rinehart, what did you mean by that?
Mr. RINEHART. Perhaps there is a missing link here on which I can

be helpful. We visited the McDonnell Douglas plant on our inspection,
and held the hearing. The notice of points, which seems to be in con-
tention here—on the one point, McDonnell Douglas advised us it
would not have sufficient time to provide all of the information
necessary. That is the time that we agreed, on this particular point,
to withdraw that, and allow McDonnell Douglas to supply the in-
formation after the hearing.

Later on, I reviewed the question to which Mr. Chase is referring
to, and the information which he required; and we had a meeting of
the minds as to information which was necessary. And at that time,
after we were in accord as to what information was needed, we asked
our accountants to go back to McDonnell Douglas and get the
information which Mr. Chase had requested. To my knowledge—
from the accountant from the Western Board, and from our staff
under the direction of Mr. Grenough—we got all the information we
ever requested. There is a missing link here, but in the first place,
McDonnell Douglas asked us to withdraw the point due to lack of
time, and after we reviewed the case and heard McDonnell Douglas'
presentation, it was decided we needed additional information. We
sent our accountants out, and to my knowledge we got all of the
information that we originally requested.

Senator PROXMIRE. What do you mean lack of time?
Mr. RINEHART. We had set up a hearing.
Senator PROXMIRE. You are talking about the fiscal year 1967,

right?
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Mr. RINEHART. Right.
Senator PROXMIRE. Why would it take so much time to get that

information?
Seven years ago, it ought to be a historical record. They could go

back, any well done company would know, I would think.
Mr. RINEHART. No; this information was asked of McDonnell

Douglas perhaps 30 days prior to the hearing. I do not have those
documents here. Perhaps 30 days, and the information which we
requested they could not supply in 30 days' time, but agreed to supply
at a later date.
Senator PROXMIRE. Mr. Chase, do you agree with Mr. Rinehart

that the Board got all it asked for?
Mr. CHASE. I think substantially that became eventually a correct

statement. However, he has overlooked the fact of the chronology of
the thing. What happened was that I made the strenuow objection,
and at a subsequent date, they did send someone out there to get
information, but it was on the basis of a consolida Led filing and did
not include examining the product lines, and I think I can support
this statement.
Here is a statement from the Region of the Renegotiation Board

in Los Angeles which says—would ,vou read it for me, please?

REGIONAL BOARD ACCOUNTING REPORT

Mr. DAVIS. This is contained in the body of the 1967 Western
Regional Accounting Report to the Board on the subject of cost of
goods sold. In summary, the accountant stated: "The Contractor's
accounting system did not readily provide for the determination of
cost of goods sold by elements for the several types of renegotiable
contracts performed by the contractor. A comparative summary of
input costs for total business is as follows:" and the summary then
takes the contractor's total consolidated business of the $2.2 billion
of both the Douglas and McDonnell as a consolidation without a
breakdown of any cost information.
Senator PROXMIRE. So you never got information by contract type,

which is part of the essence of your dissent, is that right, Mr. Chase?
Mr. CHASE. That is right. There was insufficient detail.
Senator PROXMIRE. Now, Mr. Whitehead denied that the follow-

ing was true. The company stressed its right of exemption to pro-
visions of the act requiring it to submit information and that as you,
and I quoted you, alleged, it refused to allow the examination of any
details of the cost of goods sold, or general and administrative ex-
penses in any way related to the divisional or contract breakdown.
Now, he denied that that was the case.
Mr. CHASE. Well, I stand on my original statement, Senator.
Mr. WHITEHEAD. May I read into the record right at this point a

statement, sir?
Senator PROXMIRE. Yes, sir.
Mr. WHITEHEAD. "At no time during the course of the subsequent

review 
Senator PROXMIRE. Who are you quoting, sir?
Mr. WHITEHEAD. These are notes prepared by myself and the staff

which are refutations to certain allegations.
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Senator PROXMIRE. I just wanted you to identify who prepared
those notes, the date of those notes, and we will put those notes in
the record; but you read that, please.
Mr. WHITEHEAD. When the black book goes up, Senator, that

means that these are notes of denials of certain allegations. I'm sorry.
I didn't explain the source of my testimony.

Senator PROXMIRE. All right, sir.
Mr. WHITEHEAD. "At no time during the course of the subsequent

review in May 1974 did the contractor stress that it was exempt
from the provisions of the act, nor did the contractor refuse to allow
the examination of any requested detailed records. The contractor's
position was that it felt that it had provided to the Board all necessary
information for processing of the case, and it was not obligated to
provide additional data. However, in an effort to help further the
processing of the case, the contractor did offer to assist the Board and
its staff in any way it could in reviewing, interpreting and evaluating
the large amount of data previously furnished."
There was complete cooperation on the part of the contractor and

I again, for the third time, say to you, Senator, for the record, that
we have obtained the necessary sales, costs, and profit data by both
McDonnell and Douglas operations.
Senator PROXMIRE. All right. I just wanted to make sure that what

you have just read into the record, because this is important evidence
we have available to us, identified by was it minutes that were kept
that related to this? Was this your notes, your memory of what hap-
pened? What was it?

MEMORANDUM

Mr. WHITEHEAD. This is an extract, Senator, contained in a memo-
randum addressed to me by Mr. Grenough, the director of accounting.

Senator PROXMIRE. All right, that is fine.
We want that, we want the date of it, and we want to put it in the

record.
Mr. WHITEHEAD. Sir, do you want the date of his memorandum?

Or do you want the memorandum of Mr. Grenough put in the record?
Senator PROXMIRE. That is right, what you just read to us.
Mr. WHITEHEAD. All right. We will be glad to give such information

to you, sir.
[The information follows]
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THE RENEGOTIATION BOARD

DATE 'JUL 1 8 1974

TO : Mr. Goodwin Chase
Board Member

FROM : Donald S. Grenough, Director

Office of Accounting (Sizricd) D. C. C;;.-_:1

SUBJECT: McDonnell Douglas Corporation

Fiscal Year Ended December 31, 1967

Comments on Dissent to Final Opinion

a

As requested by the Board, we offer the following observations on

questions of fact, both narrative and numerical, on your recently

issued dissent in the above case.

1. Dissent, Page 1, Paragraph 1 - "As a result of the 1967 pur-

chase of Douglas Aircraft Company by McDonnell Aircraft

Company forming a new corporate entity 

Comments: This transaction was not a purchase; instead

Douglas Aircraft Company, Inc. was merged into McDonnell

Company (surviving corporation) and its name was changed

to McDonnell Douglas Corporation.

2. Dissent, Page 1. Paragraph 2 - "In the initial development

of data necessary to the renegotiation process, The Rene-

gotiation Board requested the contractor to furnish full

and complete financial information relating to the McDonnell
Company and full and complete financial information relating
to the Douglas Aircraft Division for the years under review.
Thereafter, the Board acceded to the contractor's request
that such information not be requiired."

Comments: We have searched the available files at the Board

to determine at what stage in the processing of the case the
above "full and complete financial information" was requested,
and have been unable to locate the information. Similarily we
have been unable to locate the contractors request that such
"full and complete financial information" not be required, and

the Boards agreement to this request.

3. Dissent, Page 2, Paragraph 1 - ...."By not lifting the veil of the
conglomerate...."

Comments: About 7011 of corporate sales are aircraft, and aircraft -
related, and slightly over 2511 of corporate sales can be identified
as space equipment. Under our historical classification system on
McDonnell Douglas, activities are classified as SIC 3721 - aircraft,
with the knowledge that a substantial minority fits SIC Code 3769 -
guided missile and space, etc. However, both of these categories
are within the major SIC 37. Therefore, to label these activities
as "conglomerate" with its implied diversity of products, may be
somewhat misleading.

4. Dissent, Page 2, Paragraph 2 - "The Board renegotiated the contractor
on a consolidated basis and combined McDonnell Company, its five sub-
sidiaries and Douglas Aircraft Division in their evaluation of McDonnell
Douglas Corporation."
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Comments: The Douglas and McDonnell entities are part of the same cor-
poration and, were not combined by the Board but, rather the financial
activities were reported for the entire corporate entity after the merger.

5. Dissent Page 3. Paragraph 2 (Table) Comments 
McDonnell FIE 6/30/66 Sales $1,011 Should read $1,014

Profit 107 109. .
% of Sales 10.5% 10.8%
% of Sales after
Board Action 8.1% 8.3%

McDonnell (6 no. ended 12/31/66) Sales $ 567 " $ 568
Profit 54 56
% of Sales 9.6% " 9.8%
% of Sales after
Board Action 8.5% 8.7%

Douglas FIT 12/31/65
Sales

Douglas FIT 12/31/66
Sales

Douglas (5 no. ended 4/28/67) Sales

$ 510

$ 560

$ 245

FIB 11/30/65
$ 515

FIB 11/30/66
$ 564

$ 247

Douglas FIB 12/31/67 " ('ff mo. ended
12/31/67)

Sales $ 495 " $ 495*
McDonnell FYE 12/31/67 Sales . $1,124 " $1,124*

*Excludes sales between Douglas and McDonnell; however, these type sales were not

eliminated in the prior years included above, because each company was a separate,

unrelated corporation.

6. Dissent, Page 4, Second Full Paragraph - "The fact that the contractor
reported for renegotiation (RB Form 1) for the review year by averag-
iag the sales, costs and profits of the product lines of its various
divisions and subsidiaries in a consolidated report is not based on
the language of the Renegotiation Act, expressed or implied."

Comments: The term "averaging" denotes the addition of some tumbers,
the total of which is divided by some other number. The RB-I as filed
by the contractor represents the simple arithmetic total of appropriate
financial data the corporations included in the consolidated filing, in
accordance with Board Regulations.

7. Dissent, Page 5. Paragraph 5 - "The contractor again stressed its right
of exemption to the provisions of the Act, but even more pointedly re-
fused to allow the examination of any details of the cost of goods sold
or general and administrative exepnses in any way related to divisional
or contract breakdown."

Comments: At no time during the course of the subsequent review in
May 1974 did the contractor stress that it was exempt from the pro-
visions of the Act, nor did the/contractor refuse to allow the ex-
amination of any requested detailed records. The contractor's posi-
tion was that it felt that it had provided to the Board all necessary
information for the processing of the case and it was not obligated
to provide additional data. However, in an effort to help further
the processing of the case, the contractor did offer to assist the
Board and the staff in any way it could in reviewing, interpreting
and evaluating the large amount of data previously furnished.
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During the course of the subsequent review in May 1974 the
contractor was never asked to allow the staff to examine the details
of the cost of goods sold or general and administrative expenses.
The whole purpose of the subsequent review in May 1974 was to satisfy
the requirement set out in point No. I of the Notice of Points letter
dated November 27, 1973 which is included at the top of page 5 of the
dissent. This information was obtained during the course of the sub-
sequent review, the results of which were set out in a review memo-
randum dated June 7, 1974. Included in the additional information
reviewed and extracted was a breakdown, by the Douglas and McDonnell
components and by contract-type within each component, of sales, costs
and profit, and the total cost of goods sold and administrative ex-
penses for Douglas as distinct from McDonnell.

8. Dissent, Page 6, Paragraph 2 - "The significance of this shift in con-
tract type in the review year is that these F-4 phantom sales account
for $906 million of the McDonnell Company's review sales on which a
profit of $80.3 million, or 8.97 on sales, was realized."

Comments: The figures reflected in this paragraph pertain to total
McDonnell Aircraft Company fixed-price incentive contract sales and
profits not just F-4 sales and profits. However, it is true that
the F-4 sales make up a substantial portion (at least 9271) of the
McDonnell Aircraft Company's 1967 fixed-price incentive contract
sales.

9. Dissent, Page 7, Paragraph 3 "....does not lead to the conclusion
reached in the Board's majority opinion that returns on assets
employed by McDonnell Douglas "although high are acceptable."

Comment: The words "although high are acceptable" could not be
found in the Board's majority opinion.

10. Dissent, Page 9, (Table) Comment 
Return on Capital 27.2% Should read 26.9%
Return on Net Worth 54.8% " 54.1%
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REPORT OF FIELD TRIP

Senator PROXMIRE. And I want to yield to Senator Mathias for
just a minute, but first may I ask Mr. Chase to respond to that.
Mr. CHASE. Well, Senator, the response that is given here again

gets back to the treatment of a consolidated filing. If you notice, he
says enough information was furnished to determine the excessive
profits, that we received the information for both the McDonnell
sector and the Douglas sector of one of the consolidated filings but
what about the details of that data? That is wherein lies the problem,
and I would like for my assistant to read to you from the same docu-
ment that the chairman has referred to.
Senator PROXMIRE. All right, sir, go ahead.
Mr. DAVIS. This information is a field trip report of the examination

of the contractor's records, subsequent to the final dissent of Mr.
Chase. This was a field trip made by members of the staff to the
Board, as the chairman has pointed out, to reexamine the accounting
records. This field trip report is dated June 7, 1974 and states, in
part, "At your request I have undertaken a review of the above
subject cases in a further effort to attempt to break out divisional or
product line profit and loss information. This attempt was made
fully realizing that the contractor's currently stated position is that
it feels that it has already provided the Board with sufficient data on
which an evaluation can be made for each of the 3 fiscal years,
1967, 1968 and 1969—and does not at this time choose to provide
any further data. The contractor stated that it is its position that it
should be renegotiated in total and not on a contract by contract,
product line, or divisional basis."

This field report, breaks out the sales, costs, and profits in totals
for the McDonnell component and the Douglas component. This in
effect is exactly what Mr. Chase has pointed out. The information is
on a consolidated basis without the supportive details of the elements
of the costs of goods sold by segment or product line.
So you are looking at combined financial statements. When we talk

of the cost of goods sold, broken out by elements, we are saying that
we want to see the labor, the materials and the subcontracting and
other expenses that the contractor incurred on these contracts that
he says was in his product lines for the 1967, 1968 and 1969 years.
Most of thes contracts, incidentally, and most of the dollar revenue

that was generated on these contracts by the McDonnell Co. was
under negotiated firm fixed price incentive fee contract. Those types
of contracts are very specifically covered under the regulations of the
Renegotiation Board, setting forth the procedure to be followed for
the examination of FPI contracting.
Mr. WHITEHEAD. Mr. Chairman, may I make a statement?
Senator PROXMIRE. Senator Mathias would like to ask .a question.
Senator MATHIAS. Let me interject at this point a question because

it becomes somewhat fundamental.
First of all, I would support the right of the Renegotiation Board

to get any information from any contractor that is brought by the
statute within its jurisdiction in order to do its job, and I would salute
Mr. Chase or any other member of the Board who tried to dig out the
necessary information.
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But I have been reading over this, the points of November 27,
I am reading for example from profit figures which you furnished the
regional boards with respect to the 1967 fiscal year it would appear
that on one basis of evaluation, the ratio of profits to sales, the Douglas
component operated at about 5 percent while the McDonnell compo-
nent realized about 9.5 percent of sales.
Now, that is the extent of the detail to which that request goes. It

only talks about the McDonnell and the Douglas components. There
has been no demand on the part of the Board for a product line break-
down or no demand for greater breakdown than that.
Now, Mr. Chairman, I do not want to interrupt your line of ques-

tioning more than this. I would like to talk to Mr. Chase a little bit
about what he feels is really necessary in this regard. But I do not see
how on the basis of that demand you can talk about getting into prod-
uct lines and other areas in such fine detail.
Mr. CHASE. Senator 
Senator PRO XMIRE. Mr. Chase, go right ahead.
Would you like your assistant to respond, too?
Mr. CHASE. Yes. That is a technical question which I am acquainted

with, but I think in more detail Mr. Davis could answer that.
Senator PRO XMIRE. All right, sir.
Mr. Davis.

COST -ACCOUNTING INFORMATION

Mr. DAVIS. Senator, I do not have the Notice of Points in front of me.
If you will start on page 1, at the bottom of that page, in the last

paragraph, the words in effect state, be prepared to furnish in sufficient
detail, or words to that effect, the reasonableness of profits.
I believe that any accountant will readily subscribe to the fact that

you do not arrive at profit without knowing cost and sales, and if you
want to know the reasonableness of a profit, you have to know the
reasonableness of the cost, and the crux of the entire point that we
have raised in this dissent deals with the subject that there does not
appear in the record the details of the cost in order to establish
reasonableness of profit.

Senator MATHIAS. Now you sent this demand on November 27 of
1973 and you got a response on the 30th of November of 1973. Then,
as I understand it, the Board met in early December, around the 12th
of December, and at that time reviewed the information which was
already accumulated as a result of the prior investigation.

Is that correct?
Mr. CHASE. Yes, that is correct, Senator.
Senator MATHIAS. And was there any dissent at that point on the

part of Mr. Chase to the information that was then in hand?
Mr. CHASE. Well, Senator Mathias, I was a rookie in this business.

I came with the Board on the 10th of October. I was advised at a
division meeting of the Board that it was a requirement of the Board
that we give consideration in a consolidated filing to all these statutory
factors, to which certainly I agree. I was told that it was not possible
for me to make a judgment on any other basis than that of the major-
ity of the Board. It wasn't until later when I came back to the office
in Washington that I became suspicious of what I was told in St.
Louis where we had the meeting. I began to make inquiries about it,
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and then came the paper from the staff study group, that said indeed
we could look at the product lines separately, and then came the legal
opinion that said, indeed not only was this permissible, we have been
doing it. I went to the division of the Board, and I said that I could not
in conscience continue to uphold the policy applied here and withdrew
my support for a clearance in 1968 and 1969 and a $5 million determina-
tion in 1967. Had I known when I was in St. Louis on December 12th
and 13th what I knew a month or so later, I would never have con-
sented to the decision to limit our review to the McDonnell Douglas
activities in our combination.
Senator MATHIAS. Now, you had a meeting in January, about a

month later, about the 14th of January?
Mr. CHASE. Right.
Senator MATHIAS. And you again reviewed the information that

was on hand, right?

STAFF PAPERS ON PRODUCT LINE RENEGOTIATION

Mr. CHASE. But that was again prior to the time that I had the
legal opinion and the proposed policy paper from staff stating that it
could be done. And I notified the Board that sat en bane in that case
of this fact. I appealed to the Board to obtain more detailed informa-
tion, to take the case off the clearance agenda and the determination
agenda. I was unsuccessful, and I was therefore required to dissent.
Mr. WHITEHEAD. Mr. Chairman 
Senator MATHIAS. But, that January the 14th meeting, just to get

the sequence of events clear, the January 14th meeting, there was a
decision by the division which did include all of the Board members.
Mr. CHASE. Yes, but the divisional decision is not final.
Senator MATHIAS. No, but it was the divisional decision and there-

fore tentative, although the Board members were actually sitting as
members of the division.
Mr. CHASE. Right.
Senator MATHIAS. That McDonnell Douglas had generated excess

profits in fiscal year 1967 of $5 million, but no excess profits in 1968
and 1969; is that correct?
Mr. CHASE. Yes, that is correct.
Senator, I would like to ask you a question:
If you were reliably advised by sources that you considered authori-

tative, that something is the case, and later you find out that there is
another more authoritative viewpoint or another determination, do
you think it is proper that you make an effort to change the minds of
the others and change your own decision?
Senator MATHIAS. Mr. Chase, one of the oldest maxims of human

wisdom is that the wise man changes his mind and the fool never. So
we're not quarreling with you.
But as of the 14th of January, you had not objected to that decision?
Mr. CHASE. No; I was in the process then of getting an education of

what, in my view, is the way the renegotiation process should
proceed.
Senator MATHIAS. And so it was after that meeting that you began

to raise the questions?
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STUDY GROUP REPORT ON PRODUCT LINES AND CONGLOMERATES
Mr. CHASE. Yes; it was February 1, to be exact, when the paper

was delivered by our professional staff, by the director, office of
review, and it was also signed by the acting director of accounting,
and I have that paper here. If you wish to, I would be glad to read
pertinent excerpts from it.
Senator, would you care to have me do that?
This is the paper that caused me to change my mind.
Senator MATHIAS. Why don't you submit it for the record.
Mr. CHASE. All right, sir.
Senator MATHIAS. So that we can have a complete record before us.
Mr. Chairman, I would ask unanimous consent that that be in-

cluded at this point.
Senator PROXMIRE. Yes; it will be.
[The information appears on p. 106.1

MATERIAL AND LABOR COSTS

Mr. WHITEHEAD. Mr. Chairman?
Senator PROXMIRE. Mr. Whitehead?
Mr. WHITEHEAD. I don't mean to interrupt Senator Mathias.
Are you through, sir?
Senator MATHIAS. Yes; I just wanted to establish this chronology

of events.
Mr. WHITEHEAD. All right.
Mr. Davis referred to the cost of goods sold by material, labor,

a breakdown by material, labor, et cetera. We never asked for that in
the points of presentation which went out initially. I think that what
is involved here, is that Mr. Chase, in all due respect to him, continues
to refer to the McDonnell Douglas Corp. as a consolidation. It wasnever a consolidation. It was a merger, and it is not a conglomerateas we understand the Litton Industries, Inc., for instance, and a num-ber of other companies, and its products are similar, according toclassification provided by IRS and by the Federal Trade Commission.And when we begin to talk about going down into the—breaking thecost of goods sold down into various types of products, then we havegot to go into a situation where a conglomerate or a consolidated grouphas one operating division making aircraft and perhaps another divi-sion in the communications business.
So we do look at the cost and the profits, by operating unit. Thelaw forbids us from looking at the contracts per se. We have to do iton a fiscal year basis, and we have done everything within reasonablegrounds to evaluate the assessment against this company for theyears 1967, 1968, and 1969. And I might add parenthetically thatover the years from 1967 through 1969, the corporation has beenassessed by the Board to the tune of $47 million, which they havepaid under agreement with the Board.
Senator PROXMIRE. Now, we want to get into that kind of thing alittle later, if you don't mind, Mr. Whitehead.
Mr. WHITEHEAD. All right.
Senator PROXMIRE. I would like to proceed now on the possibilityof intimidation of Mr. Chase.
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4

ADVISING CONTRACTOR OF BOARD DECISION

Mr. CHASE. Mr. Chairman.
Senator PROXMIRE. Let me get back to this later, sir. Otherwise

we're going to get on this back and forth, and we'll never get into this
material that I have here. But reserve what you have, make a note of
it so that you don't forget to bring it up later.
Mr. Whitehead, I understand that some time before your final

majority opinion was issued, the fact that Mr. Chase intended to
dissent was communicated to McDonnell Douglas and that a copy
of his proposed dissent was forwarded to the company before the
final decision.
Now, is this true; and if it is, could you explain these actions for us?
Mr. WHITEHEAD. I don't know that such was the case. Since Mr.

Rinehart was the division chairman, I think it would be appropriate
for you to address him, because he was the one who contacted the
corporation on all renegotiation matters.

Senator PROXMIRE. Mr. Rinehart?
Mr. RINEHART. Could you repeat the question?
Senator PROXMIRE. The question was, before your final majority

opinion was issued publicly, the fact that Chase intended to
dissent was told to McDonnell Douglas, and a copy of his proposed
dissent was forwarded by the Renegotiation Board to McDonnell
Douglas before the final decision was issued.

Is that true or not?
Mr. RINEHART. To my knowledge, that is not correct.
Senator PROXMIRE. That is not correct?
Is it your understanding that that is correct or incorrect, Mr.

Chase?
Mr. CHASE. I have never heard of it before, Senator.
Senator PROXMIRE. When was McDonnell Douglas first advised

that one member of the Board intended to dissent from the majority
decision?
Mr. Rinehart, can you tell us?
Mr. RINEHART. I would have to refer back to my records on that,

Senator. I'm sorry, I don't have my notes with me on that particular
point.
Senator PROXMIRE. You don't know?
Mr. RINEHART. To give you an exact date, I do not know.
Senator PROXMIRE. I am surprised that nobody on the Board can

tell us whether they were advised that there was going to be a dissent
on this.
Mr. WHITEHEAD. May I try to clear this up a little bit, Senator?
Senator PROXMIRE. All right.
Mr. WHITEHEAD. We have only had, in the 5 years I've been a

member of the Board, we have only had two dissents. You have both
of them in hand and the final opinions in both. Our policy on the first
dissent in the Lykes-Youngstown case, in which Mr. Chase joined
me on the dissent, we sent the final opinion and the dissent to the
contractor at the same time. For over several months, we tried and
implored to obtain from Mr. Chase a written dissent so that we could
send a copy of his dissent together with our final opinion in the 3 years
involved. We were not successful in getting a dissent, a written
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dissent, from him, and the corporation, as I understand it, was subse-
quently asking, when can we expect the final opinion? We are in
agreement with the assessment of $5 million for 1967. And I believe
that Mr. Rinehart at that particular time informed him that
we would like to issue the final opinions and the final dissent at the
same time.
A little later on, Mr. Forry, it is my understanding, said, well,

if you don't have the dissent prepared and ready, is there any objection
to providing us with a copy of the final opinion? And Mr. Rinehart 
Senator PROXMIRE. Who is Mr. Forry?
Mr. WHITEHEAD. Mr. Forry is corporate vice president for McDon-

nell Douglas. They were having their annual meeting, as I understand
it. The company's board would be there. The board of directors has
to discuss these things.
Senator PROXMIRE. It sounds to me as if you were talking with

McDonnell Douglas officials about the Chase dissent before the
decision was issued, is that correct—talking with Mr. Forry about it?

INFORMATION REGARDING DISSENT

Mr. WHITEHEAD. He was informed that there would be a dissent
I'm not going to say that he was informed what the dissent was.

Senator PROXMIRE. Well, was he or wasn't he informed what the
dissent was or given a copy of the dissent?
Mr. WHITEHEAD. I don't think he was given a copy of the dissent,

but he may have been—he was informed that there was a dissent
coming. And finally 
Senator PROXMIRE. Why?
Why would a contractor be informed?
Mr. WHITEHEAD. Because it has been our policy, I tried to explain

to you, Senator, it has been our policy to issue the final opinion and
the dissent together at one time, and we had the final opinion pre-
pared and ready to go, but Mr. Chase didn't provide us with his dissent
for weeks on end. So finally, Mr. Forry said, why don't we get a final
opinion under the regulations and why don't we conclude this?
And Mr. Rinehart informed him that there was a dissent coming,

and we waited and we waited and we waited for Mr. Chase 
Senator PROXMIRE. When were the McDonnell Douglas officials

informed that a dissent would be coming?
Mr. WHITEHEAD. When was it, Mr. Rinehart?
I can't give the Senator that information.
Mr. RINEHART. What  is the date of the opinion?
Senator PROXMIRE. What month was it?
Mr. RINEHART. Mr. Forry had called and stated that the Board of

Directors meeting was scheduled for a certain date, and he said he
would like to report to the Board the results of the renegotiation
liability. At that time I told him the opinion was being formulated
and was being mailed to him just as soon as it was ready.
Senator PROXMIRE. Well, I tell you, here is what bothers me. A

court of law would not notify a complainant that a dissent was going
to be forthcoming. It seems to me to be very irregular, and of course,
what really, the suspicion it would arouse in my mind is that there
would be pressure brought to bear on Mr. Chase by McDonnell

•
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Douglas or others to withdraw his dissent or to change his mind. That
is the kind of interference with the judicial operations of the Board
that it seems to me would be quite wrong and dangerous.
Mr. RINEHART. That would be wrong, and that is not the case.
Mr. WHITEHEAD. Let me deny unequivocally that there was any

threat made to Mr. Chase, morning, noon, or night, at any time during
these proceedings so far as the personnel of the Board itself is con-
cerned, or the staff.
Mr. RINEHART. Senator, the date of the final opinion was June 18.

So it was during that week that they were advised that the final
opinion would be mailed and there would probably be a dissent. I
didn't say there was a dissent. I said there probably would be a dissent.
Senator PROXMIRE. Let me ask you for the record, Mr. Whitehead,

by advising the company of Mr. Chase's intent to dissent, was it in
any way intended to induce company officials to contact Mr. Chase
for the purpose of persuading him not to dissent?
Mr. WHITEHEAD. No, sir; none whatsoever.
Senator PROXMIRE. All right.
Do you know whether in fact officials of McDonnell Douglas did

try to persuade Mr. Chase not to dissent or to change his opinion?
Mr. WHITEHEAD. I beg your pardon?
Senator PROXMIRE. Do you know whether in fact officials of Mc-

Donnell Douglas did try to persuade Mr. Chase not to dissent?
Mr. WHITEHEAD. No, sir. I cannot talk for officials of McDonnell

Douglas. I can only talk for the Board members and the staff of the
Board.

Senator PROXMIRE. Mr. Chase, were you contacted by anybody
from McDonnell Douglas before your dissent was filed asking you
either not to dissent or to change your dissent in any way?
Mr. CHASE. NO, I was not.
I would like to comment, Mr. Chairman 
Senator PROXMIRE. Yes, sir.
Mr. CHASE [continuing]. On the statement that Chairman White-

head just made concerning the length of time which elapsed before
my dissent was submitted to the Board is completely and wholly
erroneous, and I am sure that he didn't mean to make it, if he was
aware of the facts.

FILING OF DISSENT

Senator PROXMIRE. Which statement are you referring to?
Mr. CHASE. His statement about the long delay in the preparation

of my dissent.
Senator PROXMIRE. All right.
Mr. CHASE. That just is not the case.
Mr. WHITEHE 4D. Well, ask Mr. Rinehart, the Chairman. He dealt

with him.
Mr. CHASE. May I answer?
Senator PROXMIRE. Let Mr. Chase answer first.
Mr. WHITEHEAD. Fine.
Mr. CHASE. The original Memorandum of Opinion was a long time

in preparation. At that time it was called the Memorandum of De-
cision. I waited months for that.
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Senator PROXMIRE. You're talking about the majority opinion?
Mr. CHASE. The majority opinion, I waited months for that opinion.

When that was in my hands, and you can't write a dissent, sir, until
you have the opinion—when that was in my hands, I delivered it 2
days later.
Senator PROXMIRE. Two days later?
Mr. CHASE. Yes, sir.
Senator PROXMIRE. Can you give us the date. Can you give us the

date, sir?
Mr. CHASE. I can. May I just defer that for a moment?
Senator PROXMIRE. All right.
Mr. CHASE. I submitted it 2 days later. The majority of the Board

read my dissent, apparently became concerned about the issues I had
raised, and withdrew their Memorandum of Decision. To satisfy me
they sent two staff people out to the plant. They came back with, in
my opinion, insufficient information to measure up to the responsi-
bilities of developing data on which a good and sufficient determina-
tion could be made. The final opinion was prepared later, which I
contend was in answer to my original dissent. And 2 days before the
Board meeting on the Final Opinion Mr. Rinehart called me to his
office and went over the revised opinion. We met at the Board meeting
and the majority of the Board approved the second Memorandum of
Opinion. I dissented, and at that point, with no adequate notice of
what the opinion was, it took me 10 days to file a dissent. And I filed
a second dissent 10 days; approximately, after the Final Opinion was
approved by the majority of the Board.
Senator PROXMIRE. This sounds extremely unusual. As I under-

stand it, the Board delivered a majority opinion. You wrote a dissent,
had the dissent available in 2 days. The Board then took several
months in which they formulated a new opinion, a second opinion.
And then you wrote a dissent to the second opinion.
Is that correct?
Mr. CHASE. I filed the dissent within 10 days, as my memory serves

me.
Mr. WHITEHEAD. Mr. Chairman?
Senator PROXMIRE. This is an extraordinary activity. It would seem

to me that any court would reach an opinion and the dissents are
written and that is it.
Go right ahead, Mr. Whitehead.
Mr. WHITEHEAD. Mr. Chairman, I cannot sit here and take the

insinuations that are being thrown out. Mr. Rinehart was the day-to-
day manager of these findings. I know that we had held up the decision
of this Board for at least 4 months to get Mr. Chase to sit down and
write a dissent so that we could send that with the final opinion to the
contractor, and when it was not forthcoming we asked the contractor
if he would take the final opinion without the dissent, and they said
yes, in order to get it to the Board of Directors because they were
coming to St. Louis, and that is precisely what we did. And the
minute that it was mailed to the contractor, 2 days later he got a copy
of the dissent.
Senator PROXMIRE. This is a matter of simple fact. It's not a matter

of anything else.

•

•
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Is it not true, or is it wrong, that after the original majority opinion
was arrived at and made available to Mr. Chase, he responded within
about 2 days with his own dissent?
Mr. WHITEHEAD. My information is that that is not a fact, sir.
Mr. Rinehart, could you tell us when it did arrive?
Mr. RINEHART. I would not say that it was 2 days, but it didn't

take him—I say he supplied it within a week.
Senator PROXMIRE. All right, he supplied it within a few days.
Mr. RINEHART. Here again, Senator, is the point, the missing link.

In Mr. Chase's dissent he again brought up the matter about the
notice of points, the lack of information.

Senator PROXMIRE. I'm sorry, could you repeat that?
Mr. RINEHART. In Mr. Chase's dissent, his original dissent, he

brought out the question of the type of information which was not
provided, and at that time we agreed to send the accountants back to
McDonnell-Douglas to get the information which he had requested.
Now, that is the reason for the delay between 
Senator PROXMIRE. All right. Then Mr. Chase is substantially

correct. What he is saying is, he supplied his dissent promptly, 2 days,
3 or 4 days. At any rate, it was fairly prompt.
In the dissent you say that there was, one of his points was that

there was inadequate information. At that point, you held up the
majority decision, attempted to get more information from the
contractor, and then wrote a subsequent opinion.
Is that correct?
Mr. RINEHART. To get the information which Mr. Chase requested?
Senator PROXMIRE. Yes.
Mr. RINEHART. That is correct.
Mr. CHASE. Mr. Chairman?
Senator PROXMIRE. Yes, sir, Mr. Chase?
Mr. CHASE. Mr. Chairman, I just happen to have some notes here

which will verify my position. On April 9, 1974 
Senator PROXMIRE. Give that date again?
Mr. CHASE. April 9, 1974.
The memorandum of decision was submitted.
Senator PROXMIRE. All right.
Mr. CHASE. I may have seen it the day before on a green sheet. My

dissent was submitted on April 12, 1974, 3 days later.

MAJORITY OPINION

Senator PRO XMIRE. All right.
Mr. CHASE. The majority of the Board withdrew its memorandum

of decision and sought additional information, not at my request,
but as a means of attempting to satisfy me and the proposition was
put to me in that manner, and that is where some of the lapse of time
is involved.
My dissent was of record officially all the while that Mr. Whitehead

is referring to a delay. It was of record. I did not withdraw my dissent.
Senator PRO XMIRE. Give us the date when the opinion, the majority

opinion was withdrawn.
Mr. CHASE. All right. On April 29, 1974.

41-119 0 - 74 - 3
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Senator PRO XMIRE. The date when the majority opinion was with-
drawn?
Mr. CHASE. On April 29, 1974.
Senator PRO XMIRE. No, sir. April 10, 1974, the majority opinion was

provided. On April 12 you filed your dissent.
Mr. CHASE. Yes.
Senator PRO XMIRE. Then you said subsequently, without giving us

the date, the majority opinion was withdrawn.
What was the date of that?
Mr. CHASE. April 29.
Senator PRO XMIRE. June 18, all right.
Mr. CHASE. No, that's the date of the final opinion. Approximately

April 29 the first opinion was withdrawn.
Senator PRO XMIRE. All right, on or about May 20 the opinion was

withdrawn, the majority opinion was withdrawn. On May 22 or 23,
you say the staff visit to the contractor, and then on June 18 a new
opinion was provided.

Is that correct?
Mr. CHASE. On June 18, Mr. Chairman, the final opinion was

submitted and my revised dissent—I had to answer that particular
second opinion—was submitted on July 3. I said approximately 10
days. I was mistaken. It is 11.
Senator PRO XMIRE. All right.

NOTES ON REVISED OPINION

Would you give us those notes also for the record?
Mr. CHASE. I beg your pardon?
Senator PRO XMIRE. Would you provide a copy of those notes for

the record?
Mr. CHASE. Of these?
Senator PRO XMIRE. Yes, of those notes that you have just been

reading from so we have the documentation in the record.
Mr. CHASE. Yes, I'd be glad to.
Senator PRO XMIRE. Fine.
[The information follows:]
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1. Notice of Points Letter, dated November 27, 1973.

2. Letter dated November 30, 1973 from McDonnell Douglas

Corporation to the Board.

3. Proposed letter to McDonnell Douglas Corporation, dated

December 6, 1973, which was not mailed. '

4. Memorandum of Decision with Coordination Sheet, dated

April 17, 1974, which was held.

5. Memorandum to the Board, dated April 12, 1974, presenting

Mr. Chase's dissent.

6. Memorandum to Mr. Chick, Director, Office of Review,

dated June 7, 1974, from Mr. R. E. Moreland, Office of

Review. .

7. Final Opinion for the fiscal year 1967, dated June 18, 1974,

mailed to the Contractor attached to the Agreement, on July 1,

1974.

8. Final Opinion for the fiscal years 1968 and 1969, dated June 18,

1974, mailed to the Contractor attached to the Clearances, on

June 18, 1974.

9. Letter to McDonnell Douglas Corporation, dated July 9, 1974,

enclosing a copy of Mr. ,Chase's dissent for the fiscal year 1967,
dated July 3, 1974.

10. Letter to McDonnell Douglas Corporation, dated July 9, 1974,

enclosing copy of Mr. Chase's dissent for the fiscal years 1968

and 1969, dated July 3, 1974.

11. Excerpt from .'Report of Renegotiation, Western Board, Division

of Accounting Report.

1-7. Source document, Memorandum of Decision of the majority of

the Board, dated April 19, 1974, referred to in Hearing of July 25.

13. Source documents, Items 18, 18A and 18B of information furnished

at Hearing of July 25, 1974 concerning study of product line renegotia-

tion in response to Brooks Committee Report.
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Notice cf. Points Letter, dated November 27, 1973.

Are MAIL

Ilepoenell rouelas Corporation
Post effice Boz $16
St. Lmis, lUssouri 63166

Gentlemen:

liovember 27, 1973

Attentions tr. John E. Ferry 1

Corporate Vice President and Controller

Cubjects 2enceotirtion -Preceed1nes
nzlz:=Lt. POUMAS CaPMATION (COVEOLIDAMm)
risoal Years En4od December 31, 1967,

vecember 31, 1368 and December 31, 1969

c4ference is rode to the Board.* letter dated Novecber 12,
1S73, cdviring that a meeting with the Board bee bean achoduled
for iieecreber 12, 13 and 14, 1973.

Purcueetto Section 1472.5 of the Renegotiation Semi
resulatiens, this hice of Points for Presentation is provided
to eneble the contractor to prepare tot the meeting with the
division and address itself, in particular, to the points cr
rettere on Which a presentation is desired. The enameration is
not to be construed to man thet these are the only important
points or natters in the ease, and any csalssion is not to be
colastrued to mean, necessarily, that the Doard has accepted the
contractor's views on any points or natters etas:liter/ have been
raised heretofore.

'7eu ere advised to rake a full presentation of your case,
end 34-n.tr ro*reaantativesluill.halie the full opportunity at the
ceetin7; to prazano and Giocuzs any and all ratters which they
ovals:iv:or pertinent. They toiid, howavar, be prepared to deal
opeciiicelky and ia oppropriata detail with the f0110w1ng2

1. The reasonableness of overall renegotiable profits of
the consolidated group for fiscal years 1967, 1963
and 1969, in liLtht of the profits realized individually

, by Douglas Aircraft Company and LeDonnell Aircraft
Corporation in the years prior to the,aceuisitioa of
Dour.;las byLcDonnell. 2or enarele, from profit firures
which you furnished the teaional. Board with respect to
the 1967 fiscal year, it weuld appear that on one basis
of evaluation (the ratio of profits to sales) the Douglas

- torlpenent operated at about .5LvIbile the licDonnell
component realized about 9.54 of sales.
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2. The contractor has disnreed with the Evzional Board's

15:67 computations of rc;turas on capital and net worth.

Althowth the Board has tIla contractor's charts and

related motes cvailztblo VI-Joh outline the reasons for

'disagreement, a brief oral presentation on this subject

would be appreciated.

If you wish to subs:it any 'written material in response to this

notice, it would be ir)nreeisted if you could have the material in

our hands not Later than 3:comber 6, 173.

Very truly yours,

jSigned) EarrismS

V. i. Earrison
Actin l Pcputy lirector
Office of aeview

cc: Bd. Leubers, Legal, Accounting,

Chairman, lelional Board, Er. Lieberman

Review, Files
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Letter dated November 30, 1973 from McDonnell Douglas
Corporation to the Board.

The Renegotiation Board
2000 M St. NW
Washington, D. C. 20446

Attention: Mr. D. E. Rinehart

RB-H330-1499
30 November 1973

Reference: (a) Mr. W. H. Harrison's letter of 27 November 1973
(b) Telecon 29 November 1973 with D. E. Rinehart

Gentlemen:

1. Reference (a) letter, for the first time, advised the Contractor
"to make a full presentation" of its case in respect to all three
years 1967, 1968 and 1969 during the contemplated visit of the
Board members on 12 and 13 December 1973.

2. During Reference (b) telecon, the short time remaining before
the contemplated visit and the facts that Statutory Factors for
1968 and 1969 are not now available were discussed. This will
confirm the agreement in Reference (b) that, should it prove
impossible to reach a mutually acceptable agreement of the
1967, 1968 and 1969 cases, the Contractor will later be given
the opportunity more fully to develop and present its case(s)
to the Board.

3. With respect to the first Point for Presentation in Reference (a),
this Contractor understands the renegotiation statute to require
consideration of the renegotiable earnings of the company as a
whole rather than by contracts or by organizational components.
Furthermore, the renegotiable business of McDonnell Douglas
for all years involved has been almost exclusively in aerospace
rather than by a conglomerate engaged in a number of completely
different lines of business. In view of the above the Contractor
requests that this Point be withdrawn.

4. This Contractor has concurred with the accounting principles
used by the Regional Board for 1967. Therefore, the return
on net worth and capital calculations presented in the 1967 WRRB
Memorandum of Decision are not the subject of disagreement.
Assuming that the Statutory Board does not challenge the
position of the WRRB, the Contractor feels no further pre-
sentation of his arguments is required, and the Contractor
requests that this Point be withdrawn.

5. Attached is a proposed agenda for the visit of the Board on
12 and 13 December 1973: this tentative schedule can be
revised at your convenience. We are looking forward to
this opportunity of reviewing the activities of MDC and its
St. Louis facilities with both continuing and new members
of the Board and its staff.

Sincerely,
MCDONNELL DOUGLAS CORPORATION

John
Cor

. Forry
ate Vice P esident

ont roller
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AGENDA

12 December 1973

0830 Pick up at Sheraton Jefferson Hotel
(MDC transportation)

0900 General description of MDC

1000 Commence plant tour

1215 Lunch

1300 Continue plant tour

1500 Review

1530 Depart MDC plant for Sheraton Jefferson
Hotel

13 December 1973

0900 Convene at Federal Building for MDC
presentation re 1967 case

1200 Break for lunch

1330 Reconvene to discuss 1968 and 1969 data
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Proposed letter to McDonnell Douglas Corporation, dated
December 6, 1973, which was not mailed.

12-4-73
EuDonnell Douglas Corporation

Office Bcx 516
r. Louis, Missouri 63166

Attention: Mr. John E. Parry
Corporate Vjic-e President

Subject: Renegotiation1Pruceedings
MCDONNELL DOUGLAS CORPORATION (Consolidated)
Fiscal Years: Ended December 31, 1967
December IT, 1968 and December 31, 1969

Contlemen:

By letter dated November 3U, 19.73, you requested that the first

.point for presentation included in our November 27, 1973 letter be

withdrawn. on the basis that The Re.nauotiation Act requires con-

sideration of renegotiable profits.: of the company as a whole and not

by organizational components. Altlinugh. the Board determines the

renronableness of cver?.11 profits fn.Clie perfornlance of itr dv.tyi the

Board gives separate consideration to different types of contracts

(RBR 1460.2 (b)) and takes into ac,:nnuirir the varied characteristics of

different types or classes of business (RBR 1460.10(b)(4)). In your

cases where most of the renegotiable business was performed in organ-

izational components which immediately prior to the years under review.

were separate companies,it would be helpful to review the profits and

• - characteristics of each: Accordingly a presentation on thia. point would

be helpful.

With respect to the second point, it was our understanding, based

on information in our files that for 1967 you objected to the Regional
Eoard's excision of the amount paid for .Douglas stock in January 1967

from beginning capital and net worth. Since•yu have advised us that

there is no such disagreement, we withdraw th.e-point.

Very truly yours,

H. Harrison
Deputy Director
Office of Review
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Memorandum of Decision with Coordination Sheet, dated

April 17, 1974, which was held.

THE RENEGOTIATION BOARD
2000 M Street N. W,,

Washington, D. C. 20446

HEMORANDUM OF DECISION,

MCDONNELL DOUGLAS CORPORATION (AGENT)
St. Louis, Missouri 63166

Consolidated with:

McDonnell Douglas Corporation, Successor-in-Interest to
Conductron Corporation

Actron Industries, Inc., Successor-in-Interest to
Tridea Electronics Company
Molly owned by Condoctron Corporation)

Actron Industries, Inc., Successor-in-Interest to
Advanced Com:r,unications, Inc.
(Wholly owned by Condactron Corporation)

neDmnell DowIlas Corporation, Successor-in-Interest to
McDonnell Automation Company of Tens, Inc.

M.:Donnell Dou-glas Corporation, Successor-in-Interest to

...1cDonnell Automation Company of Colorado

Fiscal Year Ended December 31, 1957
).ssignment No. 10354-67

The reneotiable sales and profits and the returns on capital and

not worth considered by the Board in this proceeding were as follows

('J00's oitted):

Sales $ri.,618,566'
Profits 130,717 -
Percent

Return on Capital 30 %-
Return on Net Worth 61 %.

On April 23, 1067, Douglas Aircraft Company was acquired by

McDonnell Aircraft Corporation and the company name was changed to

M4Donne1l Douglas Corporation. Thus, the renegotiable business
reviewed by the Board, as reflected in the foregoing figures, was
the result of the combined efforts of two large companies (8 months'
operations of Douglas and a full year's operations of McDonnell),
which formerly had played a significant separate and independent
role in the aerospace industry. Although five aubsidiaries were
included in the consolidation, the parent accounted for 997. of the
renegotiable sales and all the renegotiable profits.
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In view of the feet that the McDonnell and Douglas companies
had been enenged in similar work in the sane industry, the combina-
tion resulted in a valuable interchange of vital information and
technical know-haw. In addition, the organizational methods adopted
by the contractor's management lent themselves, even in the first
year of oeerations, to a smooth end orderly transition and a result-
ing well functioning corporate structure. To all intent and purpose,
the identity of the two individual companies was lost on the date of
tee mereer. Thus, the Board evaluated the contractor's business on
the basis of a broad application of the statutory factors to the com-
bined performance of the McDonnell and Doueles segments. However,
the Board did eive full consideration to the gecgraphic changes in
the contrecter's business following the Doueles aceuisition, the
different types of products end contract-mix, end different labor,
menufecturing, and other factors with which the contractor was
confronted in this first year of combined operations.

Renegotiable business (647. of total business) consisted of the
manufacture of highly specialized, advanced military aircraft, space
craft, missiles, support systems and other products and certain
related research, desien and development work. The principal items
produced in the review year were the Phantom F-4 supersonic fighter
aircraft (36% of total renegotiable sales); S-IVB Saturn space
vehicles (17.); manned erbitine laboratory spacecraft (77.); A-4 attack
aircraft (57.); and the balance consisting of Spartan missiles; Thor
and Delta launch vehicles; Gemini spacecraft; and, the F-111 crew-
escape systems. There were seven different models of the F-4 manu-
factured in the review year, which models had varying characteristics.
For example, there were five different types of engines involved,
seven different radar systems, and various other differences in
electronics and other components.

The advanced mature of the aircraft, spacecraft and other prod-
ucts reouired highly complex manufacturing techniques and a high
degree of efficiently applied engineering skills and involved the
utilization of substantial manufacturing end engineering facilities,
specialized equipment and trained personnel. Combined material and
subcontracting costs in the review year ran about 547,.of total costof sales. Many new machining, fabricating, assembly and manufactur-ing techniques were developed and a large amount of research, develop-ment and design operations Was conducted.

The Board considered the contractor's operations to be highlycomplex.

The contractor maintained very good quality and delivery standardsand achieved cost redactions in the review year. The contractor alsopresented documents demonstrating increasingly lower maintenance timefor the F-4 aircraft due to continued improvements in the aircraft.On :he basis of the favorable performance and other data in the Board'sfiles, the Board considered the contractor to be a highly efficientproducer.

Approximately 197. of total renegotiable soles in the review yearwere under fire fixed price contracts. The coepnrable percentaeesfar l'eDennell Aircraft Corporation in its prior two years were 32%-em,3 757.: For Douelas Aircraft Company the percentages for the prior
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two years were 32% 'end 307.: Fixed price incentive contracts accounted
for eeorokimetely 67%'of renegotiable business with cost-reimbursement
type contracts accounting for the remaining 14%. Almost all of the
firm fled price business consisted of the production of F-4 and A-4
eircraft and bomb rocks, all of which were procured by the Government
on e neeotieted sole source basis. Most of the fixed price incentive
sales involved the F-4 Phantom aircreft which had been produced in
unusually large euentities in previous years, including 1,000 of the
Phantom aircraft tact had been delivered under firm fixed price con-
tracts in prior. years. Although the contractor had gained experience
on the F-4 and A-4 in e'arlier years and enjoyed a favorable cost-shoring
curve in its incentive business, the Board considered that the contractor
did assume significant pricing risk in the review year particularly
because of the number of models manufactured.

The contractor contended that it esSumed risk by increasing the
production of F-4 aircraft to a peak rate of 71 per month in the
review year compared with a monthly rate of only 40 in January 1966.
Durene the production buildup, employment increased by 10,000. Since
there were no other aircraft or similar manufacturers in the St. Louis

area, the contractor faced a serious shortage'of experienced workers.

As a result, it had to lower its employment standards and hire many

workers who could not qualify even after extensive training. The

Board recognized that the contractor assumed some risk in this regard.

At the time of its acquisition by MCDonnell Aircraft Corporation,

the Douglas Aircraft Company was experiencing severe financial diffi-

culties due to large losses on commercial business. Accordingly,

McDonnell assumed a great financial risk in the merger with Douglas

Aircraft Company and this redounded to the Government's benefit in

that the Douglas productive capabilities still continued in the

performance of Government contracts. The Board favorably considered

this risic.

During the review year the contractor had the use of Government-

owned facilities with a cost value of $236.7.million and was also

furnished substantial Government progress payments showing an unliqui-

doted balance of $385.3 million at the end of its fiscal year. The

Board recognized that not all of the $236.7 million of Government-

owned facilities were utilized since some .were not adaptable to the

review year renegotiable business. The ratio of the cost of Govern-

ment facilities to the total cost of Government and contractor

facilities ($236.7 million divided by $589.3) is 40.2% Of such total.

In evaluating the contractor's performance under the capital-

employed factor, the Board, to the extent possible, relied on specific

identification of assets in computing returns rather than to follow

the customary practice of allocating capital employed to renegotiable

business on the coat-ofAales ratio. Such returns are stated on the

basis of contractor's boolis at the beginning of the year end are

out regard to the amount of Government-furnished equipment described

above. As so comnuted, the contractor's review year returns on

capital and net worth glioceted to renegotiable business were 307

and 61%, respectively, and for the reasons cited above, they were not

comparable to the prior years' returns.
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The Board considered the contractor's returns on capital and net
worth in the review year to be high and indicative of eNcessive prof-
its. Thee,: returns, hce)ever, should be considered in tight of the

statedients made by the Tax Court In the LTV case:

"First,  where a contractor risies relatively lietle of its
own copitel it is primarily a manager of property, and thus not
entitled to as great a return for risk-taking as a contractor
which supplies its own assets. Secondly, whereas a contractor
which uses its own assets is entitled to an element of return
eqaivalent to the rental value of the assets, a contractor
using the assets of others is not. For these reasons, a con-
tractor using largely public capital -- either rented property
or Government-furnished property -- is not entitled to as large
en absolute amount of profit as e contractor using its awn
property."

It does not follow that the contractor using capital supplied
by others is necessarily entitled to a smaller rate of return
on its awn net worth. Profit is in part a payment to an entre-
preneur for the productive use of assets. A contractor is
entitled to on appropriate profit for such use based. on the
total cepital it eloploys in its renegotiable business, whether
the capital is owned by it or by others. Cf. sec. 1460.11(b) (3),
n. B. ReL;s. Two companies making the same hind of use of the
sepe amount of capital should be entitled to the some amount of
entreereneuriel profit, whatever the source of such capital.
BePever, this entrepreneeriel profit will inevitably be a larger
percentage of toe net worth of a company using primarily public
capital than one using primarily its own capitel. Therefore,
the total profit -- the return on invested cepital plus the
entrepreneurial profit -- will be a lorser percentage of the
net earth of the contrector using public capitol.'

(Son LTV vs. the Re'neeotietion Boer0, - 51 TC 369, (405) (1968)).

Thus, because of the utilization of a large amount of public
capital, i.e., Gevernment-furniched equipment, the returns on capital
and net porn in the insU:nt coca, after refund, are higher than the
Board would consider reasonable were the .foregoing facts not present.

Procurement sources largely considered the contractor to be on
average cost producer in the review year. The contractor's material
and labor costs showed a decline and, in the Board's opinion, on an
overall basis, ti:e contrector's costs were reasonable and weal con-
trolled.

The following is a comparison of the contractor's review year
renegotiable soles, profits, and profit =rein, as a percenteee of
sole, with those of McDonnell and Douglas in prior years (060's
omitted):

A

4
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,.
Sales Profits Percent 

Review Year ,81,618,566.- $130,717' 8.1-

sr4 I oVi 4g 72-9
McDonnell (6 mos.ended 12/31/66)11 -559-Y7427 , -47-;-401t:— 8-5.1.7

FYE 6/30/662/ 9 S 61.0 -984,l7-3 • ' 7-9-, 562:Z07-6
FYE 6/ 30/ 65:..3./ 990,915•. 75,420- 7.6

5
Dow,-,las (4 mos.ended 4/23/67) 2,13 - 244;752 ="--" 12,700• . 5.2•

FY2 1.i /., 66 ..c-4:,...F 35),-861,-->,' 32,284- 5.7'
EYE 11/3V165 ci.s030-5-10,946>,- . 17,629' 3.4.

1/ After refund of $7 million.
2/ After refund of $27 million.
3/ After refund of $8 million.

The Board found th:It the contractor realized excessive profits in

the a,...:m,nt of $5, i, 333 (subject to aproori.ite adiuStment for State

and ::.tderal incohe toes) in the ye.:,r urOer review, a.nd the entire amount

of encessive profits was allocated to neDannell Dou.z,las Corporstion an-.1

the c'.:ntracter has indicated its villinness to enter into an areement

for t.1::e elir::inetion of such 0.::C0.73iVP pl:,7,5ztS. The effect oti the Do-rd's

fin,]irv.; is to leave the contrL:ctor with aCijusted reneF;otinble soles and

profits as follows (00's omitted):

Soles $1,613,560y
Profits 123,717 -
Percent

Return on Crpital
Return on Net Worth

29 '7. '
5) 7.•

GOODWIN CEASE, EENBER, DISSENTS AS FOLLOVS:

A majority of the Board made the affirmative determination that

the McDonnell Doiw,las Corporation for the Fiscal Year Endirr, December 31,

1907 hod excessive profits in the amount. of $5 million •end determined that
profits for tha Fisc,A. Years En,AnT,; December 31, 1963 and 1939, respec-

tively, were not excessive; thus clearances were given in those years.

nr. Chose dissents. In 1967, the two major sebments of 14eDonnel1 Dou.as

Company were mown es the McDonnell Company and the Douglas Aircraft

Division.

The genseis of the dissent concerns:

(1) The Reneotiation Board recluested(the contractor/furnish.
full and complete financial information relating to the Wonnell
Company and full and complete financial information relating to the
Dou3las Aircraft Division for the years under review. Thereafter,
the Board acceded to the contractor's reiuest that such information
not be rea,uired. By not liftiny, the veil of the conglomerate, the
Bocrd foiled to exercise its obligation to examine information essen-
tial to en accurate determination of excessive profits, component by
component.

.(2) .The Board rene:_!otiated . the contractor on a consolidated
basis nod combined McDonnell Company and Douglas Aircraft Division
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in their evaluation of McDonnell Douglas Corporation. By this
procedure the Board has afforded the contractor the substantial
benefit of diluting the proven McDonnell Company history of high
eorninc:s with the low profit levels generated by the Doulas Air-
craft Division: and finally,

(3) the pronounced lack of in-depth probing of the accounting,
analysis, and review function in these areas burdens the Board's.
ability to make en accurate determination of excessive profits.

•
By combining the two segments, McDonnel1 Company end Douglas

Aircraft Company, the Board has not exercised its authority under
the statute* (see General CounseL's Opinion dated February 22, 1974)
and the reuLetions to -examine the sements separately and then to
aggregate the results in arriving ct a final determination.

In order to put into perspective the mainitude of the difference
that could result by separate examination, the following schedule of
prior years renegotiable sales and profits of the Douglas Aircraft
Company and the McDonnell Aircraft Company are let forth:

Douglas Aircraft Co., Inc.
(000's omitted)

1965  1966  5 months-I967 
(12/1/64-11/30/65) (12/1/65-11/30/66) (12/1/O6-4/28/67)

Renegotiable Sales $ 515,030 $ 563,998! $ 246,563--
Rene2,otiable Profits 17,629- 32,284-- 

".
• 12,700'-

% to Sales 3.47.r 5.77/ 5.27."
Return on Net Worth ).r.f 16 35:$ 36 % 31.1 3 
Return on Capital 6 %- ml• 11 % "'S 8 %
Board Determination Clearance Clearance Clearance

McDonnell Aircraft Corp.

-1065 1.66 (6 months)

Renegotiable Sales

(7a/64-6/3Q/65) (7/1/65-6/30/66) (7/1/•3,:)-12/ :166)

$ 993,915= -k
Rene2,otinb1e Profits 83,420- 9,E773 "

,5573_,;,..txv•

7. ,o Soles 8.47.* 9.8%
• Return on Net Worth 7,(,4 77 % 83.E. 7. 63- % ‘.5.3

. Return on Capital 3z.4. 33' % 42-i 7. 32. %
Bo.,,rd Determination 6,000 Refund .27,000 Refund 7,000 Rer.,..nd
% Profit after Refund '7.67. •-• • 8.37.• 8. 7%',
Return on Net Worth 69.27. 63 % 53. %
Return on Capital 29.%,-?,/ 32 • 28 ' %

* (ConcLudin:, peraraph of General Counsel's Opinion dated 2/22/74):
In summation, it is o.y opinion that the Act and re•::ulations give the
Board authority to examine segments of a contractor's renegotiable
business, such as a product Line, profit center or division or types
of contracts and determine the excessive profits of one without the
other provided the profit excesses and deficiencies resulting from
such examinations are ;.:.;gre;..;ated in arriving at a final determina-
tion. This approach is analogous to the treatment frequently
accorded by the Board to individual members of a consolidated group.

,
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s

Further analysis of the above schedule is evidence that, for the
three yers prior to the merer, the 1,1cDonnell Cornpany's rene!;otinble
eornins wore substantial end Doulas reneotiable earnings
were sicni-ificantly lower. .:;ncessive profits were recovered from the
McDonnell Aircrait_Copany in those years. The two com2onents, there-
fore, should have been examined and evaluated independently. This
tLen would reveal the true e;:cessive profits assessable to the
ncDonnell Co:'Apany er•rninss and with such cdditional considerations
as they may be entitled to collectively, the n.j.rey.,nte of the t,;,,o
components then would reflect the fair level•of profits to be retained
on a consolidated basis.

Further, in the context of this argument es a segment of

Mr. Chase's reasoning for dissent, it is important to note that the

McDonnell sales volume in 1966 is relatively at the same level as

the year of the merger 1967. The year 1968 is only slightly less,

yet a clearance for that year was given.

Mr. Chsse is concerned about the extent to which the Board gave

coneideration to McDonnell Aircraft Company for having rescued the

financially distressed DouTjas Aircraft Company. The facts are

other responsible companies were willine and able to purchase the

company. An ad hoc comelittee of the Douglas board established a
high level of criteria that would shape its choice as to who would

acquire the Douglas Aircraft Company as follows:

1. The successful candidate would have to provide
4100 million of eeuity capital or subordinated
debt, and be preppred to supply more then that if
more were needed.

2. The battered Douglas shareholders must get e fair
shol:e in the final croposal.

3. The successful bidder must be able to bring not only

capital but management to Dou612s. Moreover, the
mJ1-127,erc.ent must be available at all levels, not just
at the top.

4. The winner must have a record esteblishing both an
ability to exert tijlt controls on operations and

a promising growth potential of its own.

The following companies made aggressive presentations and formal

bids in the interest of acouirine the Douglas Aircraft Company:

General Donemics, North American Aviation, Fairchild Hiller, Garrett

Corporation, a wholly owned subsidiary of Signal Oil and Gas Company,

and MeDennelt Aircraft Company. Each company mode its presentation
before the Doesiss Committee and displayed its ebility to meet the

criteria in varying proposals. McDonnell Aircraft Company's concern

aboot the considerable interest by its competitors increased its

original offering substantially, the result being that the McDonnell

Airceoft Comprny proposal ees accepted. This spirited competitive

effort to acquire Douglas Aircraft Company would not indicate a

rescue operation.

41-119 0 - 74 - 4
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Apart from the advonta2.,e of diversification which the commercial
sector of Dow,Iles Aircraft Company provides, the motivation could
well have been the approximately $56 million in tax carryforward bene-
fits resulting from net operatily; losses and investment credits of
Douglas Aircraft Company operations prior to the merger. Moreover,
the contractor's recuest that the year of merger 1967 and the years.
00 and 1959 be renegotiated uithout separate evaluation of the costs
and profits of the respecCive McDonnell end Douglas segments resulted
in a substantial advantaze to McDonnell Douglas Corporation by off-
settin,i; the McDonnell Company's e;:cessive profits aainst the low to
mard.nal profits of the Dou-.11as Aircraft Division.

Finnlly, for the overwhelming reason that full information was
not disclosed, it is not possible to address this dissent to the
strtutory factors. To appropriately apply them to the two major
seents (the NcDonnell Company and the Douglas Aircraft Division)
woiiid involve factually disputable conjecture.

Richard E. Rapps
Secretary to the Board

c: Board Members
Legal (2)
Accounting
Office of Secretary (3)
Review (3)
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Memorandum to the Board, dated April 12, 1974, presenting
Mr. Chase's dissent.

April 12, 1974

MEMORANDUM TO THE RENEGOTIATION BOARD

Subject: McDonnell Douglas Corporation
Fiscal Years Ending December 31, 1967, 1968 and 1969

A majority of the Board made the affirmative determination
that the McDonnell Douglas Corporation for the Fiscal Year Ending
December 31, 1967 had excessive profits in the amount of $5 million
and determined that profits for the Fiscal Years Ending December 31,
1968 and 1969, respectively, were not excessive, thus clearances
were given in those years. The undersigned dissented. In 1967, the
two major segments of McDonnell Douglas Company were known as
the McDonnell Company and the Douglas Aircraft Division.

The genesis of the dissent concerns;

(1) the Renegotiation Board requested the contractor furnish
full and complete financial information relating to the McDonnell
Company and full and complete financial information relating to the
Douglas Aircraft Division for the years under review. Thereafter,
the Board acceded to the contractor's request that such information
not be required. By not lifting the veil of the conglomerate, the
Board failed to exercise its obligation to examine information essen-
tial to an accurate determination of excessive profits component by
component,

(2) the Board renegotiated the contractor on a consolidated
basis and combined McDonnell Comnany and Douglas Aircraft Divi-
sion in their evaluation of McDonnell Douglas Corporation. By this
procedure the Board has afforded the contractor the substantial
benefit of diluting the proven McDonnell Company history of high
earnings with the low profit levels generated by the Douglas Air-
craft Division, and finally,

(3) the pronounced lack of in-depth probing of the accounting,analysis, and review function in these areas burdens the Board'sability to make an accurate determination of excessive profits.

* * * *



49

Renegotiable Sales $
Renegotiable Profits

% to Sales
Return on Net Worth
Return on Capital
Board Determination
% Profit after Refund
Return on Net Worth
Return on Capital

By combining the two segments, McDonnell Company and

Douglas Aircraft Company, the Board has not exercised its authority

under the statute* (see General Counsel's Opinion dated February 22,

1974) and the regulations to examine the segments separately and

then to aggregate the results in arriving at a final determination.

In order to put into perspective the magnitude of the difference
that could result by separate examination, the following schedule of

prior years renegotiable sales and profits of the Douglas Aircraft
Company and the McDonnell Aircraft Company are set forth:

(000's omitted)
Douglas Aircraft Co., Inc.

1965 1966 5 months-1967
(12/1/64-11/30/65) (12/1/65-11/30/66) (12/1/66-4/28/67)

Renegotiable Sales $ 515, 030
Renegotiable Profits 17, 629

. % to Sales 3.4%
Return on Net Worth 16 %
Return on Capital 6 %
Board Determination Clearance

$ 563,998
32, 284

5.7%
36 %
11 %

Clearance

McDonnell Aircraft Corp.
7/1/64-6/30/65) (

998,915
83, 420

8.4%
77 %
33 %

8, 000 Refund
7.6%

69. 2%
29. 4%

7/1/65-6/30/66)
$1, 013, 684

109, 073
10. 8%
83 %
42. %

27,000 Refund
8.3%
63 %
32 %

$ 246,563
12, 700

5.2%
37 c7o
8%

Clearance

(6 months) 
(7/1/66-12/31/6L;)
$ 568,069

55, 729
9.8%
63 %
32 %

7,000 Refund
8.7%
55 %
28 %

* (Concluding paragraph of General Counsel's Opinion dated 2/22/74): In
summation, it is my opinion that the Act and regulations give the Board
authority to examine segments of a contractor's renegotiable business, such
as a product line, profit center or division or types of contracts and determine
the excessive profits of one without the other provided the profit excesses and
deficiencies resulting from such examinations are aggregated in arriving at a
final determination. This approach is analogous to the treatment frequently
accorded by the Board to individual members of a consolidated group.

•

•
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Further analysis of the above schedule is evidence that,
for the three years prior to the merger, the McDonnell Company's
renegotiable earnings were substantial and Douglas Aircraft's
renegotiable earnings were significantly lower. Excessive profits
were recovered from the McDonnell Aircraft Company in those
years. The two components, therefore, should have been examined
and evaluated independently. This then would reveal the true excessive
profits assessable to the McDonnell Company earnings and with such
additional considerations as they may be entitled to collectively, the
aggregate of the two components then would reflect the fair level of
profits to be retained on a consolidated basis.

Further, in the context of this argument as a segment of my
reasoning for dissent, it is important to note that the McDonnell
sales volume in 1966 is relatively at the same level as the year of
the merger 1967. The year 1968 is only slightly less, yet a clearance
for that year was given.

I am concerned about the extent to which the Board gave con-
sideration to McDonnell Aircraft Company for having rescued the
financially distressed Douglas Aircraft Company. The facts are
other responsible companies were willing and able to purchase the
company. An ad hoc committee of the Douglas board established a
high level of criteria that would shape its choice as to who would
acquire the Douglas Aircraft Company as follows:

1. The successful candid-ate would have to provide
$100 million of equity capital or subordinated
debt, and be prepared to supply more than that
if more were needed.

2. The battered Douglas shareholders must get a
fair shake in the final proposal.

3. The successful bidder must be able to bring not
only capital but management to Douglas. More-
over, the management must be available at all
levels, not just at the top.

4. The winner must have a record establishing both
an ability to exert tight controls on operations
and a promising growth potential of its own.
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The following companies made aggressive presentations and

formal bids in the interest of acquiring the Douglas Aircraft Company:

General Dynamics, North American Aviation, Fairchild Hiller, Gar-

rett Corporation, a wholly owned subsidiary of Signal Oil and Gas

Company, and McDonnell Aircraft Company. Each company made its

presentation before the Douglas Committee and displayed its ability

to meet the criteria in varying proposals: McDonnell Aircraft

Company's concern about the considerable interest by its competitors,

increased its original offering substantially, the result being that the

McDonnell Aircraft Company proposal was accepted. This spirited

competitive effort to acquire Douglas Aircraft Company would not

indicate a rescue operation.

Apart from the advantage of diversification which the commer-

cial sector of Douglas Aircraft Company provides, the motivation could

well have been the approximately $56 million in tax carry forward ,

benefits resulting from net operating losses and investment credits of

Douglas Aircraft Company operations prior to the merger. Moreover,

the contractor's request that the year of merger 1967, and the years

1968 and 1969 be renegotiated without separate evaluation of the costs

and profits of the respective McDonnell and Douglas segments, resulted

in a substantial advantage to McDonnell Dguglas Corporation by off-

setting the McDonnell Company's excessive profits against the low to

marginal profits of the Douglas Aircraft Division.

Finally, for the overwhelming reason that full information was

not disclosed, it is not possible to address this dissent to the statutory

factors. To appropriately apply them to the two major segments (the

McDonnell Company and the Douglas Aircraft Division) would involve

factually disputable conjecture.

Goodwin Chase

Board Member
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MEMORANDUM TO: H. M. Chick, Director June 7, 1974
Office of Review

SUBJECT: McDonnell Douglas Corporation (Consolidated)
St. Louis, Missouri 63;66
Fiscal Years Ended December 31, 1967, 1968 and 1969
Assignment Nos. 10354-67, -68 and -69
Class "A" 1967 - $5,000,000 Impasse (from WREB)

1968 - Proposed Clearance
1969 - Proposed Clearance

Western Regional Renegotiation Board

At your request, I have undertaken a review of the above subject

cases in a further effort to attempt to break-out Divisional or product-

line profit and loss information. This attempt was made fully realizing

that the contractor's currently stated position is that it feels that it

has already provided the Board with sufficient data on which an evaluation

can be made for each of the three fiscal years -- 1967, 1968 and 1969 --

and does not, at this time, choose to provide any further data. The con-

tractor stated that it is its position that it should be renegotiated in

total and not on a contract-by-contract, product line, or Divisional basis.

The contractor was advised that in the final analysis it will be renego-

tiated on an overall basis; however, the Board is entitled to look at and

evaluate the various segments in whatever form they might exist. The con-

tractor did offer, however, to assist the Board and the staff in any way

it could in reviewing, interpreting and evaluating the large amount of

data previously furnished in these cases.

With the above in mind, visits were arranged to the contractor's

facility in St. Louis. These visits were made on May 8, May 23&24, anc.,

May 28-31, 1974 by the undersigned and Mr. John Perkowski, the Regional

accountant who had initially worked on the cases. It was known ahead

of time that one of the contractor's key employees familiar with its

renegotiation filings, Mr. R. A. Mundloch, Manager of Accounting, was

to be hospitalized and would not be available for our initial visit on

May 8. Instead, we net with his immediate supervisor, Mr. A. W. Hyland,

a Staff Vice President and Corporate Assistant Controller. During our
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subsequent visits, Mr. Mundloch and his staff were available to and me:

with us. Our meetings were conducted in a cordial atmosphere and, at :he

time of the initial visit, a breakdown of sales, costs and profits by the

McDonnell component and the Douglas component was furnished for the 19E7

year. In addition, renegotiable sales, costs and profits by type of con-

tract for the Douglas component was also furnished for the 1967 year.

Mr. Hyland.explained that they felt that since the Board had already

identified renegotiable sales, costs and profits by type of contract for

the corporation as a whole (see Schedule A, Part II, as revised 6/14/73),

it was necessary only to break out one of the components (Douglas) and

the other component (McDonnell) would represent the balance.

Mr. Hyland also stated that since the basis for the Divisional in-

formation developed for Douglas was from information the Board had already

received, they were willing to help compile .tile figures in an ef:ort to

substantially reduce the amount of time necessary for us to compile the

information from the mass of data previously furnished. During the

course of the initial visit on May 8, Mr. Perkowski and I spent several

hours going through some of the 1967 files in order that I could become

better acquainted with the available data in as short a time as is

reasonably possible. I also discussed at length with Mr. Perkowski the

procedures he followed in reviewing the contractor's filing for each of

the three years currently under review and he stated that he had spent

considerable time reviewing, analyzing and evaluating the reasonableness

of the back-up data and worksheets supporting the renegotiat:olfilings.

This data included Divisional input. Mr. Perkowski said that except for

the adjustments contained in the Accounting Report, he was completely

satisfied with the contractor's methodology and preparation of its con-

solidated RB Form 1 renegotiation filings for each of the three fiscal

years under review.

•

•



The contractor claimed that it did not have comparable information

for 1968 and 1969 as they had for 1967 because the contractor reorganized

and consolidated its operations beginning in 1968 with the result that

certain activities that had previously been separate McDonnell activities

and separate Douglas activities were now combined into single Divisions;

for example, the McDonnell Astronautics Company was combined with the

Douglas Missile & Space Systems Division into a single management structure,

the McDonnell Douglas Astronautics Company (MDAC) with headquarters in

Huntington Beach, California. In addition, there are now three other

main Divisions -- the McDonnell Aircraft Company, the Douglas Aircraft

Company, and the McDonnell Automation Company. The contractor stressed

that these Divisions are by location, only, and do not necessarily reflect

separate product line operations. However, the company did accumulate

its sales, costs and profits by Divisions for 1968 and 1969.

At the time of our initial visit on May 8, I asked Mr. Hyland if

could review the contractor's working paper files for the 1968 and 1969

renegotiation filings. (As previously stated, Mr. Perkowski had already

done this at the time he conducted his field examinations for Chose

years.) Mr. Hyland said he had no problem with my examining those files

but begged off at that time because Mr. Mundloch was not available. 1.2

explained that (1) he was not sure where the files were and (2) he would

prefer not to "turn me over" to anyone else in Mr. Mundloch's office and

asked that I defer wayreview of the 1968 and 1969 working paper files

until after Mr. Mundloch's return to work. In summarizing the initial

visit, I feel uc 3btained or identified all of what we had sought for

1967. My visit with Mr. Perkowski was most beneficial and informative

and allowed me to become better acquainted with the cases in a relatively

short period of time. Because of the non-availability of Mr. Mundloch,

it would have served no useful purpose to extend the initial trip beyond

the one day.
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After Mr. Mundloch's return to work, further visits were arranged

to the contractor's offices for the purpose of reviewing and evaluating

the available working paper files for the 1968 and 1969 fiscal years.

Because of the contractor's refusal to allow us to make xerox copies cf

any of its working papers, it was necessary to first review and then

extract all pertinent data necessary to the preparation of the attached

schedules. This enormous and time-consuming task was accomplished with

the contractor's knowledge, although on several occasions it stressed

its objections to anything even remotely familiar to a Divisional or

Component breakdown of sales, costs and profits. Except for not allow-

ing us to copy its working papers, the contractor was most cooperative

and helpful in answering any of our questions. For both 1968 and 1969,

the contractor accumulated its basic financial data used in its renego-

tiation filings by Divisions, and for renegotiable work by type of con-

tract within each Division. Because of the way the data was accumulated

for these years, it was possible to identify each Division (or Divisional

cost center) as being comparable to either a McDonnell component or a

Douglas component. For example, in 1969 the McDonnell 7\_aglas Astronau:ics

Company (MDAC) had its sales, costs and profits accumulated by its Eastern

location and its Western location. The Eastern location was the old

McDonnell Astronautics Company, while the Western location was the old

Douglas Missile & Space Systems Division.

Because of being able to associate each cost center as either a

McDonnell component or a Douglas component, the 1968 and 1969 schedules

have been prepared in a form similar to 1967. However, the contractor

has gone to great lengths to stress to us that, in its opinion, each of

the three years, when broken down into components, is not comparable

with the other two because of its ever-changing situation and circumstances.

Some of the things pointed out by the contractor were:
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1. There was-a significant movement of top and middle manage-

ment between McDonnell and Douglas beginning in 1967 and continuing

through 1968 and 1969.

2. The McDonnell Corporate Office was established in 1969

and assumed all of the Douglas corporate functions. Before that,

McDonnell Aircraft Company performed what might be comparable to

a corporate function. 1967 showed very little Corporate Office

expense while 1968 and 1969 showed increasing amounts in each year.

3. Initially, when the Astronautics Company was formed

into an Eastern and Western location, there was some duplicity

of functions at each location.

4. By 1969, all West Coast locations had adopted the same

overhead base consistent with the Eastern locations. This was

not necessarily the case in 1967 and 1968.

5. In 1968, Douglas Aircraft Company changed its accounting

method to a percentae-of-completion for all Government contracts,

except for military versions of commercial products, in order to

be consistent with the McDonnell Aircraft Company (see pages 19 and

20 of 1968 Accounting Report).

6. Intracompany (between Divisions of McDonnell Douglas

Corporation) and intercompany (between McDonnell Douglas Corpora-

tion and its subsidiaries) sales increased in eLca year, part!.n-larly

1969. However, it should be noted that in both 1967 and 1968 t-nese

sales were less than 17 of total corporate sales and in 1969 were

less than 4% of total corporate sales. The only significant effezt

intra and intercompany sales have on the presented figures is in

the McDonnell components' nonrenegotiaale figures for 1969. For

example, the 18.4% return on nonrenegotiable sales of the McDonnell

component for 1969 would be reduced to 12.1% if inter-component

nonrenegotiable sales of $76,463,272 were not eliminated.
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7. Because of similar capabilities at each location, the

contractor had considerable flexibility in placing some of its

Government contracts as between McDonnell Aircraft Company or

Douglas Aircraft Company. The decisions as to where to place

these contracts were made completely without any thought being

given to what the consequences, if any, of renegotiation might be.

Had the contractor been aware of the possibility of the Board

using Divisional data, it conceivably, could have placed some of

its contracts in another Division. For example, potentially

higher profit contracts could have been placed in the Douglas

Aircraft Company and potentially lower profit contracts could

have been placed in the McDonnell Aircraft Company in an effort

to achieve more balanced profits between the two. This was not

done.

In addition to the visits to the contractor's offices, I have also

made a review of each of the 16 files involved in the three review years

for the purpose of ascertaining that which is relevant to this project.

Also, for all three years, I have satisfied myself as to the validity

of the figures provided us during our visits. I have done this partially

with Mr. Perkowski, 'ut, also, independently upon my return to the office.

I am satisfied as to the reasonableness of the figures for each of the

three years as brokea down between the McDonnell component and the Douglas

component. The attached schedules reflect the sales, costs and profits

for both the McDonnell component and the Poqglas component for renego-

tiable, nonrenegotiable and total business. In addition, for renegotiable

business only, this information is further broken down by type of contract.

A schedule showing historical renegotiable financial data by type of con-

tract for both McDonnell and Douglas is shown on page 14 of the 1967

Accounting Report.

•
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Through 1967, Douglas has historically had large amounts of

Other Deductions, most of which have been allocated to nonrenegotiable

business. :he largest single Other Deduction item has been an item

called "Specific Development Expense". It pertains to development ex-

pense in the DC 8 and 9 commercial aircraft and has been charged in

total to nonrenegotiable business. Beginning in 1968, "Specific

Development Expense" was charged as a General and Administrative Ex-

pense but still completely nonrenegotiable. Other costs included as

Other Deductions include general research and levelopment expense and

interest expense. In the three review years, these expenses were charged

predominantly to nonrenegotiable business. However, in some prior years,

1965 for example, they were charged predominately to renegotiable busi-

ness but the amounts were much smaller at that time. McDonnell has no

such significant corn :pending expenses.

One further point in connection with the attached schedules: The

figures, as shown for each separate component (McDonnell and Douglas)

are consistent with those figures included in the consolidated figures,

i.e., inter-company sales have been eliminated. As previously stated,

the only significant effect these sales have on the presented figures

is for the 1969 McDonnell component nonrenegotiable figures. In all

other instances, the effect of inter-company sales on the presented

figures is minimal.
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7. Final Opinion for the fiscal year 1967, dated June 18, 1974,
mailed to the Contractor attached to the Agreement, on July 1,
1974.

JUN 1 8 1914

THE RENEGOTIATION BOARD
2000 M Street, N. W.

Washington, D. C. 20446

FINAL OPINION

MCDONNELL DOUGLAS CORPORATION (AGENT)
St. Louis, Missouri 63166

Consolidated with:

McDonnell Douglas Corporation, Successor-in-Interest to

Conductron Corporation

Actron Industries, Inc., Successor-in-Interest to
Tridea Electronics Company
(Wholly owned by Conductron Corporation)

Actron Industries, Inc., Successor-in-Interest to

Advanced Communications, Inc.
(Wholly owned by Conductron Corporation)

McDonnell Douglas Corporation, Successor-in-Interest to

McDonnell Automation Company of Texas, Inc.

McDonnell Douglas Corporation, Successor-in-Interest to
McDonnell Automation Company of Colorado

Fiscal Year Ended December 31, 1967
Assignment No. 10354-67

The renegotiable sales and profits and the returns on capital and

net worth considered by the Board in this proceeding were as follows

(000's omitted):

Sales $1,618,566

Profits 130,717
Percent 8.17.

Return on Capital 30 %
Return on Net Worth 61 .%

On April 28, 1967, Douglas Aircraft Company was acquired by

McDonnell Aircraft Corporation and the company name was changed to

McDonnell Douglas Corporation. Thus, the renegotiable business

reviewed by the Board, as reflected in the foregoing figures, was

the result of the combined efforts of two large companies (8 months'

operations of Douglas and a full year's operations of McDonnell),

which formerly had played a significant separate and independent

role in the aerospace industry. Although five subsidiaries were
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included in the consolidation, the parent accounted for 997, of the
renegotiable sales and all the renegotiable profits.

The Board evaluated the contractor's renegotiable business on
the basis of a broad application of the statutory factors to the
combined performance of the McDonnell and Douglas segments. In reach-,
ing this position, the Board recognized that prior to the merger each
of these airframe companies had been engaged in the same industry and,
with the resulting interchange of vital information , technical know-
how and management personnel, the identity of the two individual con-
tractors gradually became lost after the merger. In addition, the
contractor had similar capabilities at the facilities of each segment
and, thus, had considerable flexibility in the placement of Government
contracts. The contractor's objective in the placement of these con-
tracts was to achieve maximum efficiency with consideration for the
resources available to it at the different locations and not the
overall profitability of individual segments. However, the Board did
give full consideration to the geographic changes in the contractor's
business following the Douglas acquisition, the different types of
products and contract-mix, and different labor, manufacturing, and
other factors with which the contractor was confronted in this first
year of combined operations.

Renegotiable business (64% of total business) consieted of the
manufacture of highly specialized, advanced military aircraft, space-
craft, missiles, support systems and other products and certain
related research, design and development work. The principal items
produced in the review year were the Phantom F-4 supersonic fighter
aircraft (56% of total renegotiable sales); S-IVB Saturn space
vehicles (7%); manned orbiting laboratory spacecraft (7%); A-4 attack
aircraft (5%); and the balance consisting of Spartan missiles; Thor
and Delta launch vehicles; Gemini spacecraft; and, the F-111 crew-
escape systems. There were seven different models of the F-4 manu-
factured in the review year, which models had varying characteristics.
For example, there were five different types of engines involved,
seven different radar systems, and various other differences in
electronics and other components.

The advanced nature of the aircraft, spacecraft and other prod-
ucts required highly complex manufacturing techniques and a high
degree of efficiently applied engineering skills and involved the
utilization of substantial manufacturing and engineering facilities,
specialized equipment and trained personnel. Combined material and
subcontracting costs in the review year ran about 54% of total cost
of sales. Many new machining, fabricating, assembly and manufactur-
ing techniques were developed, and a large amount of research devel-
opment and design operations was conducted.

The Board considered the contractor's operations to be highly
complex. •

The contractor maintained very good quality and delivery standards
and achieved cost reductions in the review year. The contractor also
presented documents demonstrating increasingly lower maintenance time
for the F-4 aircraft due to continued improvements in the aircraft.
On the basis of the favorable performance and other data in the Board's
files, the Board considered the contractor to be a highly efficient
producer.
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Approximately 19% of total renegotiable sales in 
the review year

were under firm fixed-price contracts. The comparable percentages

for McDonnell Aircraft Corporation in its prior
 two years were 327,

and 757. For Douglas Aircraft Company the percentages fo
r the prior

two years were 327 and 307. ;Fixed-price incent
ive contracts accounted

for approximately 677 of renegotiable busines
s with cost-reimbursement

type contracts accounting for the remaining 14%
. Almost all of the

firm fixed-price business consisted of the Produc
tion of F-4 and A-4

aircraft and bomb racks, all of which were proc
ured by the Government

on a negotiated sole source basis. Most of the fixed-price incentive

sales involved the F-4 Phantom aircraft which h
ad been produced in

unusually large quantities in previous years, i
ncluding 1,000 of the

Phantom aircraft that had been delivered under fi
rm fixed-price con-

tracts in prior years. Although the contractor had gained experience

on the F-4 and A-4 in earlier years and enjoyed
 a favorable cost-sharing

curve in its incentive business, the Board co
nsidered that the contrac-

tor did assume significant pricing risk in the 
review year particularly

because of the number of models manufactured.

The contractor contended that it assumed risk b
y increasing the

production of F-4 aircraft to a peak rate of 
71 per month in the

review year compared with a monthly rate of o
nly 40 in January 1966.

During the production buildup, employment 
increased by 10,000. The

Board recognized that the contractor assum
ed some risk in this regard.

During the review year the contractor had the
 use of Government-

awned facilities with a cost value of $236.7 mill
ion and was also

furnished substantial Government progress payments 
showing an unliqui-

dated balance of $385.3 million at the end of its
 fiscal year. The

Board recognized that not all of the $236.7 milli
on of Government-

owned facilities were utilized since some were no
t adaptable to the

review year renegotiable business. The ratio of the cost of Govern-

ment facilities to the total cost of Government a
nd contractor

facilities ($236.7 million divided by $589.3) is 
40.27, of such total.

In evaluating the contractor's performance under 
the capital- ,

employed factor, the Board, to the extent possibl
e, relied on specific

identification of assets in computing returns r
ather than to follow

the customary practice of allocating capital 
employed to renegotiable

business on the cost-of-sales ratio. Such returns are stated on the

basis of contractor's books at the beginning of
 the year and are with-

out regard to the amount of Government-furnis
hed equipment described

above. As so computed, the contractor's review year re
turns on

capital and net worth allocated to renegotiab
le business were 307,

and 617, respectively, and for the reasons cited ab
ove, they were not

comparable to the prior years' returns.

The Board considered the contractor's returns on 
capital and net

worth in the review year to be high and indicativ
e of excessive prof-

its. Those returns, however, should be considered in
 light of the

following statements made by the Tax Court in t
he LTV case:

"First,  —here a contractor risks 'relatively little of i
ts

own capital it is primarily a manager of proper
ty, and thus not

entitled to as great a return for risk-taking a
s a 'contractor

which supplies its own assets. Secondly, whereas a contractor
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which uses its own assets is entitled to an element of return
equivalent to the rental value of the assets, a contractor
using the assets of others is not. For these reasons, a con-
tractor using largely public capital -- either rented property
or Government-furnished property -- is not entitled to as large
an absolute amount of profit as a contractor using its own
property."

"It does not follow that the contractor using capital supplied
by others is necessarily entitled to a smaller rate of return
on its own net worth. Profit is in part a payment to an entre-
preneur for the productive use of assets. A contractor is
entitled to an appropriate profit for such use based on the
total capital it employs in its renegotiable business, whether
the capital is owned by it or by others. CF. sec. 1460.11(b)(3),
R. B. Regs. Two companies making the same kind of use of the
same amount of capital should be entitled to the same amount of
entrepreneurial profit, whatever the source of such capital.
However, this entrepreneurial profit will inevitably be a larger
percentage of the net worth of a company using primarily public
capital than one using primarily its own capital. Therefore,
the total profit -- the return on invested capital plus the
entrepreneurial profit -- will be a larger percentage of the
net worth of the contractor using public capital."

(See LTV vs. the Renegotiation Board, - 51 TC 369, (405) (1968)).

Thus, because of the utilization of a larger amount of public
capital, i.e., Government-furnished equipment, the returns on capital
and net worth in the instant case, after refund, are higher than the
Board would consider reasonable were the foregoing facts not present.

Procurement sources largely considered the contractor to be an
average cost producer in the review year. The contractor's material
and labor costs showed a decline and, in the Board's opinion, on an
overall basis, the contractor's costs were reasonable and well con-
trolled.

The following is a comparison of the contractor's review year
renegotiable sales, profits, and profit margin, as a percentage of
sales, with those of McDonnell and
omitted):

Douglas j_n prior years

Sales Profits

(000's

Percent
Review Year $1,618,566 $130,717 8.1

McDonnell (6 mos.ended 12/31/66)1i 561,069 48,729 8.7
FYE 6/30/662/ 986,684 82,073 8.3
FYE 6/30/652/ 990,915 75,420 7.6

Douglas (5 mos. ended 4/28/67) 246,563 12,700 5.2
FYE 11/30/66 563,998 32,284 5.7
FYE 11/30/65 515,030 17,629 3.4

1/ After refund of $7 million.
2/ After refund of $27 million.
3/ After refund of $8 million.
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Based on the foregoing and an analysis and evaluation of all

information developed in these proceedings, a majority of the Board

concluded that the contractor realized excessive profits in the

amount of $5,000,000 (subject to appropriate adjustment for State

and Federal income taxes) in the year under review, and the entire

amount of excessive profits was allocated to McDonnell Douglas

Corporation. Th contractor has indicated its willingness to enter

into an agreement for the elimination of such excessive profits.

The effect of the Board's finding is to leave the contractor with

adjusted renegotiable sales and profits as follows (000's omitted):

Sales $1,613,566

Profits 125,717
Percent 7.8%

Return on Capital 29 %
Return on Net Worth 59 %

Board Member, Mr. Goodwin Chase, dissented in this matter and

will file a separate memorandum.

Signed: Richard E. Rapps

Richard E. Rapps
Secretary to the Board
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8. Final Opinion for the fiscal years 1968 and 1969, dated June 18,
1974, mailed to the Contractor attached to the Clearances, on
June 18, 1974.

JUN 1 8 to 4

THE RENEGOTIATION BOARD
2000 M Street, N. W.

Washington, D. C. 20446

FINAL OPINION 

MCDONNELL DOUGLAS CORPORATION (AGENT)
St. Louis, Missouri 63166

Consolidated with:

McDonnell Automation Company

McDonnell Douglas Corporation, Successor-in-Interest to
Conductron Corporation

Actron Industries, Inc., Successor-in-Interest to
Tridea Electronics Company
(Wholly owned by Conductron Corporation)

Actron Industries, Inc., Successor-in-Interest to
Advanced Communications, Inc.
(Wholly owned by Conductron Corporation)

McDonnell Douglas Corporation, Successor-in-Interest to
McDonnell Automation Company of Texas, Inc.*

McDonnell Douglas Corporation, Successor-in-Interest to
McDonnell Automation Company of Colorado

Fiscal Years Ended December 31, 1968
and 1969

Assignment Nos. 10354-68 and 69

The renegotiable sales and profits and the returns on capital
and net worth considered by the Board in this proceeding were as
follows (000's omitted):

Sales 
Return on:

Profits Percent Capital Net Worth

1968 $1,644,075 $125,362 7.6% 26% 49%
1969 1,380,547 87,581 6.3% 21% 43%

*Not included in 1969 consolidation.
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On April 28, 1967, Douglas Aircraft Company was acquired by

McDonnell Aircraft Corporation and the company name was changed

to MtDonnell Douglas Corporation. Thus, the renegotiable business

reviewed by the Board, as reflected in the foregoing figures, was

the result of the combined efforts of two large companies which
formerly had played a significant separate and independent role

in the aerospace industry. Although subsidiaries were included

in the consolidation, the parent accounted for 99% of the renego-

tiable sales And all the renegotiable profits.

In view of the fact that McDonnell and Douglas companies had

been engaged in similar work in the same industry, the combination

resulted in a valuable interchange of vital information and techni-

cal know-how. In addition, the organizational methods adopted by '

the contractor's management lent themselves, even in the first year

of operation, towards a smooth and orderly transition and a resulting

well-functioning corporate structure. During the review years, the

contractor's efforts to achieve maximum management efficiency contin-

ued with the establishment of an astronautics company with an eastern

and western location; the change in the method of accounting for a

significant portion of the Government contracts of the acquired

Douglas operations to one consistent with the method employed by

McDonnell, and•the assumption by the. McDonnell corporate office

of the Douglas corporate functions.

The contractor also had considerable flexibility in the place-

ment of Government contracts because of similar capabilities in the

separate McDonnell and Douglas facilities. The contractor's object-

ive in the placement of these contracts was to achieve maximum

efficiency with consideration for the resources available to it at

the different locations and not the overall profitabi,lity of indivi-

dual segments. Thus, the Board evaluated the contractor's business

on the basis of a broad application of the statutory factors to the

combined performance of the McDonnell and Douglas segments. However,

the Board did give full consideration.to the geographic changes in

the contractor's business following the Douglas acquisition, the

different types of products and contract-mix, and different labor,

manufacturing, and other factors with which the contractor was con-

fronted in combining the operations.

Renegotiable business (45% of total business in 1968 and 46% in

1969) consisted of the manufacture of highly specialized, advanced

military aircraft, spacecraft missiles, support systems and other

products and certain related research, design and development work.

The principal items produced in the review years were the F-4 and

F-15 supersonic fighter aircraft; S-IVB Saturn space vehicles;
manned orbiting laboratory spacecraft; A-4 attack aircraft; and
the balance consisting of Spartan missiles; Thor and Delta launch
vehicles; Gemini spacecraft; and, the F-111 crew-escape systems.
There were seven different models of the F-4 manufactured in the
review years, which models had varying characteristics. For ex-
ample, there were five different types of engines involved, seven
different radar systems, and various other differences in electronics
and other components.

The advanced nature of the aircraft, spacecraft and other
products required highly complex manufacturing techniques and a
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high degree of efficiently applied engineering skills and involved
the utilization of substantial manufacturing and engineering
facilities, specialized equipment and trained personnel. Combined
material and subcontracting costs ran about 55% of total cost of
sales in 1969 and 41% in 1969. Many new machining, fabricating,
assembly and manufacturing techniques were developed and a large
amount of research, development and design operations was conducted.

The Board considered the contractor's operations to be highly
complex.

The contractor maintained very good quality and delivery
standards and achieved cost reductions in the review years. The
contractor also presented documents demonstrating increasingly
lower maintenance time for the F-4 aircraft due to continued
improvements in the aircraft. On the basis of the favorable per-
formance and other data in the Board's files, the Board considered
the contractor to be a highly efficient producer. '

Approximately 21-22% of total renegotiable sales in the review
years were under firm fixed price contracts compared to 19% in the
prior year. Fixed price incentive contracts accounted for approxi-
mately 60% of renegotiable business in 1968 and 45% in 1969 with
cost-reimbursement-type contracts accounting for the remaining 19%
in 1968 and 13% in 1969. Almost all of the firm fixed price business
consisted of the production of F-4 and A-4 aircraft and bomb racks,
all of which was procured by the Government on a negotiated sole
source basis. Most of the fixed price incentive sales in 1968
involved the F-4 Phantom aircraft which had been produced in
unusually large quantities in previous years, including 1,000 of
the Phantom aircraft that had been delivered under firm fixed
price contracts in prior years. Although the contractor had gained
experience on the F-4 and the A-4 in earlier years and enjoyed a
favorable cost-sharing curve on its incentive business, the Board
considered that the contractor did assume significant pricing risk
in the review years particularly because of the number of models
manufactured.

A

•

During the review years, the contractor had the use of
Government-owned facilities with a cost value of $246.7 million in
1968 and $197.1 million in 1969, and was also furnished substantial
Government progress payments showing an unliquidated balance of
$293.4 million at the end of 1968 and $276.5 million at the end of '
1969. The Board recognized that the Government-owned facilities
were not all utilized since some were not adaptable to the review A
year renegotiable business. The ratio of the cost of Government
facilities to the total cost of Government and contractor
facilities was 37% in 1968 and 29% in 1969.

In evaluating the contractor's performance under the capital-
employed factor, the Board, to the extent possible, relied on
specific identification of assets in computing returns rather than
to follow the customary practice of allocating capital employed to
renegotiable business on the cost-of-sales ratio. Such returns are
stated on the basis of the contractor's books at the beginning of
the year and are without rLgard to the amount of Government-furnished
equipment described abovei As so computed, the contractor's review

•
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year returns on capital and net worth allocated to reneg
otiable

business were 26% and 49%, respectively,, in 1968, and 
21% and 43%,

respectively, in 1969. For the reasons cited above, ;he returns

were not comparable to the years prior to 1967 when capi
tal and net

worth were allocated on the cost-of-sales ratio. For 1967, the

contractor's returns on capital and net worth, after r
efund, were

29% and 59%, respectively.

The Board considered the contractor's returns on capit
al and

net worth in the review years to be high, but felt the
y should be

considered in light of the following comments by the T
ax Court in

the LTV case:

"First, where a contractor risks relatiVely

little of its own capital it is.primarily a manager of

property, and thus not entitled to as great a return

for risk-taking as a contractor which supplies its own

assets. Secondly, whereas a contractor which uses its

own assets is entitled to an element of return 
equiva-

lent to the rental value of the assets, a contr
actor

using the assets of others is not. For these reasons,

a contractor using largely public capital -- either

rented property or Government-furnished property --

is not entitled to as large an absolute amount of

profit as a contractor using its own property."
.•

"It does not follow that the contractor using c
apital

supplied by others is necessarily entitled to a
 smaller

rate of return on its own net worth. Profit is in part

a payment to an entrepreneur for the productive u
se of

assets. A contractor is entitled to an appropriate

profit for such use based on the total capital 
it employs

in its renegotiable business, whether the capit
al is owned

by it or by others. Cf. Sec. 1460.11(b)(3), R. B. Regs.

Two companies making the same kind of use of 
the same

amount of capital should be entitled to the sam
e amount

of entrepreneurial profit, whatever the source 
of such

capital. However, this entrepreneurial profit will in-

evitably be a larger percentage of the net wort
h of a

company using primarily public capital than one u
sing

primarily its own capital. Therefore, the total profit

-- the return on invested capital plus the e
ntrepreneurial

profit -- will be a larger percentage of the ne
t worth of

the contractor using public capital."

(See LTV vs. the Renegotiation Board - 51 TC 36
9(405)(1968)).

Thus, because of the utilization of a large amou9,
t of public

capital, i.e., Government-furnished equipment
, the returns on

capital and net worth in the instant case are
 higher than the Board

would consider reasonable were the foregoing fa
cts not present.

Procurement sources largely considered the c
ontractor to be an

average-cost producer in the review years. The contractor's material

and labor .costs showed a decline and, in the 
Board's opinion, on

an overall basis, the contractor's costs were
 reasonable and well-

controlled.
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The following is a comparison of the contractor's reviewyears (renegotiable sales, profits,
centage of sales) with those of McDonnell
years (000's omitted):

Review Years:
1969
1968

Prior Years:

and profit margin, as a per—
and Douglas in prior

Sales Profits Percent

$1,380,547
1,644,075

$ 87,581
125,362

6.37,
7.6%

1967 I/ 4 1,613,566 125,717 7.8%McDonnell (6 mos.ended 12/31/66) 2/ 561,069 48,729 8.77,FYE 6/30/66 3/ 986,684 82,073 8.37,FYE 6/30/65 4/ 990,915 75,420 7.67,

Douglas (5 mos. ended 4/28/67) 246,563 12,700 5.2%FYE 11/30/66 563,998 32,284 5.77.FYE 11/30/65 515,030 17,629 3.47.

1/ After refund of $5 million.
2/ After refund of $7 million.
3/ After refund of $27 million.
4/ After refund of $8 million.

Based on the foregoing and an analysis and evaluation of allinformation developed in these proceedings, a majority of the Boardconcluded that the contractor did not realize -excessive profitsduring its fiscal years ended December 31, 1968 and 196.

Board Member, Mr. Goodwin Chase, dissented in this matter andwill file a separate. memorandum.
-

.Signed: Richard E. Rapps
Richard E. Rapps
Secretary to the Board
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Letter to McDonnell Douglas Corporation, dated July 9, 1974,

enclosing a copy of Mr. .Chase's dissent for the fiscal year 1967,

dated July 3, 1974.

JUL 3 1974

EcDonnell Douglas Corporation

P. 0. Box 516
St. Louis, Hissouri 63166

Attention: Mr. John E. Forry
Corporate Vice President

Controller

Subject: Renegotiation Proceedings -

MCDOUNELL DOUGLAS CORY07:1.ATION (AGENT)

(CONSGLIOATE)

'Fiscal Year :211:led DeceMber 31, 1967

Gentleman:

Forwarded herewith is the Dissent of Mr. GoodJin Chase;

Zoard Lienber, fron the Final Opinion dated June l 1)74,

relative to the subject proceedings.

Very truly yours,

Richr-rd

Richard E. PAi,ps
Secretary to the .roard

Enclosure: As stated

cc: The Board
General Counsel
Review
Accounting
Central Files
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July 3, 1974

MEMORANDUM TO: Richard E. Rapps
Secretary to the Board

FROM Goodwin Chase ,
Board MernlArCs, ,r

SUBJECT: McDonnell Douglas Corporation, SII to
Conductron Corporation

Actron Industries, Inc. , SII to
Tridea Electronics Company
(Wholly owned by Conductron Corporation)

Actron Industries, Inc., SLI to
Advanced Communications, Inc.
(Wholly owned by Conductron Corporation)

McDonnell Douglas Corporation, SII to
McDonnell Automation Company of Texas, Inc.

McDonnell Douglas Corporation, SLI to
McDonnell Automation Company of Col9rado

Fiscal Year Ended December 31, 1967

Please distribute copies of the attached dissent to those
people who appropriately should have them and advise me to whom
they have been directed.

A
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Dissent of Mr. Goodwin Chase
From

FINAL OPINION

McDonnell Douglas Corporation (Agent)
St. Louis, Missouri 63166

Consolidated with:

McDonnell Douglas Corporation, Successor-in-Interest to
Conductrorr Corporation

Actron Industries, Inc., Success or -in-Interest to
Tridea Electronics Company
(Wholly owned by Conductron Corporation)

Actron Industries, Inc. , Successor-in-Interest to
Advanced Communications, Inc,
(Wholly owned by Conductron Corporation)

McDonnell Douglas Corporation, Successor-in-Interest to
McDonnell Automation Company of Texas, Inc.

McDonnell Douglas Corporation, Successor-in-Interest to
McDonnell Automation Company of Colorado

Fiscal Year Ended December 31, 1967
Assignment No. 10354-67

A majority of the Board in its Final Opinion of June 18, 1974
made the affirmative determination that the McDonnell Douglas
Corporation for the Fiscal Year Ending December 31, 1967, had
excessive profits in the amount of $5 million. As a result of the
1967 purchase of Douglas Aircraft Company by McDonnell Aircraft
Company forming a new corporate entity, the two major segments

of the newly formed McDonnell Douglas Corporation were known as
the McDonnell Company and the Douglas Aircraft Division.

The genesis of this dissent concerns:

(1) In the initial development of data necessary to the rene-
gotiation process, The Renegotiation Board requested the contractor

to furnish full and complete financial information relating to the

McDonnell Company and full and complete financial information

relating to the Douglas Aircraft Division for the years under review.

Thereafter, the Board acceded to the contractor's request that such

information not be required. By not lifting the veil of the conglomerate,

a majority of the Board failed to exercise its obligation to examine
information essential to an accurate determination of excessive profits

by contract type for each of the operating divisions and subsidiaries

of the McDonnell Douglas Corporation.
•

41-119 0 - 74 - 6
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(2) The Board renegotiated the contractor on a consolidated

basis and combined McDonnell Company, its five subsidiaries and

Douglas Aircraft Division in their evaluation of McDonnell Douglas

Corporation. By this procedure the Board has afforded the contrac,-

tor the substantial benefit of diluting the proven McDonnell Company

history of high earnings with the low profit levels generated by the

Douglas Aircraft Division; in the year under review and finally,

(3) the pronounced lack of in-depth probing of the accounting,

analysis, and review function in these areas lessens the Board's

ability to make a completely accurate analysis and determination of

the presence of excessive profits.

By combining the segments, McDonnell Company, its sub-

sidiaries and the Douglas Aircraft Division, the Board has not

exercised its authority under the statute (see General Counsel's

Opinion* dated February 22, 1974) and the regulations to examine

the segments separately and then to aggregate the results in arriving

at a final determination; thus as noted above the contractor was

accorded the benefit of having high profits of the McDonnell Company

diluted by the lower profits of the Douglas Aircraft Division.

Where the determinations of excessive profits and clearances,

made by the Renegotiation Board with respect to the renegotiable sales

and profits of the McDonnell Aircraft Corporation and the Douglas

Aircraft Company for their respective fiscal years 1965 and 1966,

are compared with their sales and profits as operating divisions of

the newly merged McDonnell Douglas Corporation in 1967, the final

opinion rendered by a majority of the Board, graphically illustrates

that the Board has not identified or recovered sufficient excessive

profits. '

* (Concluding paragraph of General Counsel's Opinion dated 2/22/74):

In summation, it is my opinion that the Act and regulations give the

Board authority to examine segments of a contractor's renegotiable

business, such as a product line, profit center or division or types

of contracts and determine the excessive profits of one without the

other provided the profit excesses and deficiencies resulting from

such examinations 'are aggregated in arriving at a final determination.

This approach is analogous to the treatment frequently accorded by

the Board to individual members of a consolidated group.
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The following schedule
1967 determinations:

reflects the Board's

In Millions ($)

1965, 1966 and

% of Sales
after

% of Board Board

Company Fiscal Period Sales Profit Sales Action Action

McDonnell FYE 6/30/65 $ 999 $ 83 8.4% $ 8 7.6%

McDonnell FYE 6/30/66 ' 1,011 107 10.5% 27 8.1%

McDonnell (6 mo. ended 12/31/66) 567 54 • 9.6% 7 8.5%

• Douglas FYE 12/31/65 510 18 3.4% Cleared

Douglas FYE 12/31/66 560 32 5.7% Cleared

Douglas (5 mo. ended4/28/67) 245 13 5.2% Cleared

Review Year •

McDonnell FYE 12/31/67 $1,124 98 8.7%

Douglas FYE 12/31/67 495 33 6.6%

Consolidated (FYE 12/31/67) 1,619 131 8.1% $ 5 7.8%

•

Analysis of the above schedule is evidence that, for the two and

one half years prior to the merger, the McDonnell Company's rene-

gotiable earnings were substantial and Douglas Aircraft's renegotiable

earnings were significantly lower. Excessive profits were recovered

from the McDonnell Aircraft Company in each of those years. The

two components, therefore, should have been examined and evaluated

independently by contract type or by product line. This then would

reveal the true excessive profits assessable to the McDonnell Company

earnings and with such additional considerations as they may be

entitled to collectively, the aggregate of the two components then

would reflect the fair level of profits to be retained on a consoli-

dated basis.

An examination of the legislative history of the Renegotiation

Act of 1951, and the amendments thereto, confirms the absence of

any intent by thaited States Congress to exempt the multidivision

corporations nor the more recently emerged conglomerates from

having their renegotiable costs examined by product line, type of

contract or by profit center as a means of determining the reason-

ableness of profits and where appropriate to recapture excessive

profits, of the individual unrelated product lines, contract type or

prof it centers.

The fact that the contractor reported for renegotiation

(RB Form 1) for the review year by averaging the sales, costs and

profits of the product lines of its various divisions and subsidiaries

in a consolidated report is not based on the language of the Rene-

gotiation Act, expressed or implied.

The published Forms and Instructions for Filing Renegotiation

Reports, Section 1, Paragraph 1, requires:

If you are engaged in more than one type of
renegotiable business or if you operate on a
divisional basis, schedules showing operating •
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results by principal products, services or

divisions should be submitted to supplement

the information in this section, separated

between renegotiable and nonrenegotiable
business.

The contractor's financial information furnished to the

Regional Board was not, in my opinion, complete and in sufficient

detail to satisfy the provisions of the Renegotiation Act and the
applicable Renegotiation Board Regulations.

The Board re,cognized this deficiency in the contractor's

filing and on November 27, 1973 issued a Notice of Points for

Presentation letter pursuant to Section 105(a) of the Act, wherein

the contractor was advised to be prepared to deal specifically and

- in appropriate detail with:

The reasonableness of overall renegotiable
profits of the consolidated group for the fiscal years

1967, 1968 and 1969, in light of the profits realized
individually by Douglas Aircraft Company and
McDonnell Corporation in the years prior to the
acquisition of Douglas by McDonnell.

The McDonnell Douglas Corporation, in reply to this request'
by letter of November 30, 1973, declined to comply and subsequently
restated this refusal on December 13, 1973, at a meeting with the
Members of the Board in St. Louis, Missouri. In effect, the con-
tractor in both instances has said that it reserves the right to
comply only with those sections of the Renegotiation Act and the
Board's regulations that are the least adverse to its best interest.

Further, • in the context of this financial data requirement and
as a basis of my first reason for this dissent, it is important to note
that the McDonnell sales volume in 1966 (when $27 million was found
to be the excessive profits year) is relatively at the same level as
the year of the merger 1967, the year under review.

On or about April 30, 1974 the contractor agreed to a limited
re-examination of the Company's books and records invpfar as the
consolidated filing for the review year was concerned. This exami-
nation of costs and profit records was again hampered by the limited
access to the Divisional Accounting information imposed by the officers
of the McDonnell Douglas Corporation.

The contractor again stressed its right of exemption to the
provisions of the Act, but even more pointedly refused to allow the
examination of any details of the costs of goods sold or general and
administrative expenses in any way related to divisional or contract
breakdown.
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The information developed by the review in May 1974, although

lacking in cost breakdown detail, bears out the second of my "genesis"

of dissent. That is, the McDonnell Company is revealed to have

generated renegotiable sales and profits comparable to the years

prior to the merger, but the Douglas Aircraft Division, while havi
ng

sales slightly lower, actually improved its historical profit position.

It is important to note that from the first delivery in 1960

through June 30, 1966, the sales of F-4 phantoms had exceeded

$3 billion and that in the fiscal year ending June 30, 1966 almost

86% of these sales had been under sole source negotiated firm

fixed price contracts. By contrast in the review year ending June 30,

1967, more than 84% of the F-4 phantom aircraft sales were produced

under sole source negotiated fixed price incentive fee type contracts.

The significance of this shift in contract type in the review

year is that these F-4 phantom sales accounted for $906 million of

the McDonnell Company's review sales on which a profit of $80. 3

million, or 8. cn sales, was realized.

The fixed price incentive fee contracts are subject to the

provision of Section 105(a) and 103(e) of the Renegotiation Act and

are further accountable under the Renegotiation Board Regulations:

1460. 2(b) - Separate consideration of certain types

of contracts -

While renegotiation will be conducted with

respect to the aggregate of the contractor's

renegotiable business . . . whether fixed price

or cost-plus -a-fixed-fee, which contain incentive

provisions .. „ will be separately considered.

1460. 2(c) - Comparisons -

In evaluating the contractor's performance,

comparisons will be made with the prices, costs

and profits of other contractors engaged in the

production of the same or similar products „ .

1460.9(a) - Statutory provision -

. . . the efficiency of the contractor or

subcontractor 'with particular regard to attain-

ment of quantity and quality production, reduction

of costs, and economy in the use of materials,

facilities, and manpower; . . .
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1460. 9(a) (5) - Comment
•

Nature and objectives of incentive . . . contracts

. . ., with respect to such contracts . . . in which

the contract prices are based upon estimated costs, the

Board will take into consideration the extent to which

any differences . . . . . . . the contractor may, and

if requested . . ., shall furnish. . . (i) a breakdown

of the estimated costs . . . together with the amounts

thereof . . (ii) a corresponding breakdown of the

costs actually incurred . . . .

In compliance with these and such other of the Board's appli-

cable regulations, the Renegotiation Board should have required that

the contractor furnish a breakdown of the cost of goods sold, as well

as the general and administrative and other expenses, for both the

estimates on which the contract prices are based. Then this informa-

tion compared with the actual cost applicable to the review year would

establish a true basis upon which to apply the statutory :actors including

reasonableness of costs and profits as well as efficiency. In the absence

of these cost details by elements of material, subcontracting, labor,

overhead, etc., no true measure of the-value added to the products

manufactured can be made.

The rationale of quantifying assets employed, as Aexpressed

in the LTV case cited, for the purpose of statistical comparison with

other contractors in the same industry employing equal amounts of

their own capital does not lead to the conclusion reached in the Board's

majority opinion that returns on assets employed by McDonnell Douglas

"although high are acceptable".

The Tax Court held in the LTV case that use of capital supplied

by others should be given favorable consideration if the usage and

value were known. However, in that case the information was not

available in sufficient quantity for the Tax Court to make an evaluation

and they said:

"We cannot say with accuracy what amount or per-

centage of the total capital employed by Temco was

supplied by others because of lack of evidence."

While the contractor, as the Final Opinion states, used some

part of the Government-owned facilities having a cost value of

$236. 7 million in production of the review year renegotiable business,

there was no evidence of value in the year under review presented

which would meet the minimal requirements of the LTV case.

•

•
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The Tax Court concluded:

• • • "that Temco is entitled to unfavorable
consideration under this criterion to the extent
that it is entitled to less return on invested
capital than if it had supplied all the capital it
employed." (emphasis supplied)

The McDonnell Douglas Corporation did not furnish information
as to the usage and net value of the Government-owned facilities used
during the review year on its renegotiable business, nor was any attempt
made to compare returns on net worth with a company or companies
like McDonnell Douglas. In the absence of this essential information,
as viewed by the Tax Court in its consideration of the criterion for
application of capital furnished by others as basis for determining
the return on capital and net worth, the McDonnell Douglas Corpora-
tion is not entitled to any consideration for the use of facilities furnished
by the Government in the determination that the 30% return on capital
and the 61% return on net worth is high and indicative of excessive
profits.

To whatever extent the product mix as well as ,the contract
types varied frorn the prior year, the F-4 fighter aircraft being pro-
duced at the McDonnell component continued to account for a major
share of the renegotiable revenues in 1966 and 1967. The aircraft
design changes were not more than those of succeeding generations
of F-4's and the normal advancement in the state of the art of a product
that had been in continuous production for 8 years, generating revenues
in excess of $4 billion, in addition to sales to foreign nations. All of
the fixed price and fixed price incentive contracts were negotiated sole
source with normal contingencies for increased quantities and acceler-

ated deliveries negotiated into the contract price.

The complexity consideration expressed in the majority opinion
has already been accorded the contractor in prior year's factor
consideration. No new significant complexity information was
furnished by the contractor in the review year. The initial com-

plexity of a product does not per se denote complexity of production.
This is more especially true when the learning curve of the manu-
facturing process has reached its apex, as it has in the case of the
phantom fighter aircraft.

For theoverwhelming reason that full information was not
disclosed by product line or contract type, it is not possible to
address this dissent to the statutory factors. In the absence of this
meaningful information, to appropriately apply the statutory factors
to the two major product lines (the McDonnell Company and the
Douglas Aircraft Division) would involve factually disputable con-
jecture.
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However, from information available based on prior years'
refunds of excessive profits the following conclusions must be drawn
from the $1.1 billion of renegotiable sales generated by the McDonnell
Company in the review year, $906 million, or 82%, of these sales
were generated on fixed price incentive fee contracts that the record
shows were based on favorable cost-sharing formulas. Information
was not available to evaluate these formulas.

The profits earned by the McDonnell Company on its total sales
amounted to 898 million, or 8.7%, of renegotiable sales. The profit
earned by the McDonnell Company on its fixed price incentive sales
accounted for $80.3 million of the total McDonnell Conipany profits,
or a margin of 8.9% of its renegotiable sales.

In summary, based upon the limited information available and
for the reasons heretofore expressed, I have concluded that the
McDonnell Company has excessive profits at least in the amount of
$15,000,000 for the fiscal year ended December 31, 1967. Thus, the
aggregate of the adjusted sales and profits after removal of $15, 000, 000
excessive profits, would be as follows:

(In Millions $) 

Douglas McDonnell Douglas
, McDonnell Aircraft Corporation Con-
Company Division solidated

Sales $ 1,109 $ 495 $ 1,604
Profits 83 33 116
Percent 7.5% 6.6% 7.2%
Return on Capital - - 2 7, 2%
Return on Net Worth - 5 4. 8%

%.
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Letter to McDonnell Douglas Corporation, dated July 9, 1974,
enclosing copy of Mr. Chase's dissent for the fiscal years 1968
and 1969, dated July 3, 1974.

1974

McDonnell Douglas Corporation
P. 0. Box 516
St. Louis, Missouri 63166

Attention: Mr. John E. Forry
Corporate Vice President
Controller

Subject: Renegotiation Proceedings —
MCDONNELL DOUGLAS CORPORATION (AGENT)
(CONSOLIDATED)

Fiscal Years iLnded  
and December 31, 1969

Gentlemen:

Forwarded herewith is the Dissent of Mr. Goodwin Chase,
Board i-lember, from tAe Unal Opinion dated June 13, 1974,
relative to the sublect preceedins.

Very truly yours,

Bianca: Richard E. 2appf?

Richard E. Rapps
Secretary to the Loard

Enclosure: As stated

cc: The Board
General Counsel
Review
Accounting
Central Files



86

July 3, 1974

MEMORANDUM TO: Richard E. Rapps
Secretary to the Board

FROM Goodwin Chas?,.1
Board Member,

4/4 .

SUBJECT: McDonnell Automation Company

McDonnell Douglas Corporation, Sit to
Conductron Corporation

Actron Industries, Inc., Sit to
Tridea Electronics Company
(Wholly owned by Conductron Corporation)

Actron Industries, Inc., SLI to
Advanced Communications, Inc.
(Wholly owned by Conductron. Corporation)

McDonnell Douglas Corporation, Sit to
McDonnell Autdmation Company of Texas, Inc.*

McDonnell Douglas Corporation, SLI to
McDonnell Automation Company of Coldrado

Fiscal Years Ended December 31, 1968 and 1969

*Not included in 1969 consolidation.

Please distribute copies of the attached dissent to those
people who appropriately should have them and advise me to whom
they have been directed.
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Dissent of Mr. Goodwin Chase
From

FINAL OPINION

McDonnell Douglas Corporation (Agent)
St. Louis, Missouri 63166

Consolidated with:

McDonnell Automation Company

McDonnell Douglas Corporation, Successor-in-Interest to
Conductron Corporation

Actron Industries, Inc. , Successor-in-Interest to
Tridea Electronics Company
(Wholly owned by Conductron Corporation)

•

Actron Industries, Inc., Success or -in-Interest to
Advanced Communications, Inc.
(Wholly owned by Conductron Corporation)

McDonnell Douglas Corporation, Successor-in-Interest to
McDonnell Automation Company of Texas, Inc.*

McDonnell Douglas Corporation, Successor-in-Interest to
McDonnell Automation Company of Colorado

Fiscal Years Ended December 31, 1968
and 1969

Assignment Nos. 10354-68 and 69

* Not included in 1969 consolidation.

A majority of the Board in its Final Opinion of June 18, 1974
made the affirmative determination that the McDonnell Douglas
Corporation for the fiscal year ending December 31, 1968 and 1969
did not have excessive profits. As a result of the 1967 purchase of
Douglas Aircraft Company by McDonnell Aircraft Company forming
a new corporate entity, the two major segments of the newly formed
McDonnell Douglas Corporation were known as the McDonnell

Company and the Douglas Aircraft Division.

The genesis of this dissent concerns:

(1) In the initial development of data necessary to the
renegotiation process, The Renegotiation Board requested the
contractor to furnish full and complete financial information
relating to the McDonnell Company and full and complete finan-
cial information relating to the Douglas Aircraft Division for
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the years under review. Thereafter, the Board acceded to the
contractor's request that such information not be required. By

not lifting the veil of the conglomerate, a majority of the Board
failed to exercise its obligation to examine information essential

to an accurate determination of excessive profits by contract
type for each of the operating divisions and subsidiaries of the
McDonnell Douglas Corporation.

(2) The Board renegotiated the contractor on a consolidated
basis and combined McDonnell Company, its five subsidiaries and
Douglas Aircraft Division in their evaluation of McDonnell Douglas
Corporation. By this procedure the Board has afforded the contrac-
tor the substantial benefit of diluting the proven McDonnell Company
history of high earnings with the low profit levels generated by the
Douglas Aircraft Division; in the year under review and finally,

(3) the pronounced lack of in-depth probing of, the 'accounting,
analysis, and review function in these areas lessens .the board's
ability to make a completely accurate analysis and' determination of
the presence of excessive profits.

By combining the segments, McDonnell Company, its subsidi-
aries and the Douglas Aircraft Division, the Board has not exercised
its authority under the statute (see General Counsel's Opinion* dated
February 22, 1974) and the regulations to examine the segments
separately and then to aggregate the results in arriving at a final
determination; thus as noted above the contractor was accorded the
benefit of having high profits of the McDonnell Company diluted by
the lower profits of the Douglas Aircraft Division.

Where the determinations of excessive profits and cleapar:ices,
made by the Renegotiation Board with respect to the renegotiable
sales and profits of the McDonnell Aircraft Corporation and the
Douglas Aircraft Company for their respective fiscal years 1965 and
1966, are compared with their sales and profits as operating divisions
of the newly merged McDonnell Douglas Corporation in 1967, the
final opinion rendered by a majority of the Board, graphically illus-
trates that the Board has not identified or recovered sufficient
excessive profits.

* (Concluding paragraph of General Counsel's Opinion dated 2/22/74):
In summation, it is my opinion that the Act and regulations give the
Board authority to examine segments of a contractor's renegotiable
business, such as a product line, profit center or division or types
of contracts and determine the excessive profits of one without the
other provided the profit excesses and deficiencies resulting from
such examinations are aggregated in arriving at a final determination.
This approach is analogous to the treatment frequently accorded by
the Board to individual members of a consolidated group.
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Analysis of the above schedule is evidence that, for the three

and one half years prior to the review years, the McDonnell Company's

renegotiable earnings were substantial and Douglas Aircraft's rene-

gotiable earnings were significantly lower. Excessive profits were

recovered from the McDonnell Aircraft Company in each of those

years. The two components, therefore, should have been examined

and evaluated independently for each of the fiscal years 1968 and 1969

by contract type or by product line. This then would reveal the true

excessive profits assessable to the McDonnell Company earnings and

with such additional considerations as they may be entitled to collec-

tively, the aggregate of the two components then would reflect the

fair level of profits to be retained on a consolidated basis.

An examination of the legislative history of the Renegotiation

Act of 1951, and the amendments thereto, confirms the absence of

any intent bWanited States Congress to exempt the multidivis ion cor-

porations nor the more recently emerged conglomerates from having
their renegotiable costs examined by product line, type of contract or

by profit center as a means of determining the reasonableness of profits
and where appropriate to recapture excessive profits, of the individual
unrelated product lines, contract type or profit centers.

The fact that the contractor reported for renegotiation (RB Form 1)
for the review years by averaging the sales, costs and profits of the
product lines of its various divisions and subsidiaries in a consolidated
report is not based on the language of the Renegotiation ./).ct, expressed
or implied.

The published Forms and Instructions for Filing Renegotiation
Reports, Section 1, Paragraph 1, requires:

If you are engaged in more than one type of
renegotiable business or if you operate on a
divisional basis, schedules showing operating
results by principal products, services or divi-
sions should be submitted to supplement the
information in this section, separated between
renegotiable and nonrenegotiable business.

The contractor's financial information furnished to the Regional
Board was not, in my opinion, complete and in sufficient detail to satisfy

• the provisions of the Renegotiation Act and the applicable Rene.:
• gotiation Board Regulations.

The Board recognized this deficiency in the contractor's
filing and on November 27, 1973, issued a Notice of Points for
'Presentation letter pursuant to Section 105(a) of the Act, wherein
the contractor was advised to be prepared to deal specifically and
in appropriate detail with:

The reas onableness of overall renegotiable
profits of the consolidated group for the fiscal years'
1967, 1968 and 1969, in light of the profits realized

A
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individually by Douglas Aircraft Company and
McDonnell Corporation in the years prior to the
acquisition of Douglas by McDonnell.

The McDonnell Douglas Corporation, in reply to this request
by letter of November 30, 1973, declined to comply and subsequently
restated this refusal on December 13, 1973, at a meeting with the
Members of the Board in St. Louis, Missouri. In effect, the con-
tractor in both instances has said that it reserves the right to comply
only with those sections of the Renegotiation Act and the Board's
regulations that are the least adverse to its best interest.

Further, in the context of this financial data requirement as
a basis of my first reason for this dissent, it is important to note
that the McDonnell sales volume in 1966 and 1967 is relatively at
the same level as the year 1968, with the sales of 1969 being slightly
lower.

On or about April 30, 1974 the contractor agreed to a limited
re-examination of the Company's books and records insofar as the
consolidated filing for the review yeaiswas concerned. This examin-
ation of costs and profit records was again hampered by the limited
access to the Divisional Accounting information imposed by the
officers of the McDonnell Douglas Corporation.

The contractor again stressed its right of exemption to the
provisions of the Act, but even more pointedly refused to allow the
examination of any details of the costs of goods sold or general and
administrative expenses in any way related to divisional or contract
breakdown.

The information developed by the review in May 1974, -

although lacking in cost breakdown detail, bears out the second

of my "genesis" of dissent. That is, the McDonnell Company is
revealed to have generated renegotiable sales and profits for the
fiscal year ending December 31, 1968 comparable to its prior
years, and sales and profits only slightly lower for the fiscal
year ending December 31, 1969. The Douglas Aircraft Division
continued to maintain a sales volume and profit level during these
two fiscal years comparable to its prior year experience.

In the fiscal year ending December 31, 1968 the F-4 phantom
aircraft accounted for more than 76% of the total sales generated by
the McDonnell Company. Ninety eight percent of these F-4 phantom
sales were produced on negotiated fixed price incentive contracts on
which the margin of profit was 9. 5%.

Although the information available from the contractor does
not break out the McDonnell Company cs fiscal 1969 negotiated fixed
price incentive fee contracts, it is noted that 72% of its total rene-
gotiable sales were generated on negotiated fixed price incentive
contracts. It would be reasonable to assume that a major portion
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of the $575 million was a continuation of the F-4 phantom aircraft

on which a profit of $45 million, or 7. 853 of sales was earned.

•• The fixed price incentiv'e f,ee contracts are subject to the

provision of Section 165(a) and 103(e) of the Renegotiation Act and

are further accountable under the Renegotiation Board Regulations:

1460. 2(b) - Separate consideration of certain types of

contracts -

While renegotiation will be conducted with

respect to the aggregate of the contractor's
renegotiable business . . . whether fixed price or

cos t-plus -a-fixed-fee, which contain incentive

provisions . • . will be separately considered.

1460. 2(c) - Comparisons -

In evaluating the contractor's performance,
comparisons will be made with the prices, costs
and profits of other cottractors engaged in the
production of the same or similar products .

1460. 9(a) - Statutory provision -

. . . the efficiency of the contractor or

subcontractor with particular regard to attainment

of quantity and quality production, reduction of costs,
and economy in the use of materials, facilities, and

manpower; . . .

1460.9(a) (5) - Comment

Nature and objectives of incentive . . . contracts

. . ., with respect to such contracts. . . in which
the contract prices are based upon estimated costs, • the
Board will take into consideration the extent to which
any differences . . . . . . . the contractor may, and
if requested. . . , shall furnish. . . (i) a breakdown of
the estimated costs . . . together with the amounts
thereof. . (ii) a corresponding breakdown of the '
costs actually incurred . . .

In compliance with these and such other of the Board's appli-
cable regulations, the Renegotiation Board should have required that
the contractor furnish a breakdown of the cost of goods sold, as well
as the general and administrative and other expenses, for both the
estimates on which the contract prices- are based. Then this informa-
tion compared with the actual cost applicable to the review year would
establish a true basis upon which to apply the statutory factors includinz
reasonableness of costs and profits as well as efficiency. In the absence
of these cost details by elements of material, subcontrafting, labor,
overhead, etc., no true measure of the value added to the products
manufactured can be made.
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The rationale of quantifying assets employed, as expressed

in the LTV case cited, for the purpose of statistical comparison

with other contractors in the same industry employing equal amounts

of their own capital does not lead to the conclusion reached in the

Board's majority opinion that returns on assets employed by McDonnell

Douglas "although high are acceptable".

The Tax Court held in the LTV' case that use of capital supplied

by others should be given favorable consideration if the usage and

value were known. However, in that case the information was not

available in a sufficient quantity for the Tax Court to make an evalua-

tion and they said:

"We cannot say with accuracy what amount or per-

centage of the total capital employed by Temco was

supplied by others because, of lack of evidence."

While the contractor, as the Final Opinion states, used some

part of the Government-owned facilities having a cost value of

$246.7 million in 1968 and $197.1 million in 1969 in the production

of renegotiable business for these respective years, there was no ,

evidence of the residual value of the facilities used, which would meet

the minimal requirements of the LTV case.

The Tax Court concluded:

• • • "that Temco is entitled to unfavorable

consideration under this criterion to the extent

that it is entitled to less return on invested --

capital than if it had supplied all the capital it

employed." (emphasis supplied)

The McDonnell Douglas Corporation did not furnish information

as to the usage and net value of the Government-owned facilities used

during the review year on its renegotiable business, nor was any attempt

made to compare returns on net worth with a company or companies

like McDonnell Douglas. In the absence of this essential information,

as viewed by the Tax Court in its consideration of the criterion for

application of capital furnished by others as basis for determining

the return on capital and net worth, the McDonnell Douglas Corpora-

tion is not entitled to any consideration for the use of facilities furnished

by the Government in the determination that the contractor's review

year returns on capital and net worth allocated to renegotiable business

were 16% and 49%, respectively, in 1968, and 21% and 43%, respectively,

in 1969. These returns are considered high and indicative of excessive

profits.

To whatever extent the product mix as well as the contract types

varied from the prior year, the F-4 fighter aircraft being produced at

the McDonnell component continued to account for a major share of the

renegotiable revenues in fiscal 1968 and 1969. The aircraft design

changes were not more than those of succeeding generations of F-4's

41-119 0 - 74 - 7
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and the normal advancement in the state of the art of a product that
had been in continuous production for more than 9 years, generating
revenues in excess of $5 billion, in addition to sales to foreign nations.
All of the fixed price and fixed price incentive contracts were negotiated
sole source with normal contingencies for increased quantities and
accelerated deliveries negotiated into the contract price.

For the fiscal year ending December 31, 1968, the renegotiable
sales generated by the McDonnell Company totaled $973. 6 million, of
which profits of $88.2 million, or 9.1% of sales, were earned. $786
million, or 81% of these McDonnell Company sales, were generated ,
on fixed price incentive contracts, of which profits of $75.4 million,
or 9. 6% of sales, were earned on these 1.11-7IF contracts.

For the fiscal year ending December 31, 1969, the renegotiable
sales generated by the McDonnell Company totaled $797. 3 million, of
which profits of $57.9 million, or 7. 3% of sales, were earned. $574.7
million, or 72% of these McDonnell Company sales, were generated on
fixed price incentive contracts, of which profits of $44. 8 million, or
7.8% of sales, were earned on these FPIF contracts.

The record shows that these negotiated fixed price incentive fee
contracts were based on favorable cost sharing formulas. Information
was not available to evaluate these formulas.

In summary, based on the limited information available and for
the reasons heretofore expressed, the McDonnell Company has con-
tinued to generate substantial profits on its renegotiable business, as
shown above. It is further noted that even these profits have been
diluted by losses generated by the wholly-owned subsidiaries for whom
the parent (McDonnell Douglas Corporation) is the agent.

I have concluded that the McDonnell Company has excessive
profits at least in the amount of $16, 000,000 for the fiscal year ended
December 31, 1968.

The aggregate of the adjusted sales and profits, after removal of
$16, 000, 000 of excessive profits for the fiscal year ended December 31,
1968, would be as follows:

A

•
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(In Millions $) 

McDonnell
Douglas Douglas

McDonnell Aircraft Corporation
Company Division Consolidated 

Sales $ 958. $ 671 $ • 1, 628
Profits 72 37 109
Percent 7. 5% - 5. 5% 6. 7%
Return on Capital 17. 4%
Return on Net Worth 62. 3%

The conclusion to be drawn from the profits generated on the
McDonnell Company, negotiated fixed price incentive contracts, as
shown above, indicate excessive profits were continuing to be realized

on the F-4 phantom aircraft production, but in the absence of more
detailed information, I am unable to specify the amount to which excessive
profits were realized by the contractor for the fiscal year ended Decem-
ber 31, 1969.
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Excerpt (Page 23) from Report of Renegotiation, Western
Board, Division of Accounting Report

McDonnell Douglas Corporation (Agent)
Fiscal Year Ended December 31, 1967

c. Profit Margins 

After accounting adjustments made under the Special Accounting Agreement,
the difference tetween t profit margins on renegotiable and nonrenego-
tiable fixed price business of the McDonnell Component is not significant.

Because of the dissimilarities in the types of products manufactured in
the renegotiable fixed Price and nonrenegotiable business of the Douglas
Component, a comparison of the profit margins would not be meaningful.

6. Cost of Goods Sold 

a. Summary 

The Contractor's accounting system did not readily provide for the
determination of cost of goods sold by elements for the several types
of renegotiable contracts performed by the Contractor. A comparative
summary cf input costs for total business is as follows:

Total Business
($000s

-$-

omitted)
1967

4-
Material 718,161 31.3
Subcontracting 514,727 22.4

Subtotal 1,232,888 53.7
Direct labor 524,110 22.8
Overhead 519,468 22.6
Other costs and credits 18,471 0.9
Total cost input 2,294,937 100.0
Inventory variance 20,035
Reclassification of state income taxes (11)
Intercompany eliminations (44,614)
Intracompany elimination adjustment

----(241)Consolidated Total Cost of Goods Sold 22a,___O

b. Material and Subcontracting 

(1) Material and Customer-Furnished Materials 

Material cost consisted primarily of sheet and bar stocks, and
castings of various types of metals, airframe and missile parts
and ccmponents, equipment and supplies. The value of Government-
furnished aircraft (GFAE) equipment consisting of aircraft engines,
armament, nissile propulsion units, etc, was not included in the
cost of sales cf renegotiable business. The value of GFAE issued
to the McDonnell Component, including an undetermined amount
relating to nonrenegotiable Foreign Military Sales of F-4 aircraft
was $553,677,100. The estimated value of GFAE issued to the Douglas
Component was not available. Receiving, inspection, handling, and
installation of GFAE involved costs and responsibility to the
Contractor similar to those relating to purchased equipment.

McDonneilDouglas Corporation (Agent) - 1967
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Source document, Memorandum of Decision of the majority of

the Board, dated April 19, 1974, referred tomn Hearing of July 25.

MEMORNNDUM OF DECISION 

. McDonnell Douglas Corporation (Agent)
(Consolidated)

St. Louis, Missouri 63166
Fiscal Year Ended December 31, 1967

Assignment No. 10354-67

The renegotiable sales and profits and the returns on

capital and net worth considered by the Board in this proceed-

ing were as follows (millions):

.
' Sales $1,619

Profits 131
Percent 8.1%

Return on Capital 307.
Return on.Net Worth 617.

On April 28, 1967 Douglas Aircraft Company was acquired

by McDonnell Aircraft Corporation and the company name was

changed to McDonnell Douglas Corporation. Thus, the renegoti-

able business reviewed by the Board, as reflected in the

foregoing figures, was the result of the combined efforts of

two large companies (8 months' operations of Douglas and a

full year's operations of McDJnnell), which formerly had play-

ed a significant separate and independent role in the aero-

space industry. Although five wholly-ownedubsidiaries were

included in the consolidation, the parent accounted for 997.

of the renegotiable sales and all the renegotiable profits:

In view of the fact that the McDonnell and Douglas companies had

been engaged in similar work in the same industry, the combination

.resulted in a valuable interchange of vital information and technical

know-how. In addition, the organizational methods adopted by the con-

tractor's management lent themselves, even in the first year of opera-

tions: to a smooth and orderly transition and a resulting well function-
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ing corporate structure. To all extent and purpose, the identity of the

two individual cOmp'anies was lost on the date of the merger,. Thus, the

Board evaluated the contractor's business on the basis of a broad appli-

cation of the statutory factors to the combined performance of the

McDonnell and Douglas segments. However, the Board did give full

consideration to the geographic changes in thecontractor's business

following the Douglas acquisition, the different types of products and

contract-mix, and different labor, manufacturing, and other

factors with which the contractor was confronted in this first

year of combined operations.

Renegotiable business (647 of total business) consisted

of the manufacture of highly specialized, advanced military

aircraft, spacecraft, missiles, support systitms and other

products and certain related research, design and development

work.. The principal items produced in the review year were

the Phantom F-4 supersonic fighter aircraft (567 of total re-

negotiable sales); S-IVB Saturn space vehicles (7%); manned

orbiting laboratory spacecraft (77.); A-4 attack aircraft (57.); and

the balance consisting of Spartan missiles; Thor and Delta launch

vehicles; Gemini spacecraft; and, the. F-ill crew-escap2 systems. There

were seven different models of the F-4 manufactured in the review year,

which models had varying characteristics. For example, there were five

different types of engines involved: seven different radar systems, and

various other differences in electronics and other components.

The advanced nature of the aircraft, spacecraft and
other products required highly complex manufacturing tech-
niques and a high degree of engineering skills and involved

,the utilization of substantial manufacturing and engineering
facilities, specialized equipment and trained personnel.
Combined material and subcontracting costs in the review year
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ran about 547. of total cost of sales. Many new machining,

fabricating, assembly and manufacturing techniques were develc?-

ed and a large amount of research,..,.development and design opera
-

tions was conducted.

The Board considered the contractor's operations to

be highly complex.

The contractor maintained very good quality and de-

livery standards and achieved cost reductions in the review

year. The contractor also presented documents demonstrating

increasingly lower maintenance time for the F-4 aircraft due

to continued improvements in the aircraft. On the basis of the favorable

performance and other data in the Board's files, the Board considered t17.-

contractor to be a highly efficient producer.

Approximately 197. of total renegotiable sales in the

review year were under firm fixed price contracts. The com-

parable percentages for McDonnell Aircraft Corporation in its

prior two years were 327. and 757.. For Douglas Aircraft Com?any

the percentages for the prior two years were 327. and 307.
. Fixed

price incentive contracts accounted for .approximately 677. of

renegotiable business with cost-reimbursement type contracts

accounting for the remaining 147.. Almost all of the firm

fixed price business consisted of the production of F-4 and

A-4 aircraft and bomb racks, all of which were procured by

the Government on a negotiated sole source basis. Most of

the fixed price incentive sales involved the F-4 Phantcm

aircraft which had been produced in unusually large quantities

in previous years, including 1,000 of the Phantom aircraft

that had been delivered under firm fixed price contracts in

prior years. Although the contractor had gained experience
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on the F-4 and A-4 in earlier years and enjoyed a favorable cost-sharial

curve on its incentive business, the Board considered that the ccatractor

did assume significant pricing risk in the review year particularly

beaause of the number of models manufactured.

The contractor contended that it assumed risk by in-

creasing the production of F-4 aircraft to a peak rate of 71

per month in the review year compared with a monthly rate of

only 40 in January, 1966. During the production build-up,

employment increased by 10,000. Since there were no other

aircraft or similar manufacturers in the St. Louis area, the

contractor faced a serious shortage of experienced workers.

As a result, it had to lower its employment standards and

hire employee's some of whom did not even have a)aigh school

education. The Board recognized that the contractor assumed
some

/ risk in this regard.

At the time of its acquisition by McDonnell Aircraft

Corporation, the Douglas Aircraft Company was experiencing

.severe financial difficulties due to large losses on com-

mercial business. Accordingly, McDonnell assumed a great

financial risk in the merger with Douglas Aircraft Company

and this redounded to the Government's benefit, in that

the Douglas productive capabilities still continued in the

performance of Government contracts. The Board favorably

considered this risk.

During the review year the contractor had the use

of Government-owned facilities with a cost value of $236.7

million and was also furnished substantial Government progress
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payments showing an unliquidated balance of $385.3 million

at the end of its fiscal year. The Board recognized that all

the $236.7 million of Government-owned facilities were not

utilized since some were not adaptable to the review year

renegotiable business. The ratio of the cost of Government

facilities to the total cost of Government and contractor

facilities ($236.7 million divided by $589.3) is 40.27, of

such total.

' In evaluating the contractor's performance under the

capital-employed factcr, the Board, to the extent possible,

relied on specific identification of assets in computing returns rather

than to follow the customary practice of allocating capital employed to

renegotiable business on the cost-of-sales ratio. Such returns are stated

on the basis of contractor's books at the beginning of the year and are

without regard to the amount of Government-furnished equipment described

above. As so computed, the contractor's review year returns on capital

and net worth allocated to renegotiable business were 30% and 61%,

respectively, and for the reasons cited above, they were not comparable

to the prior years' returns.

The Board considered the contractor's returns on capital and net

in the review year
worth/to be high and indicative of excessive profits, but should be

considered in light of the following comments by the Tax Court in the

LTV case:



102

"First, where a contractor risks relatively
little of its own capital it is primarily a manager
of property, and thus not entitled to as great a
return for risk-taking as a contractor which supplies
its own assets. Secondly, whereas a contractor which
uses its own assets is entitled to an element of
return equivalent to the rental value of the assets,
a contractor using the assets of others is not. For
these reasons, a contractor using largely public
capital -- either rented property or Government-
furnished property -- is hot entitled to as large
an absolute amount of profit as a contractor using
its own property."

"It does not follow that the contractor using capital
supplied by others is necessarily entitled to a
smaller rate of return on its own net worth. Profit
is in part a payment to an entrepreneur for the pro-
ductive use of assets. A contractor is entitled toan appropriate profit for such use based on the total
capital it employs in its renegotiable business,
whether the capital is owned by it or by others. Cf.
sec. 1460.11(b)(3), R. B. Regs. Two companies mak-
ing the same kind of use of the same amount of
capital should be entitled to the same amount of
entrepreneurial profit, whatever the source of such
capital. However, this entrepreneurial profit will
inevitably be a larger percentage of the net worth
of a company using primarily public capital than
one using primarily its own capital. Therefore,
the total profit -- the return on invested capital
plus the entrepreneurial profit -- will be a larger
percenta2e of the net worth of the contractor using
public capital."

(See LTV vs-. the Renegotiation Board - 51 TC 405)
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Thus, because of the utilization of a large amount

of public capital, i.e. Government-furnished equipment, the

returns on. capital and net worth in the instant case, after

refund, are higher than the Board would consider reasonable

'were the foregoing facts not present.

- —
Procurement sources largely considered the con-

tractor to be an average cost producer in the

review year. The contractor's material and labor costs

showed a decline and, in the Board's opinion, on an overall

basis, the contractor's costs were reasonable and well-con-

trolled.

The following is a comparison of the contractor's

review year renegotiable sales, profits, and profit margin,

as a percentage of sales, with those of McDonnell and

Douglas in prior years (millions):

Review Year

McDonnell (6 mos. epcied

Sales Profits Percent

$1,619 $ 131 8.1

12/31/66)±',/ 560 47 8.5

FYE 6/30/66-et 984 80 8.1

FYE 6/30/65=" 991 75 7.6

Douglas (4 mos. ended
4/28/67) 245 13 5.2

FYE 12/31/66 560 32 5.7

FYE 12/31/65 510 18 3.4

I/ After refund of $7 million
2/ After refund of $27 million
3/ After refund of $8 million
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The Board found that the contractor realized ex-

cessive profits in the amount of $5,000,000 in the year

under review, and the entire amount of excessive profits

was allocated to McDonnell Douglas Corporation and the

contractor has indicated its willingness to enter into an

agreement for the elimination of such excessive profits.

The effect of the Board's finding is to leave the contractor

with adjusted renegotiable sales and profits as follows

(millions):

Sales $1,614
Profits 126
Percent 7.87

Return on Capital 297
Return on Net Worth 597

Richard E. Rapps
Secretary to the Board
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Source documents, Items 18, 18A and 18B of information furnished
at Hearing of July 25, 1974 concerning study of product line renegotia-
tion in response to Brooks Committee Report.

1. Product Lines

2. Conglomerates 

We have combined the two subjects for the purpose of this paper

because of the similarity of the problems of the two, e.g. conglomer-

ates typically produce a wide variety of products.

Recommendations ot Others 
Concerning Product Line Renegotiation
and Renegotiation of Conglomerates

Brooks' Subcommittee 

The Brooks' Subcommittee has recommended that contractors' sales be

classified according to individual commodity groupings and base renegotia-

tion on product line sales rather then basing renegotiation on total

company sales. To facilitate renegotiation on a product line basis, con-

tractors should be required to report costs and profits on defense contracts

over $100,000 on a contract-by-contract basis. These cost and profit reports

should he audited by Defense Department auditors prior to submittal.

1-d)(417

Reexamine and modify as necessary the renegotiation process to com-

pensate for the impact that corporate mergers and acquisitions have had

on the renegotiation process. Consideration should be given to eliminat-

ing the loopholes that allow conglomerates, through fiscal operations and

overhead allocations, to frustrate or void the recoupment of what other-

wise would constitute excessive profits under the act. ad)(717

Commission on Government Procurement 

The Commission made no recommendation concerning product line rene-

gotiation nor the renegotiation of conglomerates.
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General Accounting Office 

The Comptroller General of the United States in his report dated

May 9, 1973 (Report ft-163520) made no recommendation concerning product

line renegotiation nor the renegotiatioa of conglomerates.

Development in Other Areas 
Concerning Product Lines Financial Data

In the course of conducting renegotiation by product lines -- as

recommended by the Brooks' Subcommittee -- it should be noted that the

Federal Trade Commission and the Securities and Exchange Commission have

projects, the objective of which is more refined financial data.

Federal Trade Commission 

For many years, the Federal Trade Commission has been publishing on

a quarter-annual basis financial data concerning return on sales and

capital and net worth on 31 industriol classifications. These classifi-

cations, by reason of being limited to 31, naturally cover very broad

industries. For approximately one year, we have been using the results

of this report by the Federal Trade Commission in the screening operation.

For several years, the Federal Trade Commission has been working on

a project whereby it would develop financial data covering smaller segments

of industry. The Federal Trade Commission has developed its own four-digit

classification for industries. These new groupings in contrast to the

present larger groupings, which cover only manufacturing efforts, would

include the non-manufacturing sector of industry. There has been a sub-

stantial amount of industry opposition to furnishing such data to the Com-

mission. Nevertheless, the project now seems to be at the point where the

F.T.C. believes that in the near future this project will generate financial

data from companies' 1973 activities.

Securities and Exchange Commission 

The SEC for several years has required the disclosure in registration

statements of the approximate amount or percentage of total sales and

operating revenues and of contribution to income before income taxes

and extraordinary items attributable to each line of business which
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contributed to certain portions of (1) total sales and revenues or (2)

income before income taxes and extraordinary items. For companies with

total sales and revenues over $50 million, the proportion is 10 percent;

for smaller companies, 15 percent. Similar disclosure is also required

with respect to any line of business which resulted in a loss of 10 percent

or more (or 15 percent or more for smaller companies) of such income before

deduction of losses. The term "line of business" is left largely to the

discretion of management.

Thus, it is concluded that there is a strong probability that significantly

more data will be available for use in making comparisons along product lines

bases, at least to the degree of four-digit classification numbers.

Provisions of Statute and Regulations 

The recommendation of the 'Brooks' Subcommittee concerning renegotia-

tion being conducted on the basis of commodity groupings or product lines

seems to imply that the Board should look at financial data by such group-

ings and thereby could find excessive profits in one or more while at the

same time ignore other groupings with small profits or even losses.

The initial question is, does such a suggestion conflict with the

statute or the Board's regulations?

Section 105(a) of the Act provides that "The Board shall exercise

its powers with respect to the aggregate of the amounts received or

accured during the fiscal year (or such other period as may be fixed by

mutual agreement) by a contractor or subcontractor under contracts with

the Departments and subcontracts, and not separately with respect to

amounts received or accrued under separate contracts with the Departments

or subcontracts except that the Board may exercise such powers separately

with respect to amounts received or accrued by the contractor or subcon-

tractor under any one or more separate contracts with the Departments or

subcontracts at the request of the contractor or subcontractor."

The Board's regulations provide;

(a) "This provisions requires . . . . that renegotiation be

conducted on an over-all basis unless the contractor and
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the Board agree that renegotiation be conducted with respect

to its contracts separately or as two or more groups."

(RBR 1457.1(b))

(b) "General Policy.--Reasonable profits will be determined in

every case by over-all evaluation of the particular factors

present and not by the application of any fixed formula with

respect to rate of profit, or otherwise." (RBR 1460.8(a
))

The foregoing provisionsare, we believe, those responsible for 
the

statement that renegotiation is conducted on an over-all
 basis. Some

seem to have concluded and practiced the theory that 
by reason of over-all

renegotiation, one must, in the case of some contracts or produ
ct lines

with small renegotiable profits or losses, bring such contracts
 or product

lines to a reasonable level of profit before considering exc
essive profits

in other areas of the case. This is said to be without regard to the

circumstances which caused the low profits or losses.

Upon reflection, we believe there is nothing in the statute or 
the

regulations that require such a result if due regard is given t
o the cir-

cumstances which caused the low profits or losses in some product 
lines.

Thus, to accomplish that part of the recommendation of the Brooks'

Subcommittee, is, in our view, only a matter of a policy declar
ation by

the Board and no change would be required in the Act or the reg
ulations.

In fact, such principle has been used in a recent case by the B
oard.

Recommendation: It is recommended that the Board establish such a policy

for the use of the Board's staff and for the information of 
contractors.

Renegotiation Board Procedures 

The Board has long followed the practice in making 
determinations

as to the reasonableness or excessiveness of reneg
otiable profits of

comparing the contractor with other contractors who 
manufacture the same

or substantially similar products or others who fu
rnished substantially

similar services or others who utilized substantially
 similar manufacturing

techniques or technical abilities. The Board has been locating such corn-

41-119 0 - 74 - 8
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parisons by utilizing the four-digit Standard Industrial Classification

number (SIC number).

In addition to utilizing the SIC number for the purpose of locating

possible comparisons within the Board's own files, the SIC number is used

to gain access to "industry" figures from the Statistics of Income published

by the Internal Revenue Service. The word "industry" as used here may be

misleading in that the Internal Revenue Service statistics include within

a given four-digit classification the total figures of a multiple industry

tax?ayer. Such a taxpayer is assigned to that four-digit group which

includes that taxpayer's major product line even though that line may be

only a relatively small portion of the total business.

Thus, the Board has a long history of using as comparisons (1)

financial data of other contractors producing the same or similar products

or (2) financial data from IRS or other sources of an "industry". Of

course, the former is subject to the deficiency that the Board may have

only a few or no comparisons in its files and the latter is subject to

the deficiency ofhe "industry" being so broad in character as to have

limited usefulness.

Reporting Contract Costs and Profits 
on a Contract-by-Contract Basis 

Another recommendation of the Brooks' Subcommittee is that to facilitate

renegotiation on a product line basis, contractors should be required to

report costs and profits on defense contracts over $100,000 on a contract-

by-contract basis. These costs and profits should be audited by Defense

Department auditors prior to submittal.

The concept of contract-by-contract renegotiation was the basis of the

1942 Renegotiation Act. History discloses that such a basis was quickly

abandoned (five months after its initiation) by the 1943 Renegotiation Act

for the current practice of renegotiation on a fiscal year basis. Under

Secretary Patterson testified thereon as follows:

". . . . Excessive profits can be determined more quickly and ac-
curately by an over-all study of a company's financial position
and the profits, pet and prospective, from its contracts taken
as a whole than by analyzing each individual contract on a unit-
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cost basis. In addition, this greatly simplifies the work of the

board and of contractors by reducing the number of renegotiations

by avoiding the necessity of allocating costs among the various

contracts to determine the profit on particular contracts. It is

believed that this method carries out the purpose of the statute,

but it might well be expressly authorized -- and so an amendment

so provides." (Hearings on Section 403 of Pub. Law No. 528 Before

a Subcommittee of the Senate Comm. on Finance, 77th Cong., 2d Sess. -
1942)

Recommendation: In the light of the trial which has already been

accorded contract-by-contract renegotiation, together with the prompt dis-

continuance thereof (5 months), it is recommended that the Board not

recommend initiation thereof again.

As to the audit by Defense Contract Audit Agency, the Renegotiat
ion

Board regularly contacts DCAA for audits of total indirect expenses an
d

amounts allocable to Government business. With respect to direct cost

audits, experience indicates that exceptions by DCAA are minimal and

as a rule such reports are not requested by the Board. The audits of

total indirect expenses and amounts allocable to Government business

are regularly requested and used in the course of processing an assigned

case and in the case of screening every .filing by a member of the 100

largest DOD suppliers.

It might also be noted that there are no DCAA audits available of

competitively bid contracts. In the case of firm fixed price negotiated

contracts, DCAA's involvement is limited to Truth in Negotiation (defec-

tive pricing). Generally, DCAA information is not requested with respect

to firm fixed price subcontracts. In the future, it is anticipated that

DCAA activities with respect to a contractor's disclosure statement under

the Cost Accounting Standards Board requirements will be helpful.

Conglomerates 

One might define a conglomerate as follows: An economic entity

(consolidated) involved in different markets, different production

processes and technologies, and, probably, having different planning

strategies.
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The definition evidences that a conglomerate includes an entity with

multiple product lines.

Conclusion: Thus, it is evident that if the Board concurs in the

above recommendation concerning product line renegotiation, that policy

by its very terms would include conglomerates.

H. M. Chick

2

.//'K. C. Behrens
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Excerpt from Agenda Minutes, Februazy 20, 1974:

THE RENEG0TT=I0 LOARD

Wednesday, February 20, 1974

3. McDonnell Douglas Corporation (Agent) (Consolidated) (1967,

1968 and 1969) 
Class A Cases - Review 

Reference was made to the action of the Board on July 31,

1973 (Minutes No. 1838-11), deferring renegotiation proceedings for

MCDONNELL DOUGLAS CORPORATION (AGENT), consolidated with: ACTRON

INDUSTRIES, INC., Successor-in-Interest to: ADVANCED COMMUNICATIONS,.

INC., TRIDEA ELECTRONICS COMPANY, MCDONNELL DOUGLAS CORPORATION,

Successor-in-Interest to: CONDUCTRON CORPORATION, MCDONNELL AUTOMATION

COMPANY OF COLORADO, MCDONNELL AUTOMATION COMPANY OF TEXAS (formerly

known as MCDONNELL AUTOMATION CENTER OF TEXAS, INC.), "Members of

an Affiliated Group", fiscal year ended December 31, 1967, until the

Board could consider this contractor's 1968 and 1969 fiscal years •

at the same time.

There was submitted to the Board the memorandum dated

February 14, 1974 (Exhibit B), of Mr. Park, Special Assistant to

Mr. Rinehart. Mr. Rinehart served as the Division Chairman in this

case, in connection with the reviews of the recommendations Of the

Western Regional Board that the subject contractor realized excessive

profits in the gross amount of $5,000,000 for the fiscal year ended

December 31, 1967 (the entire amount was allocated to McDonnell

Douglas Corporation), and that the subject contractor realized no

excessive profits for the fiscal years ended December 31, 1968 and

1969. The aforementioned memorandum read, in pertinent part, as

follows. "On the basis of the foregoing and considering all available

information pertaining to these cases, the Division recommends that

the Board enter into an agreement with the contractor that it

realized excessive profits in the FYE December 31, 1967 in the gross

amount of $5 million subject to appropriate tax credits. The

division also recommends that the Board find that the contractor did

not realize excessive profits in the FYE December 31, 1968 and

December 31, 1969. The Board should also direct that a Memorandum

of Decision be prepared for the agreement and findings of no excessive

profit."

Mr. Chase requested the Board to defer the final vote on the 

Division's recommendations until Mr. Rinehart, the Division Chairman,

returned to Washington and was present. In support of his request, 

Mr. Chase advised he desired more time to study certain aspects of 

the case which he felt were of major significance. Discussion 

followed. Mr. Rinehart had informally advised by telephone that he 

wished the Board to act on the recommendations at today's Board 

meeting.
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On motion, the Chairman, Messrs. Houston and Mattingly
voted to approve the Division's recommendations. Mr. Chase dissented
and will state his views in writing in the Memorandum of Decision.

•
A refund agreement will be entered into whereby the Board

and this contractor determine and agree to the elimination of
excessive profits in the amount of $5,000,000 (subject to appropriate
adjustment on account of state and Federal income taxes) for the
fiscal year ended December 31, 1967. The entire amount is allocated
to McDonnell Douglas Corporation. A Clearance Notice will be issued

. to the contractor by the statutory Board for each of the fiscal years
ended December 31, 1968 and 1969. The Board directed that a Memorandum
of Decision be prepared with respect to these cases, a copy of which
will be furnished the contractor.

4. Equipment, Inc. (1966, 1967 and 1968)

Reference was made to the action of the Board On September 13,
1973 (Minutes No. 1844-12), rejecting the offer of EQUIPMENT, INC.,
to enter into a renegotiation agreement for the elimination A excessive
profits in the gross amount of $2,000,000 for the fiscal years ended
December 31, 1966, December 30, 1967 and December 28, 1968, and finding
that this contractor realized excessive profits in the amount of
$6,000,000 (subject to appropriate adjustment on account of state and
Federal income taxes) for the fiscal years indicated. On November 14,
1973, the Board furnished the contractor with a Memorandum of Decision
explaining the basis for the Board's findings of refunds in the gross
amounts of $3,000,000, $2,500,000 and $500,000, respectively, for the
foregoing fiscal years. By letters dated December 13, and 14, 1973,
the contractor's counsel requested other information from the Board
with respect to the Memorandum of Decision the Board furnished the
contractor. The Board replied by letter dated January 31, 1974. By

. letter dated February 14, 1974, the contractor's counsel advised the
Board that the contractor did not wish to enter into an agreement to
refund the aforementioned amounts of $3,000,000, $2,500,000 and.
$500,000, found by the Board to be excessive profits for the subject
fiscal years, respectively.

There was submitted to the Board the memorandum of Mr. Park,
Special Assistant for Mr. Rinehart, Monitor for this case, dated
February 15, 1974, relative to the foregoing (Exhibit C).
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STATUS OF OPINION

Mr. WHITEHEAD. Senator, may I say something?
You referred to the withdrawal of the opinion. There was never a

filing of the opinion. It was in an informal statement, and it was
available to Mr. Chase constantly. We didn't file a formal opinion
until it was dispatched to the contractor without the dissenting
opinion. Therefore the original was available to him and the revised
which contained some figures that brought it up to date, and were not
substantial at all in character.

STAFF PEOPLE RETURNING TO PLANT

Senator PROXMIRE. Will you supply us for the record with the
names of the staff people who went back to the plant after the first
opinion; that is, on or about May 22?
Mr. WHITEHEAD. Yes, sir. I have already done that. I will be happy

to do it again, sir.
[The information follows]
Mr. Robert Moreland
Mr. John Perkowski

STATUS OF DISSENTING OPINION

Senator PROXMIRE. Now Mr. Chase, let me ask you: Did Mr.
Whitehead or did any other member of the Board do anything other
than discuss your reasoning and your arguments for the purpose of
getting you to not file a dissent or to change your dissent?
Mr. CHASE. Well, they were attempting to persuade me to change

my dissent, certainly. That is why they sent the people out to St.
Louis. Yes, indeed, they did.

Senator PROXMIRE. What did that have to do with changing your
dissent?
Mr. CHASE. Not a thing. I never changed my dissent, but I did

expand certain aspects of the original dissent.
Mr. WHITEHEAD. Mr. Houston would like to comment.
Senator PROXMIRE. What makes you think that they sent them out

to change your dissent?
Mr. CHASE. I couldn't answer that.
Mr. WHITEHEAD. Mr. Houston, a Board member, would like to 
Senator PROXMIRE. Mr. Houston, go ahead.

REASONS FOR SECOND PLANT VISIT

Mr. HOUSTON. Senator Proxmire, I would like to indicate that
Mr. Chase is not altogether correct in indicating that the Board did
not issue that memorandum of opinion simply because it wanted to
gather additional information to satisfy him or to cause him to change
his opinion. There was at least one member of the Board, namely
myself, that was interested in some of the points raised by Mr. Chase,
and certainly that was one of the reasons why I was in favor of with-
drawing that particular memorandum of decision.
I would like to indicate also that the sending of an additional staff

person out to St. Louis later on, again was not simply to satisfy
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Mr. Chase. It was also to provide the Board with additional informa-
tion, and in my case I was concerned about whether or not the addi-
tional information gathered would satisfy my own mind regarding the
validity of the majority decision, and it did.
Senator PROXMIRE. All right, sir.
Now, let me ask Mr. Chase how many staff persons of the Board

are assigned to you personally as a member of the Board?
Mr. CHASE. Mr. Davis and Mrs. Lloyd.
Senator PROXMIRE. And what staff resources did you have to assist

you in a case such as this when you find it necessary to dissent?
Mr. CHASE. I beg your pardon?
Senator PROXMIRE. I'm asking you how many staff people you

have available to help you in developing your position and your
opinion and in analyzing the situation and so forth?
Mr. CHASE. Only Mr. Davis and Mrs. Lloyd.
Senator PROXMIR. Only Mr. Davis?
Mr. WHITEHEAD. Senator, each Board member has a special

assistant, and in my case he is designated as the executive assistant.
Mr. Chase has the same accessibility to any staff member, and he has
made use of the staff itself outside his own immediate office.
Senator PROXMIRE. All right.
Let me ask you, Mr. Chase, in your judgment did you have ade-

quate staff assistance in this case, and are there adequate staff resources
generally on the Board?
Mr. CHASE. Must I answer that question?
Senator PROXMIRE. Yes, sir.
You see, one of the functions of this subcommittee is to provide

funds for the Board so that it can do its job, and I think this goes
right to our legislative function and responsibility.
Mr. CHASE. Mr. Chairman, I told you some time ago that I have

limited experience in the specific area of renegotiation, and I did
everything  I could to learn as much about it as I could as soon as
possible. When the McDonnell Douglas case came along, I called on
Mr. Grenough and another gentleman in the office to give me a hand
and advise with me on some of my conclusions. At a later date I was
told that I was not to consult with any member of staff, general
counsel, or any department head, and that left me entirely alone
with my assistant to perform the analysis functions.
Senator PROXMIRE. Now, who told you that?
You said you were told.
Mr. CHASE. The Chairman.
Senator PROXMIRE. Mr. Whitehead told you that?
Mr. CHASE. Yes, sir.
Senator PROXMIRE. Do you remember the date he told you that?
Mr. CHASE. NO, I do not.
Mr. WHITEHEAD. Mr. Chairman, Mr. Chairman.
Senator PROXMIRE. Just a minute, Mr. Whitehead. I want to get

Mr. Chase's response.
Do you have any evidence that he told you that?

LOG

Mr. CHASE. Yes, sir, I have a log.
Senator PROXMIRE. You have a log?
Mr. CHASE. Yes, sir.
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Senator PROXMIRE. Will you make that available for the record?
Mr. CHASE. I'll make that part of it available when the hearings

resume.
Senator PROXMIRE. Fine, that will be acceptable.

USE OF HEADQUARTERS STAFF

Mr. Whitehead.
Mr. WHITEHEAD. Mr. Chairman, never did I tell Mr. Chase not to

utilize the staff for any purpose whatsoever. I did say to him one day,
you are tying up the staff to a great extent on a number of matters,
and it is making it impossible for them to complete the day-to-day
work that comes up. Never was McDonnell Douglas mentioned at
any time.
Senator PROXMIRE. Now, Mr. Whitehead 
Mr. WHITEHEAD. From an administrative standpoint, I've got to

keep the work moving, and the staff cannot be in his office a great
part of their time and complete their own respective responsibilities,
sir.
Senator PROXMIRE. Now, Mr. Whitehead, one of the very vital

functions of the Congress is to see that agencies such as this, if they
are going to remain in existence, do an effective job. You cannot do
an effective job unless members of the staff have access to adequate
staffing. If the staffing is not adequate, you can come to the Congress,
come to this subcommittee—that is our responsibility—and tell us
that you need more funds. And that has been one of the questions we
have been persistently asking here, one of the fights I have been
making for as long as the last 10 years, to provide the Renegotiation
Board with the kind of personnel it needs, the kind of staffing it needs,
so that the personnel can do the job it should do.
Now, it seems to me that Mr. Chase certainly should, in a case of

this enormous dimension and complexity, have an opportunity to
have more than one assistant. Mr. Davis appears to be an extraor-
dinarily competent man, but one man cannot possibly cope with a
situation of this complexity, it would seem to me, within this period
of time.

If you tell a staff member, under these circumstances—and you
just say you told him that he is tying up members of the staff—it
seems to me that any intelligent staff member could consider the
Chairman's responsibility and would be inclined to feel intimidated
that he should not use the staff for the purposes 
Mr. WHITEHEAD. That is absolutely untrue, sir, in all due respect

to you. Mr. Chase used an inordinate amount of the staff's time for
every nitpicking subject that there was that came up. And you can
poll the staff people here now, if you care to. I just feel that if a
staff director is tied up in one Board member's office for an inordinate
amount of time, and for matters which he can gain from his admims-
trative assistant or the administrative assistant can gather, that would
suffice.

Senator PROXMIRE. Let me get a specific answer to this.
Mr. CHASE. Mr. Chairman, I would like to respond to that.
Senator PROXMIRE. All right.
Mr. CHASE. I would appreciate it if you would poll every man here

who is a staffman and ask him how many times I consulted with them.
I was told that I couldn't do this. I must say however, that I agree
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with you as regards the staff. And if the Chairman is going to take
the position that inquiring of the staff about one of the largest defense
contractors in the United States, with $1,623 million in contracts in
1 year, is nitpicking, then I have lost my faith in the renegotiation
process.
Mr. WHITEHEAD. I said "on other business." I never talked to him

about using the staff on McDonnell Douglas. There were other matters
that came to the fore which his administrative assistant could obtain
readily by going to the staff directors or their staffs to obtain such
information. McDonnell Douglas was never mentioned to him, and
I resent very much him implicating—making the record look as if I
am trying to defend a defense contractor. My record is open and clean,
and that is the way it is going to continue to be.
Senator PROXMIRE. Now, may I ask the people who are here today

who are members of the staff of the Renegotiation Board to rise, any
member of the staff to rise.

All right sir; now there are five of you. I am going to ask each of
you—you can all sit down—I am going to ask each of you in turn
whether or not Mr. Chase asked you about these matters in such
detail and with such persistence that it, in your view, made it im-
possible for you or difficult for you to do the job that you feel you
should do.

Let's start right here.
Yes. sir.

POLLING OF HEADQUARTERS PERSONNEL

Mr. LENCHES. My name is George Lenches. I am Director of the
Office of Planning and Analysis. I am not in the line service in the
renegotiation of cases. Mr. Chase has no opportunity to ask me and
he has not asked me anything about it.
Senator PROXMIRE. All right.
Now I am going to ask Mr. Lambert, I hope you will wait for a

little later, Mr. Lambert: I will come to you a little later. I have some
specific questions for you.

Yes, sir.
Mr. GRENOUGH. My name is Donald Grenough. I am the Director

of the Office of Accounting. I have had frequent contacts with Mr.
Chase, as have members of my staff. Inordinate is a relative term,
but I will say that I have spent time and my staff has spent more time
for him in the last 6 months than with other Board members.

Senator PROXMIRE. Do you feel that his inquiries have been nit-
picking and have been so excessive that they did interfere with your
ability to do your job or that of your staff?
Mr. GRENOUGH. I would not use the term "nitpicking," sir; I

would view it as part of a learning process, as I perceived it, from
Mr. Chase's point of view. It was time consuming, and part of it was
relatively mundane, but not all of it; in the sense that he did not have
a background in certain things that other members of the Board had.
Senator PROXMIRE. Did you complain or did other members of your

staff complain to the chairman that you were being bothered
too much by Mr. Chase?

A

A
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Mr. GRENOUGH. No, sir. But it is not—if I may put that in per-
spective, sir—it is not the type of point that I would go to the chair-
man and indicate that Mr. Chase is spending, in my opinion, too much
of my time or my staff's time.

Senator PROXMIRE. Well, in your opinion, was he spending too
much of your time? Taking too much of your time?
Mr. GRENOUGH. No, sir.
Senator PROXMIRE. He was not.
All right, the next gentleman—no, not Mr. Lambert.
You are Mr. Lambert; we want to save you for a little later.
Mr. HARRISON. All right, sir. My name is William Harrison. I am

the Acting Director of the Office of Review.
During the period in question I was the Deputy Director of this

office and was not, therefore, directly connected with and could not
speak for the entire time that members of that staff took with Mr.
Chase. My personal contact has been very minimal with Mr. Chase.

If the Director were here, I'm certain he could answer that question
far better, sir.

Senator PROXMIRE. All right, sir.
Mr. STONE. My name is Harold Stone, Mr. Chairman. I am the

Director of the Office of Administration. It is not a part of my re-
sponsibility to assist in the processing of cases; of the decisionmaking
process; so Mr. Chase would not have any occasion to discuss cases
with me. And in this particular case, he did not.
Senator PROXMIRE. All right.
Let me first ask Mr. Whitehead—did you instruct Mr. Lambert to

not give or to stop giving legal advice to Mr. Chase in connection with
his dissent in the McDonnell Douglas case or in any other case?

ROLE OF GENERAL COUNSEL

Mr. WHITEHEAD. I suggested to Mr. Lambert that he prepare a
memorandum for the Board where a policy was involved, and that the
memorandum be addressed to the Board as a whole, and not to Mr.
Chase, so that we would be well informed as to what is going on. That
is the extent of it, sir.

Senator PROXMIRE. Then I am not sure you answered my question.
Did you instruct Mr. Lambert at any time to not give or to stop

giving legal advice to Mr. Chase in connection with his dissent in the
McDonnell Douglas case or in any other case?
Mr. WHITEHEAD. The answer is no, except that I wanted the rest of

the Board members to have the same information. That was the
qualification.
Senator PROXMIRE. All right.
Mr. Lambert, I know it is distasteful for you to be placed in the

middle. I would like for you to tell us whether Mr. Whitehead or
anyone else on the Board advised, suggested or instructed you to stop
giving or refrain from giving legal advice or other assistance to Mr.
Chase in connection with the McDonnell Douglas case or any other
case.
Mr. LAMBERT. Mr. Chairman, my job is to provide legal counsel

to the Board as a whole, and the individual members of the Board as
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they request it. And I have provided this counsel and made my serv-
ices available whenever that was necessary or whenever it was re-
quested.
Mr. Chase has requested my counsel, as have other members of

the Board.
So, to answer your question, as to whether I was told that I was

furnishing too much assistance to Mr. Chase, I am sorry to say that
the answer is "Yes."
Senator PROXMIRE. All right, now, were you told that you stop

giving or refrain from giving legal advice or other assistance to Mr.
Chase?
Mr. LAMBERT. To refrain from it?
Senator PROXMIRE. Yes.
You have told us now that you were told that you were giving too

much. Were you told to stop giving advice to Mr. Chase?
Mr. LAMBERT. I was told to stop giving legal assistance to Mr.

Chase personally.
Senator PROXMIRE. Was it in connection with McDonnell-Douglas?
Mr. LAMBERT. In connection with anything, sir. And I followed

those instructions.
Senator PROXMIRE. Can you provide us with details as to the dates,

time, place and so forth, to the best of your knowledge?
Mr. LAMBERT. Mr. Chairman, I don't wish to be nonresponsive

and I don't intend to be. I think these are questions which I have a
great deal of difficulty finding the relevance to the subject at hand.
However, it you wish me to continue, I will.
Senator PROXMIRE. Well, let me tell you what the relevance is.
We have a matter of the greatest importance to the taxpayers and

to the country and to the defense of the country. This is a very im-
portant contractor, one of the very biggest, as you know. We have a
dissent here, and I think a dissent which has a great deal of merit.
It may or may not be right, but it has a great deal of merit. And I
think that the capability of a man like Mr. Chase, his ability to be
independent and make his own, arrive at his own opinions, depends
upon the quality of legal advice and other advice and technical
advice and assistance that he can get. In the event that you are not in
a position to provide him with that, if you were told by the chairman
not to do it or to give him less or less than he needs, it seems to me
that the taxpayer is not being well served, the Government is not
being well served; and, in my view, the law is not being properly
executed.
Do you not think that is relevant?
Mr. LAMBERT. Mr. Chairman, I do not disagree with that. I feel

that this is a subject which—it certainly is important to you, or you
wouldn't ask the question—but it certainly puts me and the other
members of the staff in a very awkward position. I think that the
relevancy aspect of the problem is worth stating.
Now, you asked me whether I was told not to furnish additional

assistance to Mr. Chase, and the answer was yes.
As an alternative to that, I offered other members of my staff,

and he said he would wait until I was free to respond to his
requirements.
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USE OF BOARD ATTORNEYS

Senator PROXMIRE. When were you told this? What was the date?
Mr. LAMBERT. Specifically, it was June 21.
Senator PROXMIRE. That was in connection with the McDonnell-

Douglas case?
Mr. LAMBERT. No, sir.
Senator PROXMIRE. All cases?
Mr. LAMBERT. It was in connection with the fact that I was giving

too much assistance to Mr. Chase, and I was advised that it was not
in my best interest to continue to do so.
Mr. WHITEHEAD. Mr. Chairman, may I 
Senator PROXMIRE. Was this not when Mr. Chase was trying to

write his dissenting opinion, his final dissenting opinion?
Mr. LAMBERT. I believe it would be in the same time.
Senator PROXMIRE. Yes; he said July 2 was the time his final

opinion was filed.
All right, now, do you know of any other members of the staff that

were similarly instructed?
Mr. LAMBERT. There were two other members of the Board, sir,

that Mr. Whitehead advised with me who were of the same view,
and I asked who they were.
Senator PROXMIRE. You say of the same view. You are referring to

what?
Mr. LAMBERT. Of furnishing too much assistance to Mr. Chase.
Senator PROXMIRE. Oh, I see; I see.
Now, Mr. Whitehead told you that, or the other members of the

Board?
Mr. LAMBERT. Mr. Whitehead told me that.
Senator PROXMIRE. I see.
Mr. MATTINGLY. Mr. Chairman, if I could speak 
Senator PROXMIRE. Did the chairman threaten to fire you if you

did not stop?
Mr. LAMBERT He said that action would take place.
Senator PROXMIRE. He said he would fire you if you did not stop?
Mr. LAMBERT. Yes, sir.
Mr. WHITEHEAD. May I  respond?
Senator PROXMIRE. Mr. Whitehead, I see you smiling. I think that

is a very, very grave assertion. You men are all under oath. And I
do feel deeply for you; I know this is most difficult. But I would
certainly like an explanation of that, sir.
Mr. WHITEHEAD. Well, let me say again that my instructions to

Mr. Lambert, first of all, were that if he was going to prepare a
memoranda on points of law, that it should be addressed to all of the
Board and not just to Mr. Chase, which he had done on a number of
occasions.
Now, with respect to going down and spending a lot of time with

Mr. Chase on all matters, I did tell him that he was going down there
too much and that he ought to send his staff down there instead.
Now, with respect to his possible dismissal from the staff, there were

three Board members that felt that his work had not measured up to
what it should be, and that he was getting to a point 
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Senator PROXMIRE. Who were the members of the Board?
Mr. WHITEHEAD. Mr. Mattingly and Mr. Rinehart.
And that he was involved in too many policy matters.
Senator PROXMIRE. I am sorry, sir; I did not get the names.
Mr. WHITEHEAD. Mr. Mattingly and Mr. Rinehart.
Senator PROXMIRE. Mattingly, Rinehart and Whitehead, right?
Mr. WHITEHEAD. Right.
Mr. Lambert has a habit of getting into policy matters which do

not concern him. I told him that his job was to determine the legal
sufficiency or insufficiency on matters and let it rest right there. I
found that where I had established an ad hoc committee, he would do
everything that he possibly could to take over and be the big shot on
all committees. We have a very competent staff, and I wanted that
responsibility spread around.

PERFORMANCE OF GENERAL COUNSEL

Senator PROXMIRE. Mr. Mattingly, it has been said that you also
were critical of the work of Mr. Lambert, and you felt he should be
fired if he did not desist in getting into policy matters and confine his
recommendations to legal matters.
Mr. MATTINGLY. Mr. Chairman, I wanted to respond earlier and

put this into perspective that it really was—for several months now,
Mr. Rinehart and I have had the bulk of the cases, simply because of
the carryover before the new members came aboard. We had a ter-
rific amount of work to do.
My discussion with Mr. Lambert was to this extent: he came into

my office to inquire about this matter.
Senator PROXMIRE. You are talking about the McDonnell-Douglas

matter?
Mr. MATTINGLY. I'm not talking about any case in particular.
Senator PROXMIRE. You said about this matter.
Mr. MATTINGLY. About the matter of him spending an inordinate

amount of time in Mr. Chase's office.
Senator PROXMIRE. I see; all right.
Mr. MATTINGLY. I didn't mention anything to him about being

fired, because I don't feel that that is my prerogative to do so. My
concern was that he himself should devote more time to managing his
office, where specific attorneys are assigned to cases, and that those
attorneys be dealt out to the Board members for any information
that they might desire.
Senator PROXMIRE. Did you believe that Mr. Lambert should

be
Mr. MATTINGLY. There was no 
Senator PROXMIRE. Let me just ask, did you believe Mr. Lambert

should be discharged for not doing a good job?
Mr. MATTINGLY. I never said that, Mr. Chairman.
Senator PROXMIRE. Did you believe it?
Mr. MATTINGLY. Did I believe it?
Senator PROXMIRE. Yes, sir.
Mr. MATTINGLY. At this time, I have no opinion on that, sir.
Senator PROXMIRE. All right; go ahead.

a
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Mr. MATTINGLY. The only opinion that I do have is, as I was trying
to state, that he was spending an inordinate amount of time in Mr.
Chase's office. I also, in my conversation with him, stated that Mr.
Grenough was spending an inordinate amount. I also said that I had
several cases that I had been trying to get out of Mr. Grenough's
office, and I think he will have to admit that that is the case, and they
were some big ones, too. When you talk about McDonnell-Douglas, I
have one on IBM, that I am the chairman of the case; and I think I
would have to support the chairman's view, perhaps my verbiage
would be different, but it is a matter of managing the personnel that is
available there.
Now, in the Office of Review, for example, it is very seldom that any

one of us would get Mr. Chick, as such, as the Director, or Mr. Har-
rison, who is now the Acting Director, in their offices. We would try to
utilize the reviewer that had been assigned to the case.
So, in my opinion, it is a matter of management. Now, I never

mentioned any word of firing Mr. Lambert or any such thing, and I
think he would have to attest to that. As a matter of fact, I said,
merely as a guidance to you, that I think that you should spend your
time delegating this authority to others.
Senator PROXMIRE. Mr. Rinehart.
Mr. RINEHART. Mr. Lambert came to see me on this same matter,

and I merely suggested this to Mr. Lambert--
Senator PROXMIRE. He came to see you again on what matter?
Mr. RINEHART. On the matter of 
Senator PROXMIRE. The Chairman having told him not to provide so

much time to Mr. Chase?
Mr. RINEHART. Yes. And I merely suggested that we have Mr.

Lambert—and he has, I believe, five or six lawyers in his staff—and in
my opinion, his job was to assign a lawyer on a particular case and not
try to answer all of the questions himself for every member of the
Board. And the reason I made that statement—we have many cases,
as you know, a big backlog, and legal has a big backlog that they have
not caught up with; and I merely suggested to him that he should not
get involved in policy procedure, in policy matters, but administer the
legal staff.

LEGAL ADVICE TO BOARD MEMBERS

Senator PROXMIRE. Well, it seems to me—I construe your answer—
I do not want to be unfair—that the General Counsel should give
general counsel on legal matters to all members of the Board. Is that
unfair?
Mr. RINEHART. NO, you misunderstood me.
Senator PROXMIRE. All right, what were you saying?
Mr. RINEHART. I am saying that Mr. Lambert, if he has an attorney

assigned to a case which I am handling, does not have to be in my
office every time I need a lawyer. I expect the attorney that is assigned
to a given case to give me whatever assistance I need.

Senator PROXMIRE. Now, let me ask you this, though: If Mr.
Lambert—I presume one of the reasons he is the legal counsel is
because he is a highly competent lawyer—at least somebody must
have thought so. And I am impressed by his qualifications. If the
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headman comes in to see a member of the Board, I cannot think of a
more important responsibility that he has than to see members of the
Board. That is his function; that is his responsibility; is that not
correct?
Mr. RINEHART. I am not questioning his competence. If Mr. Lam-

bert can take care of the whole workload, then we don't need six other
lawyers; that is my point.

Senator PROXMIRE. Did you think that Mr. Lambert should be
discharged?
Mr. RINEHART. I never said he should be discharged.
Senator PROXMIRE. All right, now, that is a direct 
Mr. Whitehead, I understood you to say that you were joined by

two other members of the Board, so the three of you agreed that unless
Mr. Lambert desisted from this kind of activity, that he should be
discharged.
Mr. Mattingly and Mr. Rinehart have both denied that. And

neither did they both have an opinion that he should be discharged.
Mr. WHITEHEAD. Well, we discussed the matter of replacement,

and when you discuss a matter of replacement—I told Mr. Lambert
that there were 2% votes against him, and that he ought to go see
Mr. Rinehart and Mr. Mattingly and discuss this thing. And that he
was not devoting the full amount of time to the supervision of the
general counsel's office, and that if this did not occur and he didn't
delegate responsibility, that we would have to look elsewhere for a
replacement. And that essentially was the understanding that was
the gist of the discussion that I had with Mr. Mattingly and Mr.
Rinehart.
Senator PROXMIRE. Mr. Mattingly and Mr. Rinehart—they can

correct me if I am wrong—have just indicated that they had no opinion
and that they had made no statement that Mr. Lambert should be
fired or discharged or that they should look elsewhere or anything of
the kind. They had an opinion on the time that he spent; they may
have been critical about it, but 
Mr. WHITEHEAD. I have stated my answer, and I know that I am

under oath; and that is the discussion that we all three had. I men-
tioned it several times.
Mr. LAMBERT. Mr. Chairman 
Mr. CHASE. Mr. Chairman 
Senator PROXMIRE. Let me—Mr. Lambert, and then I will come

to you, Mr. Chase.
Mr. LAMBERT. I am very concerned that the line of testimony has

taken this course, which I think has put me in a very embarrassing
position. I want to say, though, that in this discussion I had with Mr.
Whitehead, it was very clear that, as he said, there was 2% votes, and
that he was the swing vote on it. And I asked him if I could discuss
this matter, because we were talking about performance, talking
about what he termed as "decentralization of my operation." And I
wanted to talk to Mr. Rinehart and Mr. Mattingly about it, to discuss
it and to see what improvements could be made. And I might say
here that every one of my attorneys is assigned to a case, and all cases
that these gentlemen have, have an attorney assigned to them. And
he reviews the legal status of the work with me, and I supervise it,
along with my deputy. So, in terms of my being involved in every

•
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situation, that is not so. But Mr. Whitehead, after I asked him if I
could see these two gentlemen and discuss with the other Board
members the general operation—because after all, I'm in a service
position and attempting to meet their requirements. He told me at
that time that he would have to talk to them before he could give me
clearance to meet with them.
He called me up—I think our first discussion was on a Friday—

Monday morning and said I could go and talk to Mr. Rinehart and Mr.
Mattingly.
Senator PROXMIRE. Now, before I call on Mr. Chase, let me say this

appears to me to be a very clearcut case of intimidation of a civil
servant. Mr. Chase was writing a dissent which you and other mem-
bers of the Board did not like. And it seems to me that there was a
clearcut documented attempt to strip him of the kind of legal assist-
ance and other assistance he needed in order to do the job.
Mr. Chase.
Mr. WHITEHEAD. I can't agree with that at all, Senator.
Senator PROXMIRE. I did not expect you to.
Mr. HOUSTON. Senator Proxmire.
Senator PROXMIRE. Yes.

PERFORMANCE BY GENERAL COUNSEL

Mr. HOUSTON. I would like an opportunity to say something about
our general counsel.

Senator PROXMIRE. Mr. Houston, yes sir.
Mr. HOUSTON. As indicated, I was not one of the three that had any-

thing to do with the discussion that we have just heard about this
morning. As a matter of fact, this is the first time that I have heard
about it. I knew that there was some concern about the amount of
legal and staff time being spent in Mr. Chase's office, but this is the
first time that I have heard anything of the type that was presented
this morning.
I would like to say that in my opinion, our general counsel is ex-

tremely competent. And in addition, he does possess certain qualities of
management which are necessary in order to operate an office of gen-
eral counsel within a Federal Agency. I have had some experience in a
very large and complex Federal Agency, the Department of Health,
Education, and Welfare, as well as experience within a corporation in
private business. It is my judgment that Mr. Lambert not only pos-
sesses the qualifications and background necessary, but is an able
manager. And I want to emphasize it because I think that that point
is extremely important as we evaluate the effectiveness of the Board as
a whole.
I would like to point out—and this alludes to an earlier point that

you made today 
Senator PROXMIRE. Before you go on to that point, let me just ask

Mr. Mattingly and Mr. Rinehart do you disagree with what Mr.
Houston has just said about the ability of Mr. Lambert as a manager?
I think this is very critical here, if we are going to arrive at a conclusion.
Mr. MATTINGLY. Personally, I do not believe that I was put in that

position to answer that particular question. The matter at hand was
the utilization of the time that was going on, and that was the point I
was concerned with.
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In the matter of setting policy and some of these objectionable
things that perhaps might be wrong, if that sort of thing continued out
of his office, perhaps I would even support replacement. But that was
not the point I was concerned with at all. The point I was concerned
with was the better utilization of the time, not only in his office, Mr.
Chairman, but in the office of accounting—particularly those two.

Senator PROXMIRE. Mr. Rinehart, did you want to comment on
Mr. Houston's statement?
Mr. RINEHART. I do not want to say that Mr. Lambert isn't a

competent lawyer and competent in running an office. My point is this:
he cannot supervise six lawyers on his staff and spend as much time
with the other four Board members as he does with Mr. Chase. He
wouldn't have any time. My point was this: as our chief legal office
to the Board, he should assign more of this work to his own staff. I
have no questions about his ability.

Senator PROXMIRE. Mr. Houston, would you like to respond?
Mr. HOUSTON. Mr. Chairman, one very important point that I 4

would like to make—and I think Mr. Rinehart makes a point that
leads right into this—is that in my opinion the General Counsel's
office is understaffed. It is far understaffed. In my opinion, the entire
staff of the Board is too small. I was not a member of the Board at the
time action was taken on the last budget. I feel that it is altogether
too small. I would be glad to discuss that if the time presents itself,
and it is my intention to discuss these matters appropriately when
the matter of the 1976 budget comes before the Board for action.
Senator PROXMIRE. Thank you very much.
Mr. WHITEHEAD. Mr. Chairman?
Senator PROXMIRE. Yes, sir?
Mr. WHITEHEAD. No. 1, I would like to have you ask—or I will

ask him—the Director of the Office of Administration, if Mr. Lambert
is not an employee appointed by the Board without regard to civil
service regulations and one whose salary is also established by the
Board. That is the first point I would like to make.
Senator PROXMIRE. Let me ask you, why do you make that point,

sir, as to whether or not you could 
Mr. WHITEHEAD. I'm not SO sure. You refer to him as a civil service

employee, and I do not know whether he is or not, because his
salary 

Senator PROXMIRE. No, I said he was a civil servant. I consider
myself a civil servant too.
Mr. WHITEHEAD. Well, so do I. I thought you were implying that

he was under civil service.
Senator PROXMIRE. No, I did not mean that issue at all. I am glad

you clarified that.
HEADQUARTERS STAFFING

Mr. WHITEHEAD. OK.
Now, the second thing is, with respect to the possibility of in-

creasing the budget for 1976, I received from the Office of Management
and Budget this morning or yesterday morning, a letter in which
they stressed the austerity of our budget for 1976, and they want us to
keep it at the 1975 level.
Now, we do what we can. We have just gone through 1974. And I

am sorry, when you made your statement on the floor a couple of
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weeks ago that you did not point out that in 1974 we collected more,
we assessed more excessive profits than in any year in the past 15
years, and it is a doggone good record. We are all very proud of it.

Senator PROXMIRE. I think the McDonnell Douglas case is a case of
why they want to keep it small. The defense budget isn't going to
be kept at the same level in 1976, you can bet your last bottom dollar
on that. At least, that's not going to be the recommendation. Congress
may succeed in acting otherwise, but the recommendation will be—
that will go up very sharply, as it did this year.
And if that goes up, I don't see any alternative. If you're going to

have a Board—there's a strong case for not having a Board at all—
but if you're going to have a Board, you ought to have the adequate
staff and the adequate capabilities so they can do the job.
Mr. Chase?
Mr. CHASE. Mr. Chairman, may I have a moment?
Senator PROXMIRE. Yes, sir.
Mr. CHASE. I really am distressed at the indictment that has been

given to Mr. Lambert here this morning by the chairman. In my

opinion I have been associated with him, as I have with the Division

Chairman, Division Directors, since October 10, 1973. He is a man of

quality; he gets along with people. In all of that time, I have never

once heard him discuss a policy matter per se. But when, indeed, a

policy matter is brought to his attention at a Board meeting, he would

speak out on that policy matter as it pertains to the legal conse-

quences. And I defy any man to say that this man is not one of honor

and great expertise in his field.
Now, I have to call to your attention that I only called on Mr.

Lambert in the early stages of my need for legal information. It should

be pointed out, sir, that Mr. Lambert was the attorney for the

McDonnell Douglas case. He was assigned as the attorney, and I

was deprived of his service, and I had to call upon members of his

staff who were not well acquainted with McDonnell DouglTs.
And I would like, moreover, sir, to point out one other thing. My

office is at the other end of the building from the other members of

the Board, and it would appear that they have great knowledge about

how much time these people spent in my office. I wonder if they had

someone there monitoring the ins and outs of Mr. Lambert, Mr.

Grenough, and Mr. Harrison and Mr. Chick and others.
I assure you, Mr. Chairman, that Mr. Grenough, since October 10,

has not been in my office a half a dozen times, and members of his

staff have not been in my office more than five or six times for reasona-

ble discussions on the various cases with which I have been associated.

And I am confident that a great harm has been done to Mr. Lambert

here today, and I hope that, for the record, this, to some measure,

will espouse at least my high regard for him, as Mr. Houston has said.

Senator PROXMIRE. That is a very, very useful statement.

ADEQUACY OF LEGAL STAFF SUPPORT

Mr. WHITEHEAD. May I clarify?
There was no monitoring of Mr. Chase's office whatsoever.

Senator PROXMIRE. If there's no monitoring, Mr. Whitehead, how

can you clarify the facts he has given us?
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He has told us the number of times Mr. Lambert has been in his
office, the number of times others have been there, and it seems to me
that is kind of an objective factor. You cannot dispute it. It seems
to me it would stand up against any generalized argument that is
being made.
Mr. WHITEHEAD. Over a period of time this has come to me from

staff that he was utilizing the staff 
Senator PROXMIRE. All right.
What staff? Can you identify the staff?
Will they give us 
Mr. WHITEHEAD. The legal—Mr. Lambert's time, accounting time,

accounting office time.
Senator PROXMIRE. Let me just say—I am going to call on Senator

Mathias in just a minute. Let me just say I just asked the members
of the staff who are here, and they have denied that.
Mr. WHITEHEAD. All right.
Senator PROXMIRE. The closest we came was 
Mr. WHITEHEAD. I wouldn't raise the question if it wasn't

reasonable.
Senator PROXMIRE. Well, Mr. Grenough did say that he spent a

substantial amount of time, but he did not indicate that it was
excessive or nitpicking. He said that it was a learning process.
Mr. WHITEHEAD. I'm not talking about McDonnell Douglas. I'm

talking about the utilization on all matters.
Senator PROXMIRE. I'm sorry.
Senator Mathias.
Senator MATHIAS. Mr. Chairman 
Mr. WHITEHEAD. It's an administrative responsibility, and I did

what I thought was right. I thought that there should be less personal
attention given to Mr. Chase, and in the case of where opinions were
written, which the chairman did write, and the cases where Mr.
Lambert did write opinions for Mr. Chase, I pointed out to him that
I thought that they should be made to the attention of the entire
Board and not to Mr. Chase alone.
Senator PROXMIRE. Senator Mathias.
Senator MATHIAS. Mr. Chairman, I would like to just inquire of

Mr. Lambert the kind of methods that they use to divide up the
available legal services.
Did you assign the attorneys to the different cases?
Mr. LAMBERT. Yes, sir.
Senator MATHIAS. And an attorney was assigned to a case and not

to a member, is that correct?
Mr. LAMBERT. Pardon?
Senator MATHIAS. The attorney was assigned to the case and not

to the member?
Mr. LAMBERT. Yes, they are assigned to the chairman of the

Division hearing the case.
Senator PROXMIRE. The question of Senator Mathias was, the

attorney would be assigned to a particular case but not to the member
of the Renegotiation Board?
Mr. LAMBERT. No, sir. He would be assigned to the Division

hearing the case. There would be an attorney, an accountant, and a
renegotiator, and he is a part of that group. He is at the call of the

4
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chairman of the Division and he provided him with legal assistance—
if there are legal problems, the chairman or a member of the Division
would call on him to discuss any legal issues. In some instances, they
might call on me. I would send him. or I would go with him.

There are many legal questions affecting policy which arise in these
matters, Senator—where there is not a uniform position.
Senator MATHIAS. Now, the point I want to get to is, how many

people would have normal access to an attorney's time while he was
working on a case, a typical case.
The chairman of the Division and other members of the Division,

is that right?
ASSIGNMENT OF ATTORNEYS

Mr. LAMBERT. That's right. On call.
Senator MATHIAS. On call.
Mr. LAMBERT. Absolutely.
Senator MATHIAS. And if it happened that the full Board was sitting

as a Division, then the full Board would have access to that attorney?
Mr. LAMBERT. That's right.
Senator MATHIAS. And they should each have a reasonable oppor-

tunity to have access to that attorney?
Mr. LAMBERT. They have the opportunity to have full access to

the attorney assigned to the case. They have full access to any of the
lawyers in the office.

Senator MATHIAS. So you had how many people consulting a given
attorney about a given case?
Mr. LAMBERT. Consulting the attorney, sir?
Senator MATHIAS. Yes.
Mr. LAMBERT. Well, normally, you mean the number of cases that

were assigned to one attorney?
Senator MATHIAS. No. We're talking about one typical case. You

would have each member of the Board who would be calling him up
about it or asking him to come see them about that case.
What about the acountant?
Would he have to consult with the attorney?
Mr. LAMBERT. If there was a legal question that involved account-

ing, then they would get together and discuss it. There is nothing
unusual about the method of operation.

Senator MATHIAS. What I'm trying to find out is, how many people
had access to that attorney's time during a typical case?
Mr. LAMBERT. It would depend on the complexity of the case and

depend on what the legal issues were, if there were any. It is that
attorney's job to monitor that entire case all the way through.
Senator MATHIAS. So if all the members of the Board were sitting

as members of the Division, plus the accountants, plus the negotiators,
you would have six, seven, eight people who would be consulting
that attorney about that case?
Mr. LAMBERT. Normally, the cases are developed by the staff, so

there would initially be possibly three staff people immediately in-
volved plus the staff assistants of the Board members and then as the
case developed through conferences with the Board members the
number of people in contact with the attorney could increase. So I
don't believe it is quite as extensive as you suggest but that there could
be eight people contacting the attorney.
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Senator MATHIAS. That's what I'm trying to get at.Mr. LAMBERT. It doesn't operate to that extent, although it could.Senator MATHIAS. Did it operate that way in the McDonnell Douglascase?
Mr. LAMBERT. No, sir. There was only one attorney. I was the at-torney on the case, and I used some of my assistants occasionally, butbasically I was the man.
Senator MATHIAS. How many people were calling you for advice andcounsel and legal judgments on the case?
Mr. LAMBERT. On McDonnell Douglas?
Senator MATHIAS. Yes.
Mr. LAMBERT. I would say the request for legal assistance at thestaff level was more than from the Board members.
Senator MATHIAS. Do you keep timesheets?
Mr. LAMBERT. NO.
Senator MATHIAS. You do not?
Mr. LAMBERT. No. We really have to be too flexible by the verynature of our supporting activity, so that I don't think that would bepractical.
Senator PRO XMIRE. Gentlemen, there is a rollcall, and it is 12:15. Iam going to suggest that we recess until 10 o'clock tomorrow morning,and we will reconvene.
We have gotten into such very vital material that I think we simplyhave to go right ahead with this, so we will recess now until 10 o'clocktomorrow morning.
Mr. WHITEHEAD. Senator, may I ask if we could carry it over untilMonday morning? I have reservations to leave for the coast at 5o'clock this afternoon. It is in connection with the relocation of ouroffice in Los Angeles. This is the third postponement, and I woulddeeply appreciate the opportunity of fulfilling Senator PRO XMIRE. Well, we can't possibly meet on Monday morn-ing.
Mr. WHITEHEAD. Could we meet Tuesday morning, or someday atyour convenience next week?
Senator PRO XMIRE. We'll have to do it to the call of the Chair. Wecannot meet Monday morning.
These days are tremendously crowded for all of us, and I have hadto make a cancellation in order to make it Friday morning. If we can'tmeet then, we will meet subject to the call of the Chair. We'll try towork out a time that is convenient.
Mr. WHITEHEAD. Mr. Chase is leaving tomorrow for a month'sleave.
Senator PRO XMIRE. You're leaving tomorrow?Mr. CHASE. Mr. Chairman, my wife is a Norwegian, and wehave 
Senator PRO XMIRE. You've made the strongest argument I've heardyet. Our State is a Norwegian State of the Union, you know, Wis-consin.
Mr. CHASE. No, I think Washington State is.Senator PROXMIRE. No, no, no. They are second.Senator MATHIAS. Mr. Chase, never argue with the court.Mr. CHASE. Mr. Chairman, in February, my first wife's relativessaid they would come here, and they are going to be here on Satur-
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day. And we have a little summer place up in the San Juan Islands,
and they're going to be here 5 days. And I have been planning it
since February.

Could we not maybe adjourn until this afternoon?
Senator PROXMIRE. We have a markup, unfortunately, this after-

noon.
I will tell you, we are going to meet. Maybe we'll meet on a Satur-

day or a Sunday or a Sunday afternoon, or something like that.
Mr. WHITEHEAD. That's all right.
Senator PROXMIRE. We will meet, and we will meet soon. But we'll

have to meet at the call of the Chair.
Mr. CHASE. But I have to leave tomorrow.
Mr. WHITEHEAD. Do I understand that the meeting will not 
Senator PROXMIRE. Mr. Chase, you can go. We will not meet in

the next 4 or 5 days.
You say you'll be gone for 5 days?
Mr. CHASE. I was going to be gone for a month, but I will come

back.
Senator PROXMIRE. All right. That is fine.
We will accommodate your Norwegian wife by not meeting for the

next 4 or 5 days.
Mr. WHITEHEAD. Do I understand, Senator, that we will not, then,

meet this afternoon?
SUBCOMMITTEE RECESS

Senator PROXMIRE. We will not meet this afternoon. We'll meet at
the call of the Chair.
Mr. WHITEHEAD. At the call of the Chair?
Senator PROXMIRE. That's right. We'll wait until you get back from

the coast.
Mr. WHITEHEAD. Thank you very kindly.
[Whereupon, at 12:18 p.m., Thursday, July 25, the subcommittee

was recessed, to reconvene at the call of the Chair.]
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HEARING PROCEDURE

Senator PROXMIRE. The subcommittee will come to order.
I apologize for being late. We have had a series of votes on the floor;

we are going to have another vote in about 10 minutes or so and it is
going to be that kind of a day, unfortunately.

(133)
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This afternoon we are resuming hearings on the Renegotiation
Board which were recessed on July 25, 1974. All members of the Board
and several staff members have been invited and testimony will be
given under oath as it was on July 25.
I am informed that one Board member, Mr. Rex M. Mattingly, has

taken a month's vacation in Europe and is absent from the hearing for
that reason.

RASIJMA OF CASE HISTORY

These hearings were begun as an inquiry into the handling of two
cases involving McDonnell Douglas and other recent decisions by the
Board. In each of the two McDonnell Douglas cases one Board mem-
ber dissented from the majority opinion. The dissents, filed by Mr.
Goodwin Chase, allege that the majority vastly understated the
amount of excessive profits retained by McDonnell Douglas for the
fiscal years 1967, 1968, and 1969.
The majority found that the company had $5 million in excessive

profits for 1967 and no excessive profits for 1968 and 1969. Mr. Chase
asserts that the company should have been charged with at least $15
million in excessive profits for 1967, at least $16 million for 1968, and
an additional indeterminate amount for 1969.

According to Mr. Chase, the Board failed to exercise its obligation
to examine information essential to an accurate determination of
excessive profits, permitted the company to offset the high profits of
one of its divisions with the low profits of subsidiary divisions, and
conducted only a superficial probe.
Some of these charges were discussed at the previous hearing. I

hope we can complete that discussion without unnecessarily going
over the same ground covered before, but I realize there will be some
overlapping.

Several other matters have been brought to the subcommittee's
attention since July 25, and I will go into at least some of them today.
Before we begin the questioning, I want to make a brief comment.
As a government, we seem to be stuck in the age of the captive

regulatory agency. Scandal after scandal have shaken Washington
in recent years. These scandals concern the lack of enforcement or
the poor enforcement of government regulations. They concern
conflicts of interest, favoritism, sophisticated and crude forms of
corruption.

Corruption or lack of diligence in the regulatory agencies has become
so commonplace that many people believe, rightly or wrongly, that
the agencies are dominated by the private groups they are supposed
to regulate. As a result, people are losing faith in the ability of the
Government to regulate fairly. In my view, recent calls for the repealof regulatory laws is not unrelated to this situation. In addition, the
public is bound to be poorly impressed with the ability of congres-sional committees to properly perform its oversight responsibilitieswith regard to the executive agencies.
It is no secret that I am appalled at the recent work of the Rene-gotiation Board. What transpired at the July 25 session added to myconcern. There is strong evidence in that testimony that at least oneGovernment employee has been improperly intimidated by the headof this agency. I have decided, after studying the record, to turn this
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matter over to the Civil Service Commission and the
 Justice Depart-

ment for a full investigation. I may take other ste
ps after the con-

clusion of today's proceeding.

OATH TAKEN BY WITNESSES

Now, will the members of the Board and sta
ff members of the

the Renegotiation Board please rise? I will ask 
you to raise your

right hand.
Do you solemnly swear that the testimony you w

ill give today will

be the whole truth and nothing but the truth, so
 help you God?

Mr. WHITEHEAD. I do.
Mr. RINEHART. I do.
Mr. CHASE. I do.
Mr. HOUSTON. I do.
Mr. GRENOUGH. I do.
Mr. CHICK. I do.
Mr. STONE. I do.
Mr. LAMBERT. I do.
Mr. LENCHES. I do.
Mr. HARRISON. I do.
Mr. REED. I do.
Mr. DAVIS. I do.
Mr. PARK. I do.
Senator PROXMIRE. All right, gentlemen.

Mr. Whitehead.

RESIGNATION OF CHAIRMAN WHITEHEAD

Mr. WHITEHEAD. Good afternoon, sir.

Senator PROXMIRE. Good to have you here.

According to this morning's Washington Post, y
ou have submitted

your resignation to the President, and it is to be 
effective December 31,

1974.
Have you submitted your resignation, and 

has an effective date

been set?
Mr. WHITEHEAD. Yes, sir. I have asked that I

 be given retirement

as of December 31, 1974. I have 18 years of 
Government service, and

that date was mutually agreed on, although I
 have had no response

from the White House as of yet, or the Presid
ent.

Senator PROXMIRE. SO, it is your wish, alt
hough as you say you

have had no response from the President, it is 
your proposal that you

resign as of December 31, 1974; is that corr
ect?

Mr. WHITEHEAD. It was mutually agreed to,
 yes sir, by the staff

people with whom I have been talking at the 
White House.

Senator PROXMIRE. But you said that you 
had no response from

the President.
Mr. WHITEHEAD. I wrote a letter requesting 

retirement, and I have

not as yet received a  written official reply.

Senator PROXMIRE. When you say it has been
 mutually accepted 

Mr. WHITEHEAD. Mutually agreed.
Senator PROXMIRE. With whom was the a

greement made?
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Mr. WHITEHEAD. A representative on Governor Scranton's staffwho is handling personnel matters now, Secretary Beal, former UnderSecretary of the Army.
Senator PROXMIRE. When was that agreement reached?Mr. WHITEHEAD. Last week sometime, I do not know which day,Wednesday or Thursday.
Senator PROXMIRE. That is you say, General Beal or Mr. Beal?Mr. WHITEHEAD. They call him—
Senator PROXMIRE. Former Under Secretary?
Mr. WHITEHEAD. Yes. Mr. Ted Beal.
Senator PROXMIRE. Mr. Ted Beal. I see.Mr. WHITEHEAD. I knew him when he was Under Secretary, slightly,and that is the reason I alluded or referred to him as Secretary.Senator PROXMIRE. But there has been nothing in writing to confirmthis is it an oral agreement?
Air. WHITEHEAD. No, I wrote a letter, but have not as yet receiveda reply.
Senator PROXMIRE. But you said you have had no response inwriting.
Mr. WHITEHEAD. I have had no reply.Senator PROXMIRE. In writing?
Mr. WHITEHEAD. That is correct. Yes, sir.Senator PROXMIRE. So the understanding you have with Mr. Bealis simply an oral understanding between you and Mr. Beal, is thatright?
Mr. WHITEHEAD. No, I was told the other day that the request forretirement went forward to the President and it has not yet comedown from his office.
Senator PROXMIRE. Who told you that?
Mr. WHITEHEAD. Mr. Beal and Mr. Mayer, this morning.Senator PROXMIRE. That means that you would be serving through-out the rest of this month, throughout November and throughoutDecember, with the understanding that you would be leaving officeon December 31.
Mr. WHITEHEAD. That is my understanding, yes, sir.Senator PROXMIRE. Do you think this is a wholesome and effectivesituation for the agency to have you acting, in effect, as a lameduck,during this period?
Mr. WHITEHEAD. I expect no serious repercussions regarding thatarrangement.
Senator PROXMIRE. Mr. Chase, I mentioned the matter of allegedintimidation of the staff in my opening remarks. On July 25 you test-ified that Chairman Whitehead told you not to consult with anymember of the staff, General Counsel, or department head, and thatyou noted the date of this conversation in your log.

STAFF SUPPORT
Mr. CHASE. Yes, I did.
Senator PROXMIRE. A letter was received from your office statingthat the date in question was July 2, 1974. First, I want to know, isthat the correct date?
Mr. CHASE. According to my log, it was, Mr. Chairman.
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Senator PROXMIRE. And can you tell us the circumstances and
details recorded in your log of your conversation with Mr. Whitehead?
Mr. CHASE. Yes, I have.
Senator PROXMIRE. What were the circumstances?
Mr. CHASE. Just an-outright statement that I was not to make

further use of the staff, the professional staff, and that if I had any
questions to ask they should be directed through my assistant,
Mr. John Davis. I said that was not acceptable to me.
Senator PROXMIRE. Now, you have those notes in your logs to

confirm that? '
Mr. CHASE. Yes, I do.
Senator PROXMIRE. Can copies of that be made available to the

subcommittee?
Mr. CHASE. Yes, indeed.
Senator PROXMIRE. I hope that you will make those available.
[The information follows]
Excerpt from Mr. Chase's log of July 2, 1974:
I told Lambert Whitehead had later ordered me not to seek staff help hereafter

without his prior approval—that Davis should seek out info.

INTERPRETATION OF STATEMENT

Senator PROXMIRE. Did you interpret Mr. Whitehead's statement

as an effort to interfere or impede your actions with regard to the

McDonnell-Douglas case or any other case pending before the Board,

or as an attempt to prevent you from performing your responsibilities

as a member of the Board?
Mr. CHASE. Unquestionably in my judgment, that was the motive.

I have been without the benefit of our professional staff with the

exception of those times that Mr. Grenough referred to, that Mr.

Lambert referred to, and that others referred to, at the July 25

hearing here.
Senator PROXMIRE. Well, was there any other way that you could

interpret the statement of Mr. Whitehead?
Mr. CHASE. I think you can just say that I was by myself with the

help of my assistant. With the exception of those times I referred to,

Mr. Chairman, I do not know how else I could interpret it.

It made it extremely difficult for me, because I am not a technically

experienced person in the field of renegotiation of excessive profits.

Senator PROXMIRE. Mr. Whitehead, have you any comment at a
ll

on this?
Mr. WHITEHEAD. I certainly do, sir. I appreciate your asking me

to comment.
In the first place, I am under oath and I tell you without equivo-

cation that I never told him not to use any of the staff officers. T
he

thing that concerned Mr. Mattingly, Mr. Rinehart, and myself 
was,

he was tying up and unduly utilizing time of the senior staff o
fficers

to such an extent that other Board business was suffering.

No one ever told him that he could not use the staff officers. He 
was

using them for unduly long periods of time, and quite frequently.

Senator PROXMIRE. Now, Mr. Chase, as has been noted, was a ne
w

member of the Board. He had not had experience. He needed 
staff

assistance, and in view of the fact that he has a log which he is offe
ring
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as evidence to confirm his position, do you have any contrary evidence
to confirm what you told 
Mr. WHITEHEAD. I have two signed statements, one from Mr.

Mattingly and one from Mr. Rinehart, in which they both complain
about the overindulgence in the use of staff officers by Mr. Chase.
Senator PROXMIRE. Were either of these gentlemen present when

you talked with Mr. Chase?
Mr. WHITEHEAD. NO, sir.
Senator PROXMIRE. Would you submit those statements for the

record?
Mr. WHITEHEAD. I would be happy to, sir.
[The statement follows:]

THE RENEGOTIATION BOARD
Date: September 23, 1974.
To: William S. Whitehead, Chairman
From: D. Eldred Rinehart, Board Member
Subject: Extension of Remarks at Hearing on Thursday, July 25th, 1974, beforethe Subcommittee on Housing and Urban Development, Space Science,Veterans and Certain Other Independent Agencies, Committee on Appro-priations, United States Senate. (See transcript: page 1406, line 17 throughpage 1408, line 7.)
On several occasions during the Spring, I discussed with the Chairman myconcern about what I felt was the misuse of our staff by Board members. At alater date, I brought this question to the attention of the Board at a regularBoard meeting. I stated at that time that, in my opinion, the Board memberswere calling on staff—particularly Mr. Lambert, General Counsel; Mr. Chick,Director, Office of Review; and Mr. Grenough, Director, Office of Accounting—for information and assistance far in excess of that required for ordinary casework, thereby contributing to the delay in moving the backlog of cases.Subsequent to the Board meeting, in regard to one of the cases on which I wasserving as Chairman of the division, it was necessary for the division and theOffice of Review to have a legal opinion in regard to salary disallowance beforeproceeding with the case. After what seemed to me an unusual delay, the matterwas discussed with the Chairman, and I advised him that I was concerned aboutsuch delays in the Office of General Counsel. I suggested to the Chairman thathe bring this matter to the attention of Mr. Lambert as I felt that I, as a Boardmember, individually, could not be issuing orders concerning the Office of GeneralCounsel and the delegation of staff time. I told him I would support him in what-ever steps were necessary in order to correct the situation.

D. ELDRED RINEHART, Board Member.

AUGUST 1. 1974,In June 1974, it came up in a discussion with the Chairman that the staff wasspending so much time advising Mr. Chase that other work was being neglected.This was the most serious in connection with the involvement of the Office ofGeneral Counsel because we believed Mr. Lambert was personally spending aninordinate amount of his time in that area. We agreed that this was only oneindication of the failure of Mr. Lambert to make adequate use of his staff.We also discussed the problem of Mr. Lambert involving himself in Boardpolicy matters without the authority of the Chairman.It was agreed that the Chairman would discuss the above problems with Mr.Lambert and if not corrected the Chairman would have my support if he thoughtit necessary to make a replacement.
REX M. MATTINGLY, Board Member.

USE OF GENERAL COUNSEL

Senator PROXMIRE. Mr. Lambert?
Mr. WHITEHEAD. Sir, that also includes Mr. Lambert and othermembers of the staff that he was calling upon for undue lengths of time.Senator PROXMIRE. Mr. Lambert, you testified that Mr. Whiteheadthreatened to fire you unless you stopped giving legal advice to Mr.
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Chase and two other Board members. Mr. Mattingly and Mr. Rine-
hart were both supporting Mr. Whitehead's intention to fire you if you
did not stop giving legal advice to Mr. Chase.
You then obtained permission from Mr. Whitehead to see the other

two Board members about this matter, is that correct?
Mr. LAMBERT. That is correct.
Senator PROXMIRE. Did you see Mr. Mattingly about this?
Mr. LAMBERT. [Nods affirmatively.]
Senator PROXMIRE. What did he tell you with regard to Mr. White-

head's threat to fire you?
Mr. LAMBERT. In my discussion with Mr. Mattingly, I went over

the areas that Mr. Whitehead had discussed with me in his conversa-
tion, decentralization of staff being one and too much assistance to

Mr. Chase being another. There were several other things that I do

not recall at the moment. I went through each one of these subjects

and when we got to the question of utilization of staff and my serving

Mr. Chase, as I was serving all of the Board members, he raised an

objection to that. He also said he would support the chairman in what-

ever the chairman wanted to do about it.
Senator PROXMIRE. Mr. Lambert, was this entirely oral, was any of

this in writing?
Mr. LAMBERT. Nothing was in writing, sir.
Senator PROXMIRE. Were any third persons present when you were

told this?
Mr. LAMBERT. NO, sir.
Mr. WHITEHEAD. Mr. Chairman?
Senator PROXMIRE. Yes, Mr. Whitehead?
Mr. WHITEHEAD. May I interrupt at this point? These two state-

ments which I will introduce specifically spell out the Lambert situa-

tion with respect to the position of Mr. Mattingly and Mr. Rinehart, 

and Mr. Mattingly has given me permission to introduce this.

Now the short memorandum in both instances have to do with the

inordinate amount of time that Mr. Lambert was spending with Mr,

Chase. One is signed by Mr. Mattingly and he also agreed that Mr
.

Lambert was meddling in policy matters which he should not have

been.
Senator PROXMIRE. When you say "he", you are referring to 

ROLE OF GENERAL COUNSEL

Mr. WHITEHEAD. Mr. Mattingly. It is right in this memorandum. I
t

has to do with the undue amount of time that was being spent b
y Mr.

Lambert at Mr. Chase's request in his office, plus the fact that he 
says

that he will support me if it is necessary to make a replacement
.

Senator PROXMIRE. I want to make sure the antecedent is cl
ear.

When you say, "interfering in policy matters?"
Mr. WHITEHEAD. Yes, sir. I am quoting. "We also discussed 

the

problem of Mr. Lambert involving himself in policy, Boar
d policy

matters, without authority of the Chairman."
I am happy to submit both of these statements for the recor

d.

Senator PROXMIRE. We do want those statements.

Mr. WHITEHEAD. Thank you.
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Senator PROXMIRE. Now, Mr. Lambert, did you interpret the state-ments of Mr. Whitehead, Mr. Mattingly—I beg your pardon. Didyou see Mr. Rinehart and if you did, what did he tell you?Mr. LAMBERT. Well, he again, I discussed the several areas. Therewere about four or five areas, Senator, one of them being the time I wasspending with Mr. Chase. But that was the last one we talked about.I asked him about the question of decentralization of my staffbecause that seemed to be a very vague term to me. I do not know howyou decentralize a six-man law office in an agency located on one floor.That did not seem to be a specific problem to either Mr. Mattingly orMr. Rinehart particularly, and then we talked about the questionof policy matters.
Well, of course I have to address myself to Board policy matters.Certainly the legal aspect of them, and that is part of the basic job.I asked him about that and I discussed it with both of them. It didnot seem to be any particular problem to them because there were nospecifics.
Senator PROXMIRE. Before I get to Mr. Rinehart on this, let meask you one further question. Did you interpret the statement of Mr.Whitehead, Mr. Mattingly, and Mr. Rinehart as efforts to impedeyour actions with regard to the McDonnell Douglas case, or any othercase pending before the Board, as an attempt to prevent you fromperforming your responsibilities as General Counsel or as the attorneyassigned to the McDonnell Douglas case?
Mr. LAMBERT. Yes, sir.
Senator PROXMIRE. You did interpret it that way?Mr. LAMBERT. Yes, sir.
Senator PRO XMIRE. Explain precisely how it affected McDonnellDouglas, or did not affect it.
Mr. LAMBERT. Certainly. The McDonnell Douglas case—I gatheredMr. Chase was working on a dissent.
Senator PROXMIRE. On a dissent?
Mr. LAMBERT. On a dissent in the McDonnell Douglas case. I sentup two of my attorneys and they did not appear to be satisfactory tohim, for several reasons, all of them I think justified. SO really thinkhe prepared the dissent without full benefit of legal counsel.Senator PROXMIRE. Mr. Rinehart, what was your understandingof the situation?
Mr. RINEHART. Mr. Chairman, I have had an opportunity to reviewthe transcript of the last hearing in July. Due to the fact that therehas been a lot of irreparable harm already done to members of ourstaff, I have prepared an extension of my remarks which covers thisin full and I would like to submit it for the record.Senator PROXMIRE. All right, sir. How long a statement is it?
Mr. RINEHART. One page.
Senator PROXMIRE. Would you read it to us?

STAFF SUPPORT FOR BOARD MEMBERS
Mr. RINEHART. This has nothing to do with a particular individual,but this is an accumulation of problems over a 6-month period in theoffice.
Senator PROXMIRE. All right, sir.
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Mr. RINEHART. On several occasions during the spring, I discussed
with the Chairman my concern about what I felt was the misuse of our
staff by Board members. At a later date I brought this question to the
attention of the Board at a regular Board meeting. I stated at that
time in my opinion the Board members were calling on staff, particu-
larly Mr. Lambert, Mr. Grenough, Director of Office of Accounting,
Mr. Chick, Director of Office of Review, for information and assistance
farm excess of that required for ordinary casework, thereby contributing
to the delay in moving the backlog of cases. Subsequent to the Board
meeting, in regard to one of the cases in which I was serving as
Chairman of the Division, it was necessary for the Division and the
Office of Review to have a legal opinion in regard to salary disallow-
ances before proceeding with the case. After what seemed to be an
unusual delay, the matter was discussed with the Chairman.
I advised him that I was concerned about such delays in the Office

of General Counsel. I suggested to the Chairman that he bring this
matter to the attention of Mr. Lambert, as I felt that I, as a Board
member, individually could not issue orders concerning the Office of
General Counsel and the delegation of staff time.
I told the Chairman that I would support him in whatever steps

necessary in order to correct the situation.
Again, I repeat, this has nothing to do with the particular case or

any individual.
Senator PROXMIRE. Are you telling us that you agreed that the

General Counsel, Mr. Lambert, be instructed not to consult with
another Board member?
Mr. RINEHART. [Nods negatively]. I refer to my statement. I did

not say that in my statement, sir.
Senator PROXMIRE. What is your answer? Did you or did you not

agree that Mr. Lambert should be so instructed?
Mr. RINEHART. I did not instruct anyone to tell Mr. Lambert this.
Senator PROXMIRE. Did you reinforce that instruction?
Mr. RINEHART. Did I reinforce it?
Senator PROXMIRE. Did you not reinforce it by what you are telling

us here?
Mr. RINEHART. In what respect?
Senator PROXMIRE. Well, you seem to go along with the directions

to Mr. Lambert. Mr. Lambert interpreted that as meaning that he
should not consult with Mr. Chase and Mr. Chase has the same un-
derstanding.
Mr. RINEHART. I do not have the same understanding, sir.
Senator PROXMIRE. I am not sure what your understanding is,

then, sir.
Mr. RINEHART. My statement does not say that I instructed Mr.

Whitehead to instruct Mr. Lambert not to confer with Mr. Chase.
I am saying we were all abusing Mr. Lambert and it should be

corrected.
Senator PROXMIRE. Do you agree with the position that Mr.

Lambert should be fired if he did not stop what was regarded as exces-
sive consultation with Mr. Chase?
Mr. RINEHART. It never got to that point, sir.
Senator PROXMIRE. All right. Mr. Whitehead, do you want to

respond or add anything to what Mr. Rinehart said?

41-119 0 - 74 - 10
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OPINION OF MR. MATTINGLY

Mr. WHITEHEAD. The last sentence in Mr. Rinehart's statement is,
and this refers to "I told him," meaning myself, "I would support him
in whatever steps were necessary to correct the situation" and I
interpret that to mean that we did discuss briefly a replacement at
this particular time.
And if I might read with your permission, Mr. Chairman, the state-

ment that Mr. Mattingly has authorized me to introduce, I would ap-
preciate it.
Senator PROXMIRE. How long a statement is that, sir?
Mr. WHITEHEAD. Very short [indicating.]
Senator PROXMIRE. Al] right.
Mr. WHITEHEAD:
"In June, 1974, it came up in a discussion with the chairman that the staff was

spending so much time advising Mr. Chase that other work was being neglected.
This was the most serious in connection with the involvement of the Office of
General Counsel because we believed Mr. Lambert was personally spending an
inordinate amount of time in that area. We agreed that this was only one indi-
cation of the failure of Mr. Lambert to make adequate use of his staff.
We also discussed the problem of Mr. Lambert involving himself in Board

policy matters without the authority of the Chairman. It was agreed that the
Chairman would discuss the above problems with Mr. Lambert and if not cor-
rected the Chairman would have my support if he thought it necessary to make a
replacement. Signed Rex M. Mattingly, Board member."

Senator PROXMIRE. Is there anything else you would like to add at
this point?
Mr. WHITEHEAD. I think there was a reference made to the fact

that the use of the staff by Mr. Chase was pertinent to McDonnell
Douglas and I want to assure you that McDonnell Douglas was never
mentioned in my conversation with Mr. Chase and I wholeheartedly
tell you that that was not the reason why we felt that Mr. Lambert was
spending too much time with Mr. Chase.
McDonnell Douglas did not enter into it, sir.
Senator PROXMIRE. Now, Mr. Lambert, and then Mr. Chase, I

would like to ask each of you to try to clarify the situation as much as
you can to see precisely where you disagree with what you have heard
from Mr. Whitehead, Mr. Rinehart, and Mr. Mattingly's statement.
Go ahead, Mr. Lambert.
Mr. LAMBERT. What my understanding was of my conversation

with these gentlemen?
Senator PROXMIRE. Yes. And whether there is anything else they

have said in their rebuttal with which you disagree.
Mr. LAMBERT. With the exception of knowing generally what

Mr. Rinehart proposed to put into a statement, this is the first time
I am aware of the final contents of these memorandums. I believe that if
someone were to come and examine the workload which we had in the
General Counsel's office and our handling of the cases, I think that
they would conclude that the timing was reasonable.
We had many priority items and they are always competing and

sometimes you cannot get all things done in 1 day. You have to work
on them over a period of time.

Senator PROXMIRE. When you say the time was reasonable, can
you give us some notion of how much time you spent with Mr. Chase
compared to the time you spent with other Board members?

4
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FUNCTIONS OF GENERAL COUNSEL

Mr. LAMBERT. It is a little difficult to say because I do not think
there was that much time. I do not know whether it was—it certainly
was not on a daily basis. I just do not think it was that much time and
frankly I am amazed that so much has been made over the time that
we did spend discussing things. It involved office business and office
cases.

Senator PROXMIRE. How about the argument that you intruded
into policy matters as a non-Board member, an employee of the Board?
Mr. LAMBERT. Well, Senator, that is a very confusing statement, or

charge, if you will, because for one thing, my job description mentions
policy in the first paragraph.
You cannot have a General Counsel that does any kind of work

which is not involved in policy so I really do not understand the
meaning of that particular statement.
Senator PROXMIRE. And now, Mr. Chase.
Mr. CHASE. Mr. Chairman, at the outset I think the word "policy"

is poorly used here. I think the policy of the Renegotiation Board
is to have no policy, but in those instances wherein Mr. Lambert
discussed policy matters, those few instances that I can recall, he
was called upon to meet his responsibility with reference to whatever
that direction was as related to legal matters and the rules and
regulations promulgated by the Renegotiation Board.

Senator PROXMIRE. Are you saying it was not a matter of making
or changing policy but simply interpreting how it should apply?
Mr. CHASE. Yes or addressing himself to what was in the best

interest of the Board insofar as his legal responsibility concerned.
At the July 25 hearing, we heard this phrase over and over again
by Mr. Whitehead and to a lesser degree by Mr. Mattingly, that I
was using an inordinate amount of the staff's time. Now that is
clearly, to be putting it charitably, a distortion. It is in fact a misrep-
resentation. You polled our staff members here on July 25 and each
without exception denied that I had used an inordinate amount of
their time.
On the point of the use of time that I called upon Mr. Lambert for,

you must remember that Mr. Lambert had been asssigned by the
chairman as the attorney for the McDonnell Douglas case. I spent
nearly all of my time with the McDonnell Douglas case, not just 60 or
70 percent, I spent approximately 80 percent of my time on the case.
So I do not understand how Mr. Whitehead can sit here and say

that these three men—Whitehead, Rinehart and Mattingly—know.that
I used an inordinate amount of the staff time when again I say the
staff itself categorically denied that statement. That brings me to
my comment of July 25 to you, sir, that I am located at the other end
of the building. They would have had to have monitors watching
these people they say came into and out of my office.
I did not use even a reasonable amount of staff time. I think I

could have done far better in the preparation of my dissent if I could
have had the same amount of staff assistance as had been given for
the preparation of the majority opinion. It was a horrendous
undertaking.
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Senator PROXMIRE. So what you are saying is you spent about 80
percent of your time on this complicated McDonnell Douglas case
that Mr. Lambert was the attorney assigned to that particular case,
he was the only one you could consult, the only attorney on the
Board you could consult who was on top of the case, so you spent
some time with him. Is that right? But you feel it was not inordinate?
Mr. Lambert testifies that his records indicate that he spent what he
feels was a limited amount of time, but on the other hand the other
members feel it was excessive.

TIME SPENT BY GENERAL COUNSEL

Mr. CHASE. I did not have anyone in front of Mr. Whitehead's
office or Mr. Mattingly's office, or Mr. Rinehart's office, so I can't
say that I know how much time he spent with them. But he did not
spend very much time with me. I could have used more of his time.
He was told if he were a good manager, which I think he is, he could
better utilize his staff.
My question is, how could he do less than give attention to the

case he had been assigned to?
Senator PROXMIRE. Let me ask you, Mr. Houston, you have not

had an opportunity to give your view on this. You are a member
of the Board. Can you give us your view on this matter?
Mr. HOUSTON. Well, yes, Mr. Chairman. First of all, as reflected

in the transcript of the last hearing on July 25, the whole problem
of the relationship between Mr. Lambert and the chairman was new
to me. Although as I stated at that time I was aware that there were
some problems and that there was this concern expressed.
However, I did not realize that the concern was as serious as it was

until it was expressed here. I can say this, which is also repeating fromthe last time, that in my opinion and from my observation, which is
from still another corner of the building, one of our problems is the
way our offices are laid out as the Board members' offices are about
50 or 100 feet from each other at least. I was not aware of any situation
where Mr. Lambert was spending an extraordinary amount of time
consulting with Mr. Chase. Nor was I aware of the other charges
involving the other staff members expending extraordinary amountsof time with Mr. Chase.
As to policy matters and Mr. Lambert's engaging in them, I wouldhave to have some explanation from Mr. Whitehead, Mr.. Rinehart,

4or Mr. Mattingly as to what they mean. I have heard this statementbut I do not know what is meant by Mr. Lambert engaging in policymatters improperly.
As far as I 
Senator PROXMIRE. As far as you know, Mr. Lambert was availableto you when you needed him?
Mr. HOUSTON. He was available to me when I needed him. I did usehim. I was involved with several other cases and he was always avail-

able when I would call for him.
Senator PROXMIRE. And you felt that he did not abuse his positionwith respect to any policy matters?
Mr. HOUSTON. Not as far as I was concerned.
Senator PROXMIRE. Now, let me ask if there is any other member ofthe Board, or I should say any other staff member, I believe all mem-
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bers of the Board have spoken, is there any member of the staff anyone-
else present, who knows of any other direct or implied threats or
intimidating actions against any staff members by Mr. Whitehead or
other Board members?
Mr. WHITEHEAD. Mr. Chairman, may I add one point with regard

to the statement that Mr. Lambert made? He said I assigned him to
the McDonnell Douglas case. He assigned himself. One of the difficul-
ties of operation 

Senator PROXMIRE. First let's make it clear. You said that he
assigned himself. Then you would agree that Mr. Lambert was the
attorney who was responsible for the legal aspects as far as the Board
is concerned, in the McDonnell Douglas case?
Mr. WHITEHEAD. I could not deny that.
Senator PROXMIRE. All right you agree with that.
Mr. WHITEHEAD. I just would like to add that he assigns himself to

a great many matters that should be dispersed to his staff on a good
management basis.

Senator PROXMIRE. Does he have the responsibility of determining
where the attorneys in the General Counsel's office are assigned to
which particular case?
Mr. WHITEHEAD. Yes, sir.
Senaror PROXMIRE. In that case, he made that assignment.
Mr. WHITEHEAD. I do not want the record to show that I assigned

him. I did not assign him at all.
Senator PROXMIRE. All right. Let me ask Mr. Rinehart to answer

the next questions.
The essence of Mr. Chase's dissent is that the Board did not have

detailed cost data in respect to the McDonnell Douglas case broken out
by product line or contract type or individual contract when it made
decisions in the McDonnell Douglas case.
In the absence of the cost detail showing materials, labor, overhead,

the amount of subcontracting and so forth, how was the Board able to
evaluate the reasonableness of the cost, the contractor's efficiency, or
the amount of risk undertaken by the company?
Can you answer that, Mr. Whitehead?

INFORMATION FROM M'DONNELL DOUGLAS

Mr. WHITEHEAD. I thought you were addressing the question to
Mr. Rinehart. I am sorry.

Senator PROXMIRE. Either one of you gentlemen. I understand that
Mr. Rinehart was directly in charge of the McDonnell Douglas case.
Is that right sir?
Mr. RINEHART. Yes, I was in charge of the day-to-day operation.
Senator PROXMIRE. Then would you like to answer that question?
Mr. RINEHART. I think that in evaluating the McDonnell Douglas

case we had all of the necessary information which was required to
properly evaluate the case.
Senator PROXMIRE. Well, would you agree that there was an absence

of the cost details showing cost of materials, labor, overhead, the
amount of subcontracting and so forth? Were those details available?
Mr. RINEHART. All was available that the contractor could supply

us.
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Senator PROXMIRE. Well, did he provide this information or not?
Mr. RINEHART. He provided all of the information that we

requested.
Senator PROXMIRE. Did he provide this information? Did you

request this information?
Mr. RINEHART. We did not request it by product line.
Senator PROXMIRE. You did not request it?
Mr. RINEHART. No.
Senator PROXMIRE. Why not?
Mr. RINEHART. We did not deem it necessary in this case.
Senator PROXMIRE. How can you evaluate the reasonableness of

the cost of a contract and its efficiency without knowing what the
materials, labor and overhead and so forth were? Is that not the crux,
the heart of any determination of the reasonableness of the cost?
Mr. RINEHART. It is an accounting problem and we have our

accountant here, Mr. Grenough, and I think he would be prepared
to answer this question as to what the Office of Accounting required
and what they received.
Senator PROXMIRE. Before we get to the accounting, how would

you make this determination in the absence of having the details,
having the facts?
Mr. RINEHART. We had all of the facts, sir, all of the facts that we

thought were necessary to properly evaluate the case as far as we
were concerned.
Senator PROXMIRE. But you did not have the details of the cost.
Mr. RINEHART. We had substantial detail insofar as cost was

concerned.
Senator PROXMIRE. How do you know for example that 90 percent

of the work was not subcontracted out?
Mr. RINEHART. We have it reported in the record how much was

subcontracted.
Senator PROXMIRE. Do you show that for product line?
Mr. RINEHART. No, we do not.
Senator PROXMIRE. How do you know then, in a major given

product line, what the costs actually are?
Mr. RINEHART. We are evaluating this contractor on an overall

basis according to the statute.
Senator PROXMIRE. You are evaluating these product lines on

what basis, sir?
Mr. RINEHART. This contractor, sir, we are evaluating this con-

tractor on an overall basis according to the statute.
Senator PROXMIRE. On an overall basis?
Mr. RINEHART. Right.
Senator PROXMIRE. Without breaking it out into what the labor

costs are, what the materials costs are and so forth?
Mr. RINEHART. I do not know whether we have gone into detail that

deep or not. But in evaluating that contractor, we depend upon our
staff to evaluate, the office of accounting to evaluate the accounting,
the office of review to review the case and we are guided by our staff.

Senator MATHIAS. Mr. Chairman?
Senator PROXMIRE. In one moment I will yield to you, Senator

Mathias.

4
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Is it not correct that the law requires you to consider reasonableness
of cost, efficiency in making a proper determination? Are you not re-
quired to do that by law?
Mr. RINEHART. Yes.
Senator PROXMIRE. Well then, do you not have to have the details

of the cost when you consider them? How can you do it on an overall
basis without knowing just how the costs are broken down?

COSTS DATA

Mr. RINEHART. We have the costs broken down to a certain extent.
Senator PROXMIRE. You say you have them broken down to a, certain

extent but you did not know the details of the labor, the subcontract-
ing, and so forth? I am not asking for an infinite breakdown, I am not
asking you to follow up every detail, every element of cost that goes
into it. But these are the major subcomponents of cost, and it seems to
me that you should know that if you are going to have any notion of
reasonableness of the cost, and without knowing what the costs are
how can you determine whether the profit is fair or not?
Mr. RINEHART. I am certain we know what the costs are, Senator.
Senator PROXMIRE. You do not know if they are reasonable?
Mr. RINEHART. We apply the costs in the aggregate as to whether

they are reasonable or not.
Senator PROXMIRE. Senator Mathias?
Senator MATHIAS. Thank you, Mr. Chairman. I think it. might be

useful to know the depth to which this investigation is carried. For
instance, Mr. Rinehart, did you reply on information forwarded to the
Washington office of the Renegotiation Board or did you or any mem-
ber of the staff or the Board actually go to the company's offices and
examine the original records of the company?
Mr. RINEHART. Senator Mathias, we have to, in order to get the

true picture of this case—renegotiations started on this case before I
was even named to the Board. It has been in the regional office for 4
years. Renegotiation started on August 1, 1969, at the Western Board,
and went through every step, every procedure, of the Western Board's
review, accounting and evaluation.

Senator MATHIAS. Would this be review of the company's original
records? 
Mr. RINEHART. This would be a review of the company's original

records and the files in the company's offices. And when the regional
board was finished evaluating the case and deciding the case they
found a $5 million refund and so recommended it. The contractor re-
fused to enter into an agreement. The contractor and the Western
Board could not arrive on an agreement. It was then passed to our
Board.
That is when it was turned over, 4 years later, and I was appointed

chairman of the Division to handle the case.
Senator MATHIAS. When the Western Board was making its original

investigation, when it was investigating the original books of the
company, would they look at cost figures, at that time?
Mr. RINEHART. They would look at, cost figures in processing this

case the same as they would any other case.
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Senator MATHIAS. And that would include all elements of cost?
Mr. RINEHART. All elements of cost.
Senator MATHIAS. After the $5 million refund was recommended

and that recommendation came to the Washington office, was there
any on-site investigation made by the Washington office ordered by
members of the Commission or members of the staff, rechecking the
work of the Western Division?
Mr. RINEHART. Our staff rechecked the work of the Western Divi-

sion in detail accountingwise and later, in the office of review insofar
as the Board is concerned.
Senator MATHIAS. Was this done in the Washington office or was

any of this done in dealing with original records of the company in the
company's office?

NEED FOR ADDITIONAL INFORMATION

Mr. RINEHART. No. There were several points brought up during
the discussion of this case. Another member of the Board wanted
additional information. The office of accounting sent our own account-
ants, our own staff, out to the company's offices, to try to obtain that
information, which they did obtain.

Senator MATHIAS. Did they go because the company had refused to
give it otherwise? Or because it was more effective to go and actually
look at the records?
Mr. RINEHART. No. This information was deemed not necessary by

the Western Board and was also deemed not necessary by the majority
of the Board.
One member of the Board thought that this information would be

helpful to him and that is the reason we sent our staff back to get the
original information.
Senator MATHIAS. Did the Western Division or to your knowledge,

has the Washington staff ever found the information requested as to
cost, material, labor or any other item was unavailable, or was denied
to the Board?
Mr. RINEHART. No information was denied the Board by the

company.
Senator PROXMIRE. Mr. Rinehart, I think there is a confusion here.

I think we have made it clear. What I am talking about is breaking
down these details by product lines. Did you or did you not have the
labor, the material costs and so forth by product lines?
Mr. RINEHART. I would like to defer that question to Mr. Grenough.

He was running the office of accounting.
Senator PROXMIRE. You were in charge I think you should know.

You are the Board member in charge of the inquiry.
Mr. RINEHART. I don't think we requested it by product line.
Senator PROXMIRE. You did not request it and you did not have it

is that the answer?
Mr. RINEHART. That is my knowledge.
Senator PROXMIRE. Let me point out that one of the product lines

for example, is the .F-4 and it seems to me it is very, very hard to
determine whether or not the profits were reasonable and the costs
were reasonable if you do not know on the F-4 what you paid for
materials, what you paid for labor, how much was subcontracted out.
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You have this on a global basis and do not have the specific product
lines. How can you make a determination as to whether the profits
were actually reasonable?
Mr. RINEHART. We knew how much was subcontracted out and

we knew who the subcontractors were.
Senator PROXMIRE. You say you do not know?
Mr. RINEHART. We do know. It is a matter of record.
Senator PROXMIRE. On the F-4?
Mr. RINEHART. On the F-4.
Senator PROXMIRE. Did you have labor, materials, overhead?
Mr. RINEHART. We know what any material—any work that is

subcontracted out, we know who the subcontractor is and the per-
centage or amount.
Senator PROXMIRE. Well, did you have, did you or did you not? I

thought I understood you to indicate to me that you did not have the
information on the F-4 for example, or other product lines with re-
spect to costs and I am talking about labor, overhead, materials.
Mr. RINEHART. We did not have the costs for labor or materials.
Senator PROXMIRE. Now let me ask Mr. Chase, would you care to

comment on these questions?
Mr. CHASE. Yes indeed, Mr. Chairman. I think it is important here

to point out in connection with Mr. Rinehart's statements that it is
true that all of the information that we asked for was supplied and all
of the facts that we thought necessary to quote him were supplied.
But what he is not saying is that this information was furnished to us

on a consolidated basis so that the extremely excessive high profits of
the F-4 phantom jet were offset by the low to moderate profits of
other, dissimilar product lines such as the space module, missiles,
and so on.
A missile is not the F-4. A space module is not an F-4. One was a

contract with NASA, the other a contract with the Navy.
Senator MATHIAS. Mr. Chase, you mention product lines which are,

I would judge, all matters of government procurement.

PRODUCT LINES

Mr. CHASE. I am talking about product lines, Senator Mathias, as
•they relate to dissimilar product lines of a profit center.

Senator MATHIAS. All right. Now, differentiating between an in-
dustrial operatioti in which you may have several products and a
conglomerate in which you have very, very diverse activities, you
make toothpaste over here and earphones over here and Sherman
tanks over here.
Are you talking about that wide a spectrum or are you just talking

about the spectrum which you have described?
Mr. CHASE. I am talking about the Renegotiation Board process by

product line.
Senator MATHIAS. What is your own philosophy on what should

be done?
Mr. CHASE. Senator, I do not think it is correct to ask, if I may

say so, what my philosophy is. My responsibility is to meet the mandate
of the Congress and in this regard the statute is clear. The regulations
promulgated by our office are clear. It is not a case of my philosophy.
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My philosophy is to do what the statute provides and respond to the
mandate of Congress and we have not done that by any test that you
want to apply.
Senator MATHIAS. What is your view of what the mandate of

Congress is? Maybe that is a better way of starting.
Mr. CHASE. My view of the mandate of Congress is that the Board

has discretionary authority to examine product lines of a similar
product of Defense, Space, Maritime Commission, Atomic Energy
Commission, and those other agencies we are involved with and not to
permit a conglomerate or a multidivisional corporation to escape with
excessive profits because it has in one division in Santa Monica a
low profit yielding missile against in St. Louis enormous, excessive
profits in the F-4 fighter plane that they have been building for 9
or 10 years particularly where the learning curve has flattened out and
has the same basic configuration. To make a judgment on a philosophi-
cal basis would not be realistic.
The majority of the Board took the position that the total multi-

plicity of contracts should be considered on a consolidated basis for
the purpose of recovering excessive profits in 1967 involving sales of
more than a billion dollars and profits of more than a hundred milliondollars. A majority of the Board determined that $5 million was
sufficient refund.
I am saying that if we had addressed ourselves to recovery of ex-

cessive profits by product lines we would have had a substantially
higher return to the Treasury Department.
Senator MATHIAS. What I am trying to get at, and we all want thehighest return for the Treasury, and that is why we are all here meetingtogether.
What I am trying to get is your philosophy, where you draw theline.
What do you call a product line? If you have a factory, an aircraft

factory which is making several models of aircraft for the Government,do you average the profit and loss on that whole operation? But sup-pose you have a conglomerate which is making toothpaste in anothercity, not only another factory but another city, and earphones in still athird city at a third factory, do you want to average in the tooth-paste and the earphones along with the airplanes or do you just con-sider the airplanes?
Mr. CHASE. No; we do not.
Senator MATHIAS. No, you do not what?
Mr. CHASE. In answer to your question, considering that all of thesales are renegotiable as to the first part, we could average the profitsbut different contract types should be looked at separately. As to theconglomerate, each factory, in my opinion, is a separate profit centerand each product is a separate product line, and as such, should belooked at individually for determination of excessive profit of onewithout the other, then put back in the aggregate in arriving at afinal determination.
Today as you heard here and on the 25th of July Mr. Rinehart hassaid we examined all of the original records. Well of course we exam-ined the original records but McDonnell Douglas would not let usobtain the records and information that I wanted to break out byproduct line to disclose the elements of the cost of goods sold.
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I think that to say we were given all of the information we asked
for is making a proposal that is far short of what is needed and re-
quired. In this regard perhaps I could give you a bit of documenta-
tion, Mr. Chairman, Senator Mathias. May I proceed with this
documentation?

Senator PROXMIRE. Yes. Go right ahead.

COSTS DATA REQUESTED

Mr. CHASE. On August 7, Mr. Grenough, who is the Director of
Accounting for the Statutory Board, was the author of a paper that
was involved with the discussion he and Mr. Davis, my assistant, and
Mr. Stone had with Mr. Richard Kaufman who is on the staff of
Senator Proxmire's subcommittee. I will not concern you with all of
it because it is lengthy.
They are talking about the questions as they pertain to this subject

of our discussion here and he says: Certain questions were asked re-
lating to the absence of cost of goods sold, broken down by elements

of cost and then goes on to say that the knowledge of material, labor

and overhead in connection with those costs, was not obtained in the
McDonnell Douglas case.
Those words from Mr. Grenough and concurred in by our Mr. Davis

and Mr. Stone.
Senator PROXMIRE. Will you submit that document for the record?

Mr. CHASE. This confirms my statement of July 25.
Senator PROXMIRE. You may go ahead, but will you submit it for

the record?
Mr. CHASE. Yes; I will send it to you. Mr. Davis, will you make a

note of that?
[The document follows:]

MINUTES OF MEETING-WEDNESDAY, AUGUST 7, 1974

For the Board: Harold E. Stone, Director, Office of Administration, Donald 
S.

Grenough, Director, Office of Accounting, John B. Davis, Special Assistant to

Board Member
Staff of Senator Proxmire: Richard Kaufman, Maurice Pujol

Reference: McDonnell Douglas Corporation FY 1967, 1968 and 1969

Mr. Kaufman had called Mr. Stone asking for financial data related to 
the

various divisions of McDonnell Corporation. After discussion with Mr. Rineh
art's

office and Mr. Grenough, Mr. Stone informed Mr. Kaufman that the attac
hment

to Mr. Moreland's June 7, 1974 memorandum, which had previously b
een fur-

nished as a result of the prior hearings, included schedules which segregat
ed

renegotiable sales, costs and profits for the McDonnell entity as opposed t
o the

Douglas entity for the review years. In addition, the attachments subdivide
d the

renegotiable sales, costs and profit for each of the McDonnell and Dougl
as com-

ponents into type of contract, i.e., FFP, CPFF, FPI and CPIF.

In addition, Mr. Kaufman requested a display of products produced 
by the

various divisions within the McDonnell Corporation. This information was
 pre-

pared by Mr. Moreland and furnished to Mr. Kaufman, prior to the me
eting on

August 7, 1974.
After discussion of this matter with Chairman Whitehead, it was 

decided

appropriate to visit with Mr. Kaufman and assist him in any questions
 he may

have in regard to the information furnished.
In the meeting, Mr. Kaufman raised no question on the financial 

information

previously described that had been furnished to him. Regarding the 
display of

products produced by divisions, he said he would appreciate a more 
complete

breakdown of the nature of the products produced within the divisions,
 so as to

be more definitive as to the products actually produced. For example, he 
indicated
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that the F-4 Phantom jet aircraft was not produced in its entirety by McDonnell,
the engines for such aircraft were produced by someone else and furnished

to 
i.e.,

VIcDonnell for inclusion in the aircraft. We pointed out that it is true that
certain amounts of subcontracting work took place in any of the line items of
products produced in the various divisions, and that such subcontracting could
either be among the companies included in the consolidated filing, or could have
been subcontracted to companies outside of the consolidated filing, i.e. companies
not in any way connected with McDonnell Douglas Corporation.
Mr. Moreland prepared some additional information on this subject of types

of products, and it was furnished to Mr. Kaufman on Friday August 9, 1974,
who had no further questions on the matter.
Mr. Kaufman wanted to discuss the Chairman's "Notes" which described

the method of renegotiating a contractor with renegotiable business in more
than one division or subsidiary which was read into the record at the prior hearings
on July 25. He was interested in knowing several things about this statement,
i.e., who prepared it, whether it was circulated and coordinated with staff and/or
Board Members. Mr. Grenough indicated that several days prior to the hearings
the Chairman had expressed a desire to Mr. Harrison and Mr. Grenough to
attempt to develop a brief statement that gave an overview of the process histori-
cally used by the Board in evaluating a multidivisional contractor. Mr. Grenough
indicated that he had prepared a draft and had furnished it to the Chairman
after discussion of certain concepts with other staff members.
Mr. Kaufman was informed that we did not know whether the Chairman had

coordinated that statement with other Board Members or the extent to which he
had discussed the matter with staff. The question was specifically asked whether
or not the statement was coordinated with the Office of General Counsel, and
Mr. Grenough said he didn't believe that it was.
In this connection, we believe the upcoming hearings may include questions of

the relationship, and possibly inconsistencies, between General Counsel's Feb-
ruary 22, 1974 memo to Mr. Chase and Chairman Whitehead's "Notes" described
above.
Mr. Kaufman described his concern in understanding the portion of the state-

ment at the bottom of page 1 "Instead the differences that concern the Board
include such broad areas of technology, manufacturing, engineering techniques,
types of contracts and history of products." Mr. Grenough suggested to Mr.
Kaufman that this kind of question could best be directed to representatives of
the Office of Review, since the accounting function within the Board relates
primarily to the gathering of financial information, and verification thereof, it
believes, in collaboration with the renegotiator, to be useful and necessary to the
renegotiator and Board Members in the evaluation of the case. The actual evalua-
tion of such financial data and the extent to which financial information is
gathered, i.e., the decision to develop sales, cost and profit by various phases of
the business, is an analytical question which relates to the nature of the case, and
how the statutory factors will be applied to such case. Nevertheless, Mr. Kaufman
wanted to pursue the issue, so several examples were furnished wherein sales,
cost and profit data would be developed for substantially different phases of the
business, such as where the contractor operated a GOCO plant and in addition
manufactures a product with its own facilities. In these circumstances the imple-
mentation of the Chairman's statement would indicate that separate financial
data would be developed for each of these two broad phases of the contractor's
business.
Mr. Kaufman asked for a summary of those DOD top 100 contractors during

fiscal years 1967-1970 wherein certain segments of the contractor's business
were broken out from other segments so as to disclose sales, cost and profit for
the separate segments. Mr. Kaufman wanted this information for only cases
assigned to the region and completed by the Board. Mr. Kaufman asked for an
estimate of how many of the top 10 companies would this procedure be followed,and Mr. Grenough speculated perhaps five to fifteen of the top 100 would be
approached in this manner.
In collaboration with Mr. Stone, Mr. Grenough's office developed a list of such

contractors which was furnished to Mr. Kaufman on Friday, August 9. Thecovering sheet attached to this data pointed out that in a consolidated filing anydifferences in product and financial data among the separate corporations are
visible to the Board since each corporation entity in the consolidation files a
separate RB-1. The data furnished to Mr. Kaufman is therefore confined to thoseseparate corporate entities engaged in renegotiation activities that were suf-
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4

ficiently diverse to warrant disclosing sales, costs and profits of various segments
within the corporation.'
Mr. Kaufman asked certain questions relative to the absence of cost of good

sold breakdown by elements of cost, which related to the prior testimony of Mr.
Davis and Mr. Chase. The nature of this question was discussed to some extent as
to the type of purposes to which such information could be used, i.e., the knowledge
of material, labor and overhead and the type of use to which this information
could be put in an evaluation sense. It was explained that this information was
not obtained on the basis that it was not readily available when the case was being
worked, but more importantly the information was not deemed necessary in order
to properly evaluate the case by either the accountant or renegotiator or Board
Members in the Western region, nor the statutory Board Members at this level.
Based on this meeting it would appear that Senator Proxmire may choose to ask

questions in the following general areas:
(a) The absence of developing sales, cost and profit data for McDonnell as

distinct from Douglas when the case was processed would seem to indicate that the
statutory factors were applied to the contractor as a whole rather than to any
select phases of its operations. Considering the breadth of the products produced,
as evidenced by the display of products within the various corporate segments,
how is it practical or possible to apply the factors to such a broad area of products?
(Mr. Chick is developing some information on this subject).

(b) A further definition and better understanding of the circumstances that
caused the Board to seek out sales, cost and profit data for segments of some
contractor's operations rather than to apply the factors to the financial results of
the corporation as a whole, as was done in the McDonnell Douglas case. (Mr.
Chick is developing some information on this subject).
(c) The absence of the cost of goods sold elements, i.e., material, labor, overhead,

subcontracting, etc. is dealt with in Mr. Chase's dissent as a deficiency in staff
development of the case. In the absence of such information what analytical
approach was used, if any, in lieu of this type of cost of goods sold breakdown?
(Mr. Grenough and Mr. Moreland prepared a draft on this subject and furnished
it to Mr. Chick for his consideration).
(d) Possible inconsistencies between the General Counsel's February 22, 1974

memo to Mr. Chase and Chairman Whitehead's "Notes" provided at the last
hearing.

INADEQUATE INFORMATION

•Mr. CHASE. Mr. Chairman and Senator Mathias, this confirms my
statement of July 25 at this committee hearing. The Board did not
obtain complete or adequate information from McDonnell Douglas
to determine the true excessive profits for the years, 1967-1968 and
1969. I would like to point out that when Mr. Rinehart is talking
about sending out to St. Louis for additional information, it must be
remembered that that was months after the Board majority made its
determination of $5 million, months after it had made that decision.
The man from staff who took that assignment is Mr. Robert More-
land. He returned on June 7 or the report at least is dated June 7.
I would like to review from what Mr. Moreland reported. I asked a
number of questions during our meeting following Mr. Moreland's
return from St. Louis. In answer to one of my questions Mr. Moreland
said the contractor, "does not at this time choose to provide any
further data."

I For information purposes, the following describes the number of DOD top 100 filings assigned to the
regions, and CWA during the period 1967-70. The number of such filings is in excess of 100 for each year,
since it includes subsidiaries of companies listed in the DOD top 100 contractors:

1967 1968 1969 1970

CWA 148 168 174 156
Assigned 38 37 36 67
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Senator PROXMIRE. We would like that document for the record
also.
Mr. CHASE. You already have it, I think.
Senator PROXMIRE. We have it? All right.

INFORMATION AVAILABLE

Mr. CHASE. Mr. Moreland further reported it is McDonnell
Douglas' position, that it should be renegotiated in total, consolidated
in other words, without the examination of product lines, or profit
center or divisional basis. He goes on to say, that because of the
contractor's refusal to allow us to make Xeroxed copies of any of
its working papers, it was necessary to first review and then extract,
by hand, all pertinent data necessary for the preparation of the sched-
ules, and again on several occasions the contractor expressed its
objection to anything even remotely similar to a divisional or com-
ponent breakdown of the elements of sales, costs, and profits.
Mr. Chairman, I would like to give you Mr. Moreland's responses

to my questions after he wrote his report. He is a very capable man
but he went to St. Louis with instructions for limited information.
He was told by the contractor that he could not get what we wanted
in order to rewrite our dissent. So the trip was an exercise in futility.
I asked Mr. Moreland and I refer to my memorandum, "Following
the review of 1967, 1968, and 1969, did McDonnell submit photographic
copies of the worksheets?" Mr. Moreland's response was, no.
I asked him if there was sufficient information obtained to break

out the elements of the costs of goods sold, such as cost of materials,
subcontracting and labor. Mr. Moreland said there were no elements
for cost of goods sold by labor, material, or overhead.
I asked him if he thought he could determine the value added.
He stated that he could not.
Mr. Moreland was not able to determine the amount of labor em-

ployed in the production of the F-4 or the other profit centers or
components of McDonnell Douglas. I asked him if we could make a
comparison between the contractor's proposal or the cost estimates
and actual costs of fixed price incentive contracts. Again, Mr. Chair-
man, Mr. Moreland's answer was "no."
Now, at the conclusion of the meeting, at which time Mr. Rinehart

and members of staff were present, I attempted to relate percentage
of profits to sales in the Grumman case, wherein the Board, on a
product line basis, it produced the Hawk, made a determination of
6.3 percent after compromising from 6.7 percent with sales aggegat-
ing approximately $1 billion.
I inquired why, in the McDonnell Douglas case we determined a

profit figure substantially higher, Mr. Rinehart said he could not
answer that and he had no recollection of why the Board previously
had ended up with 6 percent plus of sales in the Grumman case.
In relationship to one of the factors, we considered the matter of

percentage of profits to net worth, among other statutory factors.
At the time I wrote my dissent, and considering the year 1967

alone, our regional office in Los Angeles reported that the McDonnell
component made $98,182 million in profits.
That, sir, is a return of 98 percent on McDonnell's net worth, not

61 percent, that I accepted at that time as being an accurate return
on net worth for McDonnell Douglas Corp. and is reflected as being
valid in the memorandum of the majority opinion.
Senator PRO XMIRE. Did you say there was a 98-percent return,

even after they gave back the money?
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Mr. CHASE. Before the refund.
Senator PRO XMIRE. How much after the refund?
Mr. CHASE. We did not calculate that, Mr. Chairman.
Senator PRO XMIRE. Would it be over 90 percent?
Mr. CHASE. It was subsequently reported to be 98-percent return

on net worth. In other words, McDonnell made nearly as much
before taxes in 1967 as their total net worth.
Senator PRO XMIRE. After renegotiations, it was over 90 percent

according to my calculations. Am I right or wrong?
Mr. CHASE. Yes, I presume approximately right.
Senator PRO XMIRE. All right. Go ahead.

RETURN ON NET WORTH

Mr. CHASE. It is important to understand here, in fairness to my
colleagues, that the 61-percent return on net worth was our Western
Regional Board determination.
The region had a hearing with the McDonnell Douglas Co. and the

company convinced the Regional Board that it should massage $68
million of the contractor's nonrenegotiable capital with renegotiable
capital. That had to do with commercial sales, to reduce the percent-
age of profits to net worth, thus justifying the lesser refund of exces-
sive profits. Our regional board bought it and so did the Statutory
Board here.
Now, even with the massaging of that $68 million into this, if they

had examined the product line of McDonnell alone, the F-4, it would
have been 86.7 percent return on net worth for the McDonnell compo-
nent which is a staggering return on net worth, but doing it on a con-
solidated basis it was 61 percent and that is what I erroneously
accepted and is reflected in my dissent.
Senator PRO XMIRE. But it is still a staggering excessive profit in my

view if you make 61 percent of your net worth in 1 year under any
circumstances.
Mr. CHASE. It was not 61 percent, it was 98 percent, for McDonnell

by the Accounting Division in the region and it was 86.7 percent in
the McDonnell segment even after massaging the figures.
Senator PROXMIRE. May I just ask you Mr. Chase, are you about

through? How much more documentation do we have? We have some
questions.
Mr. Chase. May I finish this?
Senator PROXMIRE. How long will it take?
Mr. CHASE. One minute.
Senator PROXMIRE. All right. Go ahead.
Mr. CHASE. The Director of the Division of Accounting, Mr.

William Rice, was apparently so upset with his colleagues having been
reversed that he wrote a memorandum to the file. We discovered it
recently. I would like to read just one portion of it to point out his
concern.
He says:
The essence of the annualization of the Douglas component in the computation

is to reflect the return as if the contractor had the net worth capital employed and

profits for a full 12 months. Therefore, the allowance and he means by the region

overriding him "of any portion of the $68.7 million would constitute a double

allowance."
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Mr. CHASE. It is the consensus here that McDonnell Douglas wanted
to bring profits as a percentage of net worth to about 60 percent to
conform to the so-called norm the Grumman case had been citied for.
My assistant said, and I concur with him that if we had known at the
time that 98 percent return on McDonnell Douglas net worth was
the true return on net worth, the $31 million refund to which my
dissent refers to would be a token refund.
Further, I would like to say, Mr. Chairman, in view of all the

information my colleagues contend they have called upon as being
adequate I took a further step. I had a highly responsible member of
staff make an examination of this and he reported back to me that it
was clearly wrong but more importantly that he could not determine
from the files why it was done.

Senator MATHIAS. Mr. Chase, you said a minute ago and I would
agree with it, and certainly respect the statement, that it was not your
personal philosophy but the law under which the Board operated that
had to cover your activities and judgments. I am not saying that the
law is always right, times change and the law sometimes is too slow in
changing with them.
But I am reading now from the act, in section 105, in which it says:
The Board shall exercise its power with respect to the aggregate amounts

received or accrued in the fiscal year or such period as may be fixed by mutual
agreement by contractor or subcontractor in contracts with the Departments
and subcontracts

And this is the important part:
And not separately with respect to amounts received or accrued under separate

contracts with the Department or subcontracts, except as the Board shall exercise
such power separately with respect to amounts received or accrued with a con-
tractor or subcontractor or under one or more separate contracts at the request
of the contractor or subcontractor.

Does that not really mandate the Board to consider the total
operation?

APPLICATION OF FACTORS

Mr. CHASE. Not at all, Senator Mathias. We have a legal opinion
from our distinguished general counsel and I would suggest that you
ask him to answer that question and when he does I will be glad to put
my stamp of approval on it because I know that subject very well.
Senator MATHIAS. As I understand it, when Congress originally

addressed this whole question, it did provide for contract by contract
review, and that was subsequently changed to take in the aggregate
question.
However, Mr. Chairman 
Senator PROXMIRE. Yes, we would like to hear from Mr. Lambert.

Mr. Lambert, I might refer to the memorandum dated February 22,
1974, with which you responded to Mr. Chase and I will read two
sentences in the beginning and you can comment.
The answer is affirmative to your question of whether the Board under thepresent act and regulation may examine cost of profits generated by division,single profit center or product line of a contractor's filings, including more thanone such division, single profit center or product line, whether the Board canapply the statutory factor to those individual entities.
This seems to be the issue and Senator Mathias did read a part of

the statute that may seem to contradict that. Can you straighten us
out on that?

•
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Mr. LAMBERT. Yes, sir. I think the first point that might be made
here is the fact that the Board has on many occasions looked at sepa-
rate product lines and left profits at certain levels and then determined
excessive profits from the other segments, but in conclusion the Board
exercised its powers in the aggregate which included the complete
entity.
Senator MATHIAS. Was that by agreement with the contractor?
Mr. LAMBERT. No, sir.
Senator MATHIAS. Over the protest of the contractor?
Mr. LAMBERT. No, sir.
Senator MATHIAS. Well, it is either with the agreement or over the

protest of. Which one? It can't be both.
Mr. LAMBERT. The contractor did not object to it.
Senator MATHIAS. Did not object to it?
Mr. LAMBERT. That is right.
Senator MATHIAS. Well the statute very clearly provides where the

contractor does not object that you can do it.
Mr. LAMBERT. Senator, the example I am referring to did not in-

volve specific contracts as such. It involved separate operations or
segments. One segment was a GOCO and one was a chemical opera-
tion. So specifically that language you referred to involves individual
contracts as opposed to product lines, you are correct, you cannot
renegotiate by contract, individual contract, without the expressed
agreement in the contract. However, individual contracts may be
examined.
Senator PROXMIRE. In the specific case with respect to McDonnell

Douglas' F-4, did they object?
Mr. LAMBERT. They objected to discussing or making a presentation

on their various product lines.
Senator PROXMIRE. Then what legal justification did you have for

going ahead and doing this as Mr. Chase wanted to do it?
Mr. LAMBERT. Well, under the Renegotiation Act it is a judg-

mental matter for a board to decide in what depth they wish to go in
looking at these contracts, and the Board, the majority of the Board,
chose to look at McDonnell Douglas as one group.
Senator PROXMIRE. Well, the Board having done that as a whole,

the Chairman has testified to that effect and apparently Mr. Rinehart
was in charge. It was his determination. How can one member of the
Board, then, or can one member of the Board, is he free somehow
under the statute, to ask for a breakdown?
Mr. LAMBERT. I think it is implicit in any operation of a Board of

this sort that the individual Board member has the right to be satis-
fied with reasonably relevant information, and I do not believe that a
Board like this can operate by withholding or preventing a Board
member from getting the information upon which he feels he wants
to make his determination.
Senator PROXMIRE. Let me ask it this way. Did the Board have the

authority to do what Mr. Chase wanted to do with respect to McDon-
nell Douglas under this statute?
Mr. LAMBERT. Yes. Without any question it had the authority.
Mr. CHASE. Mr. Chairman?
Mr. WHITEHEAD. Mr. Chairman.

41-119 0 - 74 - 11



158

Senator PROXMIRE. Let Mr. Chase answer that and then I will come
back to you.
Mr. WHITEHEAD. He has been talking for a long time.

LEGAL OPINION

Mr. CHASE. I was asked to explain my position on this, Mr. White-
head.
What Mr. Lambert had said is the essence of the problem. In its

wisdom, the Congress, gave the Renegotiation Board a mandate and
while clearly the Board has great discretionary powers, it also in my
judgment has a high degree of fiduciary responsibility. On the one
hand, there is a range of impreciseness in the renegotiation process,
on the other, there is a point beyond which you cannot exceed that
range. The Iioard exceeded the range considerably, and in my opinion
violated its fiduciary responsibility.

If in a collateral way I may be permitted to support this position, I
would like Mr. Davis, my assistant, to 'read a paragraph in the regula-
tions which clearly identifies the question that Senator Mathias referred
to.
Senator PROXMIRE. All right. Go ahead. And then we will go to Mr.

Whitehead.
Mr. DAVIS. Mr. Chairman, to put this question in perspective with

respect to the regulations, we have to keep in mind that we are dealing
here with the contractor generating $1,600 million in renegotiable
sales of which $906 million of those sales were generated by the
McDonnell Co. on fixed price incentive contracts for the 1967 fiscal
year.
With respect to fixed price incentive contracts, the regulations that

are promulgated by the Board as an outgrowth of the statute provides,that while renegotiation will be conducted with respect to the aggre-gate of the contractor's renegotiable business whether fixed price orcost plus a fixed fee which contain incentive provisions, it will beseparately considered. There will be a separate consideration of theincentive contracts and the details of the cost related thereto.
This is what we are talking about, the types of contracts. We werelooking for the details of the cost of sales that was related to $906million in sales on fixed price incentive contracts.
I might say further that we have precedent on the application ofthese regulations, wherein the Supreme Court has held that theregulations prescribed by a Government agency are binding uponthem and those regulations have the force of law.
Senator PROXMIRE. You are reading from the regulations of theBoard?
Mr. DAVIS. Yes, sir.
Senator PROXMIRE. I am sorry, Mr. Whitehead, but I would likeMr. Lambert once again to state his opinion on this matter.
It is in response to Senator Mathias. He was called away on thephone when you were replying.
Mr. LAMBERT. I forgot just where we were because I was talkingwhile you were on the phone, Senator.
Senator PROXMIRE. Does the Board have the legal authority to dowhat Mr. Chase wished to do with respect to the breakdown?
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Mr. MATHIAS. In the absence of a request or acquiescence from the
contractor, in which case it would clearly be within the statute.

EXAMINATION OF CONTRACT DATA

Mr. LAMBERT. They have the legal authority to examine the con-
tracts of the McDonnell segment as they have done in prior years,
looking at them individually and collectively and then applying the
statutory factors to them collectively as they did in the prior year and
then treat them, exercise their powers, in the aggregate.
Senator MATHIAS. Right. To look at them separately. But in

order to comply with the statute they would have to apply it in the
aggregate.
Mr. LAMBERT. That is correct.
Mr. MATHIAS. I can understand that. Do you know, Mr. Chair-

man, it might be useful—and I do not want to interrupt Mr. Lambert.
Are you finished?
Mr. LAMBERT. My point is the act says "exercise its powers with

respect to the aggregate." The powers involve a whole series of things,
the right to issue unilateral orders, the right of determining excessive
profits, etc.
Senator PROXMIRE. Now, Mr. Whitehead, I wanted to conclude as

soon as we can. There is a vote on now.
Senator MATHIAS. Mr. Chairman, it might be useful at this point

to make one intervention here.
Although Mr. Chase very properly says he will not make any

philosophical statements, perhaps I can.
It is interesting to look at the Brooks Committee's report on this

point. They recommend this:
To facilitate the accumulation of sales by a commodity grouping or product

line, contractors should be required to report costs of products on a contract-by
-

contract basis.
These reports should be audited by Defense auditors with modern day proce

ss-

ing techniques and adequate staff resources. The accumulation, classification 
and

evaluation of such information on a contract-by-contract basis would be 
both

practical and reasonable.

Obviously, such information would be invaluable in auditing

contracts and filings with negotiations.
Senator PROXMIRE. What Mr. Lambert and Mr. Chase are saying

is that the Board already has the authority to do that. Is that right,

Mr. Lambert?
Mr. LAMBERT. NO, sir.
Senator PROXMIRE. Do you say you do not have the authority to

do it?
Mr. LAMBERT. You do not have the authority to do what Senator

Mathias was just talking about.
Senator MATHIAS. Those were the recommendations of the Brooks

committee.
Let me say they appeal to me, but I think that the very fact that

they recommend the changes in the law moving in that direction would

indicate that at least the Brooks committee did not think that is

what the law provided.
Mr. LAMBERT. Senator, the basic distinction between the act today

and what you are suggesting is that the Brooks committee recom-
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mended that they report the profits on a contract by contract basis.
That would require a statutory change. That would mean we could
no longer get the consolidated filing that we have today. That is the
distinction.
Senator PROXMIRE. We have to go, I am sorry, we will be right back.
[Recess.]
Senator PROXMIRE. The subcommittee will come to order.
Mr. Rinehart, according to press reports, Mr. Rinehart conducted

negotiations in a case involving the Miller Box Co. aboard Mr.
Rinehart's 45-ft yacht in Florida. Is that true?

NEGOTIATIONS WITH MILLER BOX ATTORNEY

Mr. RINEHART. We did not negotiate the case. We discussed the
settlement of the case, and I would like to correct you—it is a 43-ft
cabin cruiser, sir.
Senator PROXMIRE. I was 2 feet off. Well, all right, it is good to be

precise. Who initiated the meeting aboard this 43-ft cabin cruiser,
and why were not negotiations conducted in more regular surroundings?
Mr. RINEHART. We were not conducting negotiations. This casewas concluded by the Board, and we had arrived at an area of settlement,a figure which we had hopedwe could arrive at an agreement. This casewas heard and decided on the last week in January, I believe, if my

memory serves me right. I was on my way to what I thought was awell-earned vacation, but it turned out to be a working vacation. Mr.
Hinton, who was the owner of Miller Box, had called the staff and
arranged to meet me in Florida instead of both of us flying back to
Washington. It was not renegotiation. It was a matter of trying towork out an agreement.
This case had many legal problems in as far as salary disallowanceswere concerned, and this was not the only meeting we had with Mr.Hinton. We had had several meetings.
Senator PROXMIRE. If it was already decided, what remained to bedone?
Mr. RINEHART. To try to work out an agreement. Mr. Hintonagreed on $5 million, and the Board thought the excessive profitsshould be $6 million.
Senator PROXMIRE. Well, a final decision had not been reached yet.I understand the Regional Board recommended Miller Box be chargedwith $8.3 million in excessive profits, but the amount agreed uponduring the yacht negotiations was $5.75 million. Can you verify orcorrect my figures, and tell us what information was given you aboardthe yacht to cause you to decrease the recommendations?
Mr. RINEHART. None whatsoever. It was an accounting adjustment,principally an accounting judgment.
Senator PROXMIRE. What adjustment?
Mr. RINEHART. An accounting adjustment, which was done priorto my meeting with Mr. Hinton.
Senator PROXMIRE. You say it was done prior to this discussion onthe yacht?
Mr. RINEHART. Oh, yes. When Mr. Hinton visited me in Florida,and I believe prior to that in Washington, the feeling on the recom-mendation was $6 million, not $8 million.
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Senator PROXMIRE. You have just testified, however, when I asked
what was being done if everything had been decided before, you said
you decided on the amount. Is that not what you said with respect to
the proceedings on the yacht?
Mr. RINEHART. We decided on the amount on the yacht?
Senator PROXMIRE. Yes; is that correct?
Mr. RINEHART. That is not correct, sir.
Senator PROXMIRE. What did you decide?
Mr. RINEHART. We did not decide anything. We discussed the case.

Mr. Hinton refused to agree to the $6 million refund. We shook hands.
I bought him his dinner, paid for it myself, and he returned to Alabama.

Senator PROXMIRE. How many other matters have been decided on
this 43-foot cabin cruiser?
Mr. RINEHART. Mr. Chairman, this is the only case to my knowl-

edge that was ever discussed there, and the first time that I went on a
working vacation, and I was concerned about this, sir.
Here we have a contractor who owes the government $6 million,

has owed this money for 6 or 7 years, interest-free, not even 4 percent,
and as a taxpayer and citizen of this country, I thought that the $25,-
000 per month that the Government was losing, the sooner we could
bring this case to a conclusion, the better off we would be.
Senator PROXMIRE. You see what concerns us, Mr. Rinehart, is

that you are representing the U.S. Government. You are on a Board of
the Government regulating an industry, and it seems to be unusual to
entertain the people whom you are regulating under these circum-
stances as a congenial host on your 43-foot cabin cruiser. It does not
seem to fit into the usual notion of how a regulatory board ought to
operate. We have criticized regulatory boards in the past, but this is a
most unusual atmosphere at which to determine anything, or even to
discuss the matter.
Mr. RINEHART. Well, are you inferring that we should have went out

and leased a room somewhere to talk the matter over. I was there on
vacation. Mr. Hinton wanted to discuss the case. He called my office
about an appointment; an appointment was arranged. The fact of the
matter is, I took some papers along on my vacation.
Senator PRO XMIRE. You could have gone to the Federal courthouse

and had an office there to discuss the matter with him.
Mr. RINEHART. It would make no difference to me where I discussed

the case, whether I discussed it in the Federal courthouse, on my boat,
or in a hotel room.
Senator PROXMIRE. All right, Mr. Whitehead, in a more recent case,

the Board voted to clear without investigation a filing by Mobil Oil
showing losses of its 1972 Defense contracts. Will you tell us why you
decided there were no excess profits without requiring any investiga-
tion of the facts?

EVALUATION OF MOBIL FILING

Mr. WHITEHEAD. Mr. Chairman and Senator Mathias, in the cases
where we have a filing like Mobil's, which is reviewed by the Office of
Review to determine whether it should go to the field for intense re-
view and hearing, et cetera, we have a report from that office.
On each one of these type of cases, and in this particular instance,

on May 3, 1974, we, the Board, were provided a 10-page report from



162
the Office of Review and two reports totaling six pages from the Office
of Accounting, as to the details and as to the effort and extent to which
they went in evaluating this case to recommend whether the Board
should go further into the case at the regional level.
[The information follows:]
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August 3, 1973

MEMORANDUM TO: The Renegotiation Board

FROM: William H. Harrison /1//y7 crz p
Acting Deputy Director L

SUBJECT: DOD List of 100 Largest Companies and Affiliates
, DS&E List 0583 - Mobil Oil Corporation

The Division of Screening and Exemptions recommends that
Mobil Oil Corporation be referred to the Eastern Regional
Renegotiation Board for verification to,:

1. ollArai-4^n of

2. -Determine adjustment necessary to place the contractor
on a consolidated basis.

,s



164

MEMORANDUM May 3, 1974

TO: The Renegotiation Board

FROM: William H. Harrison, Director
Division of Screening and Exemptions
Office of Review

SUBJECT: DS&E List No. 1665- "DOD 100 Cases"
Recommended Clearances Without Assignment.

Renegotiation must be commenced
by September 17, 1974

4obil Oil Corporation
#11482
FYE: 12/31/72
Tafent of the followin
4- 

g
88008 Mobil

488844 ,•Mobil
V#888471,Mobi1
4-88850 72 Mobil
'088851 Mobil
/488854 lUX Mobil
%.'488856 Mobil
/088857 4( Mobil
T/488858
.A 88860 ‘X Mobil

L*-6863 ;i01,

88861 Mobil
Mobil

10#88865 44 Mobil
Vr89554 trY:Mobil

89555 Mobil
/#89557 .< Mobil

• (New York)

23 wholly-owned subsidiaries:
Petroleum Co., Inc. .(Guam Branch)
Oil
Oil
Oil
Oil
Oil
Oil
Oil
Oil
Oil
Oil
Oil
Oil Turk Anonim Sirket
Oil Hong Kong Limited
Sales & Supply Corporation
Oil Maroc .

#90O39' Pinnacle Trading Company, Inc.
,492457 Handy Oil Corporation

%/1,496128'!-. Mobil Oil Aktiengesellschaft in Deutschland
A-8834 /Mobil Oil Company Limited '
iV/93846 0Mobil Research and Deyelopma-nt Corporation
r',6539 1-„Mobil Oil Singapore-Pte. Ltd.
V:?80643 - Mobil Oil Baerados Limited

Australia Limited
Zaire
de L'Africue Occidentale
East Africa Limited
Hellas A.E. Petroleum
Lebanon, Inc.
Liberia, Inc.
New Zealand Limited
Philippines, Inc.
Portuguesa,S.A.R.L.
Southern Africa (Proprietary)

Company

Ltd.
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The contractor has teguested concurrent renegotiation

for the parent company and all the listed subsidia
ries and

has waived the loss carry-forward on each company that
 sus-

tained a renegotiable loss

The following sets forth a pro-forma consolidation o
f

the parent and the twenty-three wholly-owned subsidi
aries.

Renegotiable Business:

Sales $ 114,280

Profit 503)

Percent Loss .

Non-renegotiable  Business:

Sales 6,101,116

Profit (118,295)

Percent • Loss

Total Business:
6Sales ,215,396

Profit (118,798)

Percent Loss
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The parent companies operations represent 83.3% of

the total. Its statistics are set forth below:

1972: The renegotiable bpsiness was the production, refining,

marketing and transportation of gasoline, jet fuels, residual

fuels, lubricating products and transportation services.

Materials represent 80.6% .of renegotiable cost of goods

sold.

The return on allocated net worth was 3.9% and on capital

employed was 2.5%. ,

•— The contractor has advised that there are no pendin::

claims or litigation which would affect renegotiable sales

and profits.

The IRS has not examined the year under review. The year

1965 and prior are settled, The last year examined is 1969

and there are a fewitems'of this year still Under review.

None of the disputed items from 1966 through 1969 would have

changed renegotiable sales or profits.

The FTC statistics on this contractor in this category are:

Group No. 72A29  (Petroleum refining)

Return on Sales 8.4%

Return on Capital 6.6%

Return on Net Worth 10..9%

Because the Parent contractor's statistics are less than

those of the FTC, a C. W. A. is recommended.

This is one of the "DOD'100" contractors.

The parent company and its sUbsidizries were C. W.

in the prior year on a more detailed format. A copy of t".1i:;

submission is attached hereto.

Attachment
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MEMORANDUM *August 3, 1973

TO: . The Renegotiation Board

SUBJECT: Recommended Clearance Without Assignment - DS&E%List No. 1593

Renegotiation must be commenced by
October 1,1973 '

The Division of Screening and Exemptions, Office of Review,

recommends that Mobil Oil Corporation and its twenty-two (22)

wholly-owned subsidiaries for the fiscal, year ended December 31, 1971

be cleared without assignment. (All figures are stated in thousands of

dollars.)

The parent and subsidiaries on the DOD lists appear in the

following amounts.

Fiscal Year
ended,

No.
.on

December 31 List Contractor's Name Amount
• 1970 Mobil Oil Corporation $164,429

Mobil Chemical Co. 496
Mobil Oil Philippines, Inc. 671

36 Total $165.596
1971 Mobil Oil Corporation $ 79,293

Mobil Chemical Co: 187
' Mobil Oil Philippines 11

55 Total $ 79,491
1972 Mobil Oil .Corporation $110,149

-Mobil Chemical Co. 99
Mobil Oil Philippines 48

51 Total $110,296
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Review Year

• Mobil Oil Corporation

:#11482 -
TYE: 12131/71
Parent-of the'following wholly-owned subsidiaries:

088008 - Mobil, Petroleum Co., Inc. (Guam Branch)

088844 7. Mobil Oil Australia Limited...
08847 1= Mobil
08.8849 - Mobil
#88850 - Mobil
088851 - Mobil
#88854 7 Mobil

Mobil
Mobil
Mobil

088856
088857

- 088858
#86860
.088861
088863
088865
089554
09555
t89557
t90039
#92457
t96128
t88846
#93846

Mobil
Mobil
Mobil Oil Southern Africa (Proprie
Mobil Oil Turk Anonim Sirket
Mobil Oil Hong Kong Limited
Mobil Sales & Supply Corporation
Mobil Oil Maroc
Pinnacle Trading Company, Inc.
Handy Oil Corporation
Mo;Dif Oil Aktiengesellschaft in Deutschland
Mobil Oil Company. Limited.'
Mobil Research and Development Corporation

S.C.R.L.)Oil Zaire (formerly Mobil Oil Congo
Oil de L'Afrique Equatoriale
Oil de L'Afrique Occidentale
Oil East. Africa Limited -
Oil Hellas A. E. Petroleum Company
Oil Lebanon Inc.
Oil Liberia Inc.
Oil New Zealand Limited
Oil Philippines Inc.
Oil Portuguese S.A.R.L.

tary) Ltd.

The following sets forth a pro.-forma consolidation of the parent

and the twenty-two subsidiaries:

All renegotiable business was under fixed price contracts.

Renegotiable Business

Sales
Profit
Percent

Non-Renegotiable Business

Sales
Profit
Percent

Total Business:
Sales
Profit
Percent

$ 125,199
3,623
2.9

$5,538,131
(18,968)
. Loss

$5,663,330
(15,345)

Loss
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• The conLract_ requested concurrent renegotiation for the

parent company and all the listed subsidiaries, and 
has waived the loss

carryforward on each company that sustained a ren
egotiable loss.

Segregation of Sales and Allocation of Costs and. 
Expenses

'A review of the methods used in segregating sales and allocatin
g

cost and expenses has been made. ,Attachmen
t, "A" is Supplemental Data

prepared by the Office of Accounting, dated Novem
ber 29, 1972.

Attachment 13" is a memorandum to The Board from the D
irector, Office

of Accounting, also dated November 29, 1972. This memorandum sets forth an

outline of the program that would be required if The Bo
ard deems that

additional verification is necessary.
• ••

Pending Claims

The contractor has advised that there are no claims or
 litigation

4

of a substantial nature for or against Mobil Oil Corporati
on or its subsidiaries

that would affect renegotiable profits for the year under 
review.

Contractor's 31:siness 

The renegotiable business of the two contractstrs in this group

that-represented 95.27, of the total renegotiable volume is:

011482 - Mobil Oil Corporation 

Gasoline, jet fuels and residual fuels.

O89555 - Mobil Sales & Supply Corporation

Fuel oil and services.

Cost of Goods Sold 

The analysis of the cost of goods sold of the parent company is:

Purchases -
AiVS - Net of inventory .

Amount Percent

variations $1,425,468 82.0

.Operating expenses 282,600 16.3

General and admin.

expenses 30,303 1.7

Total ,$1,738,371, 100.0
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Result of Prior Years' Renegotiation

The following sets forth the operations of the parent company only:
r

Renegotiable Ton-
1970 (All FP) - Reneeotiable - Total
-Sales $105,490 $2,023,430 $2,128,929
Profit 4,600 _ 54,719 59,319
Percent ' 4.4 . 2.7 2.8
1963 •
Sales 121,104 1,914.090 2.035,194
Profit 8,083 . . 100,1,08 108,191
Percent 6.7 5.2 5.3
1968
Sales 125,829 4.726,613 4,852,4/,2
Profit 11,132 181,768 192.900

'Percent 8.8 3.8 4.0
(Action for all years above - C. W. A.

'11
89.87. of the pro-forma consolidated sales for the years1970, 1969. and 1968.

respectively.

The parent company's renegotiable business represented 88.2%, 88.3%. and

Return on Net Worth and Capital Employed

The contractor's return on allocated net worth was 5.5% and on

capital employed was 2.7%.

Federal Trade Commission Statistics. 

The FTC 1971 statistics for the industry group "Petroleum

Refining and Related Industries" indicated the following:

Group No. 71-28 
Return on Sales 9.67
Return on Capital 7.47
Return on Net Worth 12.01

The contractor's statistics in the three critical areas are well-

below the FTC statistics.,

Competition Compared 

Because. the contractor's statistics in the three critical areas,

namely, return on sales, net worth,and capital. are below the FTC statistics. •

comparison with contractor's competitors would not be meaningful.

Internal Revenue Service ;

Examination or the 1969 through 1971 years has not been initiated,

but-is contemplated.

There are no intelligence investigations in progress nor contemplated

on any of the above companies or their subsidiaries. There have been no

fraud penalties assessed against the companies or their subsidiaries.

a
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Conclusion and Recommendation..

It is concluded, based on information submitted, there is no
•.—

.
possibility of excessive profits in the review year and clearance without. - .

assignment .is recommended.
_

ce/I7

William H. Harrison, Acting Deputy Director

Office of Review

November 29, 1972

Supplemental Data for Screening Pus-noses 

MOBIL OIL CORPORATION
and 22 Subsidiaries,.

Fiscal  Year Ended December- 31, 1971 

Comments by Office of Accounting 

MOBIL OIL CORPORATION •

Sales Segregation

The contractor classified as renegotiable all prime•contract sales to
named departments based on a compilation of sales reccrds. During the
review year, over 9d7. of prime sales were to the Defense Fuel Supply
Center-of,tne Dezense Supply Agency. The balance of prime contract
sales were made directly to other agencies of the Department of Defense.
Amounts reported on DOD printouts refer to master contracts let against
anticipated purchases. As a part ot the master contracts, the Govern-
ment only guarantees to purchase $100 from the successful. bidder.

In checking the Summary of Prime Contracts let fOr the period ended
June 30, 1971 (twelve months) and the period ended Decemoer 313 1971
(six months), it is noted that using million or 1/2 of the .twelve
month period and the total of $93 million for the six month period, the

estimated total of contracts let is S133 million. Contractor delivered
$92 million and its subsidiaries delivered $11 million for a total of
$103 million under let contracts.

Subcontract sales were products to numerous industrial customers, which

products in some industries are used in processing a renegotiable pro-
duct. As provided in Section 1436.2(b) of the Regulations, it was

.necessary for contractor to request information free% customers to find
out the amount of indirect Government business. In determining the
customers to whom inquiries would be sent, contractor eliminated
(1) customers whose business was such that it was unreasonable to
expect them to be engaged in renegotiable business (service stations,
etc.); and (2) customers whose business aggregated less than $2,500

representing sales too small to be renegotiable to any significant

degree. Inquiries were sent out on a sample basis to the remaining
customers whose aggregate business represented 197, of totalcommercial

sales. Replies were received frcm 277 of the customers sampled. Eased

on ratios developed from these replies, contractor estimated renego-

tiable subcontract sales to be $21,929,158. This method is in substan-

tial conformity with the regulations and considered acceptable.

41-119 0 - 74 - 12
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Cost and Expense Allocations 

In allocating Cost of Goods Sold applicable to performance outside of
the United States, the realization basis for the unit involved was used;
this is, in effect, similar to a modified sales ratio which is an
acceptable method of costing used by the petroleum indpstry.

The domestic sales were also costed on a realization basis for Cost of
Goods Sold but with further modifications to account for outside material
and expenses, as well as so-called additives. Under this method costs
were applied on an Overall basis using a centralized costing procedure,
the sales realization was determined by the use of annual average prices.
The costs applicable to non-petroleum products. was determined on an
actual basis.

The sales realization method as applied to over 957. of contractor's sales
follows the concept that all expenses, except additives, incurred in the
productiOn of all products produced jointly from petroleum raw materials
are al-locable to such products on the basis of their relative market
values. Additive costs which are materials required. for a specific pro-
duct (gasoline by gradeand/or jet fuel, etc.) are removed prior to the
calculation of the market value ratio and re-added to product cost on an
actual basis.

Other expenses are allocated as f011ows:

Storage end Handlinz and Commission-operated Plant Expenses are charged
on a- salesrealization basis only to products actually stored or handled
at marketing terminals or bulk storage facilities. Delivery Expense was
charged on a sales realization basis as to sales of products actually
delivered in owned or hired equipment. Selling and Servicing Expense
was tharged,on a sales realization basis to all sales.

The above procedure of allocation is considered an appropriate basis and
the results, in our opinion, show an equitable amodnt of expense charted.
Of the total of such expenses incurred of $.380 million, the allocation
to renegotiable business :as $12 million. If a sales ratio were used,
the charge would be approximately $19 million.

The General and Administrative Expenses are allocated to marketing and
distributing one sales realization basis.

No problems are encountered by .the acceptance of the above application
to the allocation of cost by the Board: The method used is followed by
most major peterieum refining companies.
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MOBIL SALES AND SUPPLY CO. 

Sales Segregation 

Prime Contract Sales were determined by an examination of all Government

Contracts and those with the named departments were reported as renegotiable.

Subcontract: sAles were based 'upon the results of circularizing 38 of 500

commercial customers. The total renegotiable business ($1.8 million)

reported by the customers replying to the circularization was related to

total sales ($39.8 million) to these custcmers. The resulting percentage

was applied to the total to determine the renegotiable business to be .

reported.

Cost and ExDense Allocations 

Cost of Goods Sold applicable to Prime Contracts were determined by

applicatidn of specific rates by port and product to renegotiable
 business.

Cost of Goods Sold applicable to indirect sales were determined, by exclud-

ing cost applicable to Prime Contracts and allocating the 
balance on the

ratio of non-renegotiable sales to subcontract sales.

All other expenses are allocated on the basis of barrels sold exc
ept for

certain items which relate specifically to renegotiable and n
on-renegotiable

business which are charged directly.

The .segregation of sales and allocation of costs and expenses are
 con-

sidered acdeptable for renegotiation purposes.

OTHER SUSIDIARIES 

The remainder of the companies listed segregate sales and costs 
as follows:

Sales are determined by analysis of all sales, those classified 
as rene-

ztotiable represent direct sales to the named departments.

Cost and Expenses are allocated.directly except for Indirect 
Expenses

which are allocated on a sales ratio basis.

The methods used by all the companies in scgre2ating cost and 
expenses

are considered acceptable for renegotiation purposes.

Palo?. REVIEW

Procedures used by the contractor were examined by the Eas
tern Regisnal

Board during the pzocessing of contractor's fiscal year en
ded D.:..c.c7.11-,r 31,

1967. .>lafor cost areas for both the North American Div
ision (refenin'
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and the marine operations (ocean transportation) were examined by
Region for the purposes of determining allocation methods used and
equitableness of the charges to Government business. •

Refining

Contractor's method of charging' crude oil at the refinery was revietled
with cmpahsis placed' on pricing and handling of crude oil imports.
oil charged at the refinery represented 81.6% of the total cost :of
sold. In addition, the methods used for the distribution to regional
areas of the selling and servicing pool and the general and administr:-
tive expense pool were examined as well as the subsequent allocation to
renegotiable business within regional areas.

Marine Onerations-

As a result of the extremely high profit margin reported for the marin,
operations during the l%7 year, an indepth study was made of revenues
(charters) and expenses. Details relating to each vessel used in rtrz.-
gotiable business were 'secured which included vessel revenue and oper.:
ing expenses. Charter agreements were also secured. The principal
element of overhead charged to renegotiation for marine operations
vessel operating expense) 'was. depreciation.

Conclusion

We have no reason to believe that the same procedures were not used fn.:
the year under review.

Prepared by:

C.4

Michael A. Mffler

Concur:

Ross M. qirard
Director
Office of Accounting
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•

•

THE RENEGOTIATION BOARD

• DATE. : November 29, 1972

•

: The Renegotiation Board

FROM, : Ross M. Girard, Director

'Office of Accounting
'

SUBJECT: Mobil Oil Corporatibn and 22 Subsidiaries

' Fiscal Year Ended December 31, 1971
•

•.

ATTACI-DiNT "3"

There has been previously submitted to the Board an analysis of sales

segregation and cost allocation which in the opinion of this Office

may be accepted for renegotiation purposes. ,

However, if the Board deems that additional verification is required

on the segregation and allocation methods enployed by contractor, the

following outlined program would be required.

Mobil Oil Corooration

For a review of seg.cgation methods used by this contractor,. a trip to

the corporate oftices would be required in order to examine billing

invoices on prime contract sales-and to investigate semolina technicues

used to arrive at subcontract sales. Customers selected by contractor

for sampling should be screened to establish the validity of the replies.

In addition, an analysis would be required into the two classes of

customers eliminated from the survey. Some testing should be performed

into each of the eliminated classes. In addition, an examination of

replies should be made to verify the validity of the renegotiable ratio

established.

Contractor's allocatiorrof costs and expenses can be verified during

the office visit. The principal cost, crude oil, can be established

by the examination of input charges at the refinery thru usage of.

petroleum industry posted price lists by locations maintained by all

petroleum companies. Particular emphasis would have to be placed on

the treatment by contractor of foreign crude and trade/crude (between

non-related companies) to ascertain that posted prices only are charged

at the refinery. Additive costs could be reconciled by an examination

of invoices as costs are charged at actual. Other cost areas (storage

and handling, selling and servicing, and general and administrative

expenses) should be examined to determine the elements within each

cost pool are allocable under the Act.

HBF-37 INTEROFFICE t.-EMO.
4-70
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Mobil Sales and Supply Co.

A similar review of sales segregation would be :required on the entity
as described for Mobil Oil Corporation at its corporate office. As
a distributor', verification of cost and expense . allocation as applied
to material costs would require the tracing of purchases for prime
contracts to subsequent sales and a determination as to the reason-
ableness of the use of a sales ratio basis for the determination of
subcontract material costs. Other costs are allocated based upon
ratio of barrels sold. Other methods of allocating costs and expenses
'could be investigated. •.

Other Subsidiaries 

Due. to. the number of subsidiaries involved (22) and the necessity of
travel to individual offices, test verification of sales and costs
would have to be made on a select basis. At the individual offices,
records examined would include sales invoices and cost and expense
allocation methods. Since both the direct charge method and the sales
ratio method of allocation is employed with variances between companies.,
each office.visited would involve'a sliglItly different review approach.

Comment

The indicated review procedure outlined above for the 22 entities covered
by this report would require extensive travel and man hours to obtain a
meaningful result within an acceptable time span. The man power required
for, the review, of Mobil Oil Corporation and Mobil Sales and Supply Co.
would be considerable for each. The review on each subsidiary company
would 'depend on the depth of the analysis. In addition, division and

:eorporate level assistance would be required from tontractor.
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CASE CLEARED WITHOUT ASSIGNMENT

Mr. WHITEHEAD. Their recommendation was that this case should
be cleared without assignment, and we have that authority under the
law. We are permitted to do so. In this particular instance, I cannot
recall the details, but what happened was the Board, by a 4-to-1 vote
or by a majority vote as far as I recall, approved the clearance without
assignment.
Now, Mr. Chase said that he would dissent, and he filed a dissent,

and what he wanted us to do was to practically make a review of
Aramco's financial condition as well as, and I quote:
I suggest the staff consider the reasonableness of Mobil's cost of Aramco crude

in relation to any gain that may have inured to Mobil. If the facts so warrant, the
Board may wish to consider them as high costs on the basis of nonarm's length
transaction that yielded significant profits to Aramco which may have been
passed on to Mobil, thus, in effect, reducing Mobil's crude cost basis.

For the life of me, we do not have the know-how to conduct an
investigation like that. Aramco files with the Board and, we examined
them as for 1972. The profits that were made in a rather substantial
manner were for fiscal years 1973 and 1974, and we have laid careful
plans to go into those reports or those filings, when they are received.
Now it was just impractical to do what Mr. Chase asked us to do

here, to go in and examine the costs of crude from Aramco to Mobil.
We do not have technicians like that. We are not equipped to do
things like that, and the fiscal year return for Mobil in this particular
instance, was a loss. The company showed a loss on its filing, and to
the best of our recollection, that is the reason that the Board, by a
4-to-1 vote, declared it cleared without assignment.

Senator PRO XMIRE. Let me ask Mr. Chase to respond to that
because he was involved in that.

REQUEST FOR ADDITIONAL INFORMATION

Mr. CHASE. Mr. Chairman, this again is to me a discouraging
distortion of the facts. I am sure that if you polled the members of
the Board and polled the members of the staff who are present, they
would tell you that what I said was as follows—and I have notes here
from which I will read.
The case came before the Board as a recommended clearance.

There were $9 billion in sales, $114 million of which were renegotiable
defense sales for a sophisticated jet fuel.
Mobil reported to us that they lost over $500,000 from the sale

of the jet fuel to the United States Government, and reported that
they had a substantial loss in sales involving the public, for your
gas tank and mine, not renegotiable sales.
I told the Board and the staff that I was not quarreling with their

position:that if Mobil truly took a loss, that such a position is invalid.
But it seemed strange to me that Mobil would report to the Board
that it lost money in its renegotiable business and lost money in its
nonrenegotiable business, when I recalled, in 1972, the company made
substantial profits. I did not recall how much, but I said I thought
'72 was a highly profitable year. All I asked was that we take it off
the clearance calendar and assign it to the field for review and ex-
planation from the Mobil Oil Co.
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I do not recall that we talked about Mobil's Aramco affiliation.
If we did, that would have no effect on the genesis of my request.
I returned to my office and my secretary obtained a Moody's for 1972
on Mobil, and let me tell you what it reported. Mobil reported to its
shareholders that the $9 billion in sales, in 1972, the company made
15.1 percent profit as a percentage of sale and 26.4 percent profits
as a percentage of net worth. Mr. Chairman, I do not know how
the Board could possibly clear Mobil when on the one hand it reports
substantial profits to its stockholders and on the other reports losses
to us.
So I began to examine Mobil as it related to Aramco, and I found

Mobil owned 10 percent of Aramco. I think it significant to point out
that of 1.911 billion barrels of petroleum production per day, Mobil
used 506,000 barrels that came from its Aramco affiliate, or more than
25 percent of its total production requirements.
Mr. Whitehead addressed the problem of our 'involvement and

lack of knowledge of the complex wellhead crude oil pricing formula.
I do not think that is an excuse for clearing Mobil without assignment.I think it is our responsibility to have questions and conflicting
information answered and that, sir, is all I asked for.
Mr. WHITEHEAD. Mr. Chairman?
Senator PRO XMIRE. As I calculate it, the profits would be somethinglike $1.35 billion, 15 percent of $9 billion. Is that right?
Mr. CHASE. The total company profits, $1.376 billion.
Senator PRO XMIRE. So what you are arguing is that this very large

profit on sales and on net worth a much bigger percent on net worth, 24
percent as you say, suggested that the sale to the Government,
which they maintained was a loss, their transactions with the Gov-
ernment should at least warrant an explanation from the Mobil Oil Co.to be given to the regional office as to how they justified the fact thatthey made a huge profit on the overall matter and then claimed a
loss. And you say, as I take it, Mr. Whitehead your position was thatthis was not worth getting an explanation from Mobil on. Is that right?
Mr. WHITEHEAD. No. I want to get things straight, for the record,Mr. Chairman. When this matter came before the Board, there

was a discussion. Mr. Chase asked that it be further studied, and the
official minutes are what I am reading from, extracts from the official
minutes, and we did give this responsibility to the Office of Accounting,
Office of Review, and the General Counsel to study the question
raised by Mr. Chase and report on the results as soon as possible.
Now when the preliminary reports came in, we evaluated theircontents and the Board, by a 4-to-1 vote, believed that a clearance

without assignment was in order.
Now he certainly did raise the Aramco situation because I amreading quotes from his dissent.
Senator PRO XMIRE. How did they reconcile this, the fact that theoverall profits were so very big and Mobil claimed a loss on theGovernment transaction.

EFFECT OF EXEMPTIONS

Mr. WHITEHEAD. I cannot answer that offhand, but let me saythis: one of the loopholes in the act—and I thought I had brought this
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out at a previous hearing, either at an Appropriations hearing or the
July 25 hearing—the Congress has seen fit to give stock item and
commercial item exemptions to industry, and in the last decade the
total amount of renegotiable business which has escaped our review,
because of what the Congress did, amounts to about $10 billion.
Now in this particular instance, the oil companies asked, and are

entifled to by law, for exemption of those oil products which are sold
also in a commercial market. What I think may have happened here is
that the commercial exemptions have been so large so that the over-
all result is a loss when you get a net figure. Also, it appears oil com-
panies report to the public on a book basis rather than a tax basis,
and I am informed by Dr. Lenches, that this accounts for a big part
of the difference in profit figures cited. I believe that every reasonable
action was taken by the Board in this particular filing by Mobil.
I want to say this: we have set up and are geared for a very intensive

look-see at the 1973 and 1974 returns or filings which are going to be
made by the oil companies.
Senator PROXMIRE. Let me just say that there is nothing in the law,

as I understand it—maybe there is and maybe you can enlighten me
on it—nothing in the law that would prevent you from having a
regional board request from Mobil Oil an explanation of what appears
to be a possible contradiction. You could have done that, could you
not, and it was not done.
Mr. WHITEHEAD. We could have assigned it to the region, but on

the basis of the loss they show and on the basis of the reports we got
from our staff people, the four of us determined that we would clear it
without assignment.
Senator PROXMIRE. Now, let me ask Mr. Lambert: You said you

referred it to General Counsel. Let me ask Mr. Lambert to comment
on this case.
Mr. WHITEHEAD. Senator, this is what the minutes say 
Senator PROXMIRE. All right. Mr. Lambert?

STAFF STUDY OF OIL PROFITS

Mr. LAMBERT. Mr. Chairman, my understanding of that situation,
my recollection of it—and I do not have the minutes in front of me—
was that the Mobil Oil case came up as one of the Defense 100's, and
the information was presented to the Board on a recommended
clearance. I think Mr. Chase wanted to look into this question of
these very heavy losses and the cost base of the accounting report.
At that point in time, my recollection is that the majority of the

Board voted to clear it without assignment, which they did, and they
subsequently, at the same meeting, said, we would like to look into this
whole question of the price of oil, crude in the oil industry as it may
affect the oil companies filing with us. So that was a subsequent action
that was started and has never been completed.
Senator PROXMIRE. So what you are saying is they decided to clear

it?
Mr. LAMBERT. Yes, sir.
Senator PRO XMIRE. First, and then subsequently look into the

1973-74 situation?
Mr. LAMBERT. Yes, that is my recollection.
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analyze it and determine whether there was, in effect, supiport for Mr.
Chase's position. Is that right?
Mr. LAMBERT. That is my recollection, and these gentlemen were

with me, and I think that is their recollection too.
Senator PRO XMIRE. Is that right, gentlemen?
Please identify yourselves as you speak.
Mr. CHICK. My name is Henry M. Chick, and I an Director of

the Office of Review, and that is my recollection, but I really do not
have the minutes in front of me. Mr. Harrison, the deputy, was also
there.
Senator PRO XMIRE. All right, Mr. Harrison.
Mr. HARRISON. That is the best of my recollection, too. I, like Mr.

Chick, do not have the minutes with me, so I really cannot refresh
myself, but that is my recollection, sir.
Senator PRO XMIRE. So there was no study, is that it? Mr. Chase?
Mr. CHASE. Mr. Chairman, we passed the Mobil Oil Co. on the

7th day of May of this year, and the reason that I was denied having
it assigned for explanation was that we had higher priorities because
our staff level is so low. Today is 7 months later, and we have not
received the study or any information supportive of Mr. Whitehead's
statement of a moment ago that we are getting information. In the
meantime, we cleared without assignment a $114 million sales volume
on this contractor 
Senator PRO XMIRE. $114 million?
Mr. CHASE. That made huge profits as reported to its stockholders.
Senator PRO XMIRE. So this study was done and not submitted to the

Board.
Mr. CHASE. If it was done, I have never seen a copy of it. It was

supposed to be prepared to further my knowledge of pricing crude at
the wellhead. So I went out on my own and had a study made that
gave me a fairly knowledgeable insight.
Senator PRO XMIRE. Mr. Houston, have you ever seen a study by the

staff?
Mr. HOUSTON. No, sir, I have not. I think this question brings

up an important point that I made on. July 25. In my opinion, the
Board is terribly understaffed. One of the problems associated with
Mr. Lambert's office being unable to give precisely the quality and
quantity of service that might be desirable in the view of many of the
Board members is the fact that his office is understaffed.
We have a problem in the Board. Mr. Chase put it a little facetious-

ly, but it bears on the truth. He said the policy of the Board is to have
no policy.
I cannot agree with that literally, but I would say that the Board

is in need of pulling together and documenting its policy. The Board's
policy is in many forms. It is in the statute; it is in the reports that
have been given to various committees of the Congress. And it is in
statements made here by Mr. Whitehead as to what our policy is, for
example, on conglomerates or product line evaluation. We simply need
to do a lot of things that a well-managed organization would ordinarily
do; namely, pull together, evaluate, analyze, and document its policy
and procedures in connection with the process, and on administrative
matters. We just have not done it.
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Senator PROXMIRE. All right, sir. Let me get back to this particu-
lar instance.
Mr. Whitehead, you indicated that a study was made. We have

testimony now from the General Counsel arid from the two men asso-
ciated with him that they did not make the study. You have two
members of the Board who said they saw no such study. This seems
to he a mysterious situation.

STATUS OF OIL STUDY

Mr. WHITEIMAD. All right, may I explain?
[Senator Proxmire nods in the affirmative.]
Mr. WHITEHEAD. The reports that I refer to here were reports made

by the Office of Review and the Office of Accounting, both of whom
had no objection to clearance without assignment. When this came
up at the May 7 meeting 
Senator PROXMIRE. As I understand it, the Director of the Office

of Review said he made no report. Is that right?
Mr. WHITEHEAD. Here it is, signed by Mr. Harrison, dated May 3

of 1974.
Mr. CHASE. That is not the study, Mr. Chairman.
Mr. WHITEHEAD. That is not the study. I am coming to that.
Senator PROXMIRE. I am talking about a study.
MT. WHITEHEAD. The study has not been made yet. If I was incor-

rect on that point, I wish to correct it. The Board directed that the
Offices of Accounting, Review, and General Counsel study the ques-
tion raised by Mr. Chase and report on its results as soon as possible.
Senator PROXMIRE. This is like Alice in Wonderland. The verdict

first and the trial later, and then no trial.
Mr. WHITEHEAD. Well, I am trying to be constructive, Senator.
Senator PROXMIRE. I am not trying to be facetious, but that does

seem to describe the situation, does it not?
Mr. WHITEHEAD. Well, you might poll the heads of Accounting

and Review and General Counsel and see how far they have pro-
gressed in such a study.
Senator PROXMIRE. I thought I did it. Shall I do it again?
Mr. WHITEHEAD. Well, the Board directed them to do it.
Senator PROXMIRE. Well, gentlemen, how far have you progressed?

Yes, sir.
Mr. CHICK. I do not recall that it was pursuant to this directive of

the Board. I think it was pursuant to some leads Mr. Chase gave Mr.
Grenough, Mr. Lambert, and I concerning talking to the IRS, and we
did talk to the IRS at great length concerning the techniques the
IRS had used in determining whether or not posted prices in the Mid-
dle East were in fact fair market, and I reported on this meeting to
the Board by a set of minutes, and I think my colleagues agreed with
the report.
What we found was that posted prices were not fair market prices

in the Middle East during this period of time.
Senator PROXMIRE. I think that may be very useful, but that was

not a report on the specific Mobil situation, or was it?
Mr. HARRISON. No, sir, it was not. It was on the situation generally,

sir.
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Senator PROXMIRE. I am talking about what appears to be the
possibility of an excessive profit on the part of Mobil, although they
did report a loss, in view of their overall very large profit.
Mr. WHITEHEAD. Mr. Chairman, what I have read from, was

from our minutes, may I put this extract, as well as the two reports
made by the Review and Accounting people, in the record, sir?
Senator PROXMIRE. All right, sir; yes.
[The information follows:]

MOBIL OIL CORPORATION AND SUBSIDIARIES (1972) CWA9 APPROVED—DS&E
LIST #1665

There was submitted to the Board the memorandum, together with attach-
ments (Exhibit K), of the Director, Division of Screening and Exemptions, Office
of Review, dated May 3, 1974, subject: DOD List of 100 Largest Companies and
Affiliates, Recommended Clearances Without Assignment—DS&E List #1665—
Mobil Oil Corporation, #11482, fiscal year ended December 31, 1972, parent and
23 wholly-owned subsidiaries.

Following the discussion of this case, the Board majority approved the issuance
of Clearnaces Without Assignment to the contractors listed in DS&E List #1665,
recommended by the Division of Screening and Exemptions, Office of Review.
Mr. Chase dissented for the reasons discussed during the meeting and his

report of dissent is herewith attached as being a part of these minutes.
The Board directed that the Offices of Accounting, Review and General Coun-

sel study the question raised by Mr. Chase and report on its results as soon as
possible.

MOBIL OIL CORPORATION AND SUBSIDIARIES (1972)—DS&E LIST #1665
ATTACHMENT AS STATED IN ITEM 8 OF THESE MINUTES

The premise of Mr. Chase's dissent is as follows:
"Renegotiable sales ($114,280,000) for the Mobil Oil Corporation and its

affiliates, fiscal year ended December 31, 1972, on the basis of a pro forma con-
solidation of the parent and 23 wholly-owned subsidiaries, resulted in losses
($503,000) in the year under review.
"During the year 1972 significant profits were generated by Arabian American

Oil Company (ARAMCO) owned by four of the major oil companies of which
Mobil's participation is 10%. Viewing the possibility Mobil may have purchased
crude oil from ARAMCO at more than reasonable prices, I raised the question
as to the need for the Board to consider the high profits of ARAMCO on the
sale of crude to Mobil and Mobil's profits from ARAM CO as being an offset
against Mobil losses.
"I suggested that the staff consider the reasonableness of Mobil's cost of

ARAMCO crude in relationship to any gain that may have enured to Mobil.
"If the facts so warrant the Board may wish to consider them as high costs

on the basis of a non-arms length transaction that yielded significant profits to
ARAMCO which may have been passed on to Mobil, thus in effect reduced
Mobil's crude cost base.
"Moreover, I recalled that Mobil reported substantial profits to its stock-

holders in 1972, thus raising the question of inconsistency when comparing that
information with Mobil's sales and loss report to the Board.
"I dissented on the grounds that sufficient information was not presented for

me to determine that the case should be cleared without assignment."
a

NORTHROP CORP. CASE

Senator PROXMIRE. With respect to the Northrop Corp. case, I
understand that both Mr. Chase and Mr. Houston dissented from the
majority position in this recent case, and I wonder if Mr. Chase and
Mr. Houston could explain the reasons for their dissent? Mr. Chase?
Mr. CHASE. Mr. Chairman, Mr. Houston voted with the majority,

and upon reflection a day or so later, came to the Board and said that



185

he had had some second thoughts about it, and he would like to have
Northrop clearance withdrawn and assigned to the field. He seemed
to be persuaded by my arguments

' 
and the Board denied him.

Senator PROXMIRE. The Board did what?
Mr. CHASE. The Board denied him. He wanted it assigned to the

field as I did.
Senator PROXMIRE. The Board denied him permission to withdraw

and change his position. Is that correct?
Mr. CHASE. Why do we not have Mr. Houston answer for himself?
Senator PROXMIRE. All right, fine. And then you continue.
Mr. HOUSTON. All right. I would like to state this the way it actually

was.
When the Northrop case was last presented to the Board on July

16 
Senator PROXMIRE. Of this year?
Mr. HOUSTON. Yes.
Senator PROXMIRE. All right.
Mr. HOUSTON. I voted with the majority of the Board to clear

Northrop. About that time, my staff and I began reviewing the
Board's policy in regard to conglomerates and product line renegotia-
tion.
We are still preoccupied with that problem. As a result, however, and

upon further reflection, I prepared two memorandums for the Board,
one dated July 31, 1974, and another dated August 5, 1974. Copies of
both were provided the subcommittee earlier. In these memoran-
dums, I requested further review of the Northrop case and stated, in
essence, that in my opinion the Board's policy is not altogether clear,
and certainly not clearly stated, as it relates to multiproduct lines and
complex corporate structures.
I gave some examples of different documents where policy was re-

flected. A great deal of policy is just in people's heads.
In any event, I subsequently sent a memorandum to the Secretary

of the Board, Mr. Rapps, requesting that both memorandums be
placed on the Board's agenda of August 6, 1974. The Chairman agreed.
In my memorandum of July 31, I indicated that it is now my opinion
that the Northrop case be subject to further review and recommended
that the issuance of a clearance notice and the opinions be delayed
until such time as the Board has had an opportunity to more clearly
resolve its policy regarding the treatment of excessive and deficient
profits in large multidivisional and multicorporate consolidated
organizations.

It was my opinion that the issue needs considerably more analysis,
policy resolution, and documentation.
Present at the Board's meeting of August 6 were Board members

Whitehead, Mattingly, Rinehart, and myself. Mr. Chase was out of
town on vacation. After some discussion, I moved that the Board
reconsider its action in approving a clearance in the Northrop case,
but the motion was not seconded. I can say that my motion was
denied because it died for want of a second. I cannot say that it was
not given consideration.
Senator PROXMIRE. You did dissent, is that right? Or you would

have dissented? Or you simply wanted to review it?
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Mr. HOUSTON. Let me read the motion. The motion was that the
Board reconsider its action in approving a clearance in the subject
case. The motion died for want of a second. Another Board member
then moved that the clearance be issued. It was accepted.
Now, is it your question as to what would I have done if the Board

had reconsidered?
Senator PROXMIRE. Perhaps you cannot answer the question under

the present circumstances because, perhaps, you would have wanted
to review it and determine then. But perhaps you had your mind
made up?

EVALUATION OF NORTHROP DATA

Mr. HOUSTON. No; my mind was not made up. At this point it was
very clear to me that we needed to resolve our policy in regard to
how to handle companies with multiproduct lines.
In Northrop, we had a case which in some respects was clearer than

McDonnell Douglas. Northrop had product-line accounting and
McDonnell Douglas did not. In Northrop, a large profit was shown in
their aircraft division with smaller profits or losses perhaps in other
segments of their renegotiable business.

All I was trying to do was get the Board to resolve and document
its policy in regard to these kinds of cases. We had just come through
the previous hearing on McDonnell Douglas with your subcommittee,
and reflecting upon it, I felt a need to resolve the Board's policy
before taking further action on Northrop or any similar case.
Senator PROXMIRE. Did you think it should be referred to the

region for further study, or did you simply want to resolve that
policy matter?
Mr. HOUSTON. Well, I was concerned about resolving the policy

matter first. Based upon that policy resolution, perhaps it would have
been reversed, but I really cannot answer beyond what I was interested
in initially.

Senator PROXMIRE. Let me call on Mr. Chase, and then Mr. White-
head. Mr. Chase, go ahead; we would like the reasons for your dissent
in the Northrop case.
Mr. CHASE. Yes. In the Northrop case, I refer you, Mr. Chairman,

to Mr. Whitehead's opening statement at the July 25 hearing here,
when he said, "We want you to understand how we arrived at a
consolidation that McDonnell Douglas was airspace and similarity of
product line." I completely disagree with that on the ground that a
space module is not like a missile, is not like escape-hatch systems, is
not like an F-4 jetfighter. In the case of Northrop, I called to attention
that of the $343,600,000 in total Northrop sales there was 14.9—
approximately 15 percent profit in the T-38 and F-5A fighter planes
which they built.
Senator PROXMIRE. Was that on sales? You said 14.9 percent profit.

On what basis?
Mr. CHASE. Sales.
I took the position that this was a classical case of exactly what

Mr. Whitehead referred to in his opening statement of July 25. There
is absolutely no similarity between one product line and another in the
Northrop case. It is also a model case because we were given a break-
out of the elements of the cost of goods sold by product lines.
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They make transistors, electronic equipment, telecommunication
equipment, chemicals—these have no relationship to the airplane
division at all. And yet the airplane division disclosed 14.9 percent
profit, which is clearly excessive, to my belief, if you consider the
Grumman guideline of 6 percent a fair return of profits to sales. We are
talking about a lot of money here and yet the Board issued over my
dissent a clearance without assignment to the field and over the
subsequent objection of Mr. Houston.

Senator PROXMIRE. Mr. Whitehead?
Mr. WHITEHEAD. Again, I would like to put a portion from the

minutes of August 6 of the Board in the record, sir, if I may.
Senator PROXMIRE. All right.
Mr. WHITEHEAD. As well as the copy of the final opinion on

Northrop.
Senator PROXMIRE. Both will be printed in the record.
[The information follows :1
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24. Northrop Corporation (Consolidated) (1969) 

Reference was made to the action of the Board on July 16,

1974 (Minutes No. 1890-2) approving a clearance with respect to

NORTHROP CORPORATION, consolidated with: PAGE COMMUNICATIONS
ENGINEERS, INC., NORTHROP CAROLINA, INC., THE HALLICRAFTERS COMPANY,
and WARNECKE ELECTRON TUBES, INC., fiscal year ended July 31, 1969.

The minutes of the meeting held July 16, 1974, -stated in pertinent

part:

"As recommended by the Western Regional Board and concurred

in by Mr. Burrell, Reviewer, in the aforementioned Second Addendum
to Reviewer's Comments dated June 28, 1974, and previously concurred

in by the Director, Office of Review, in the aforementioned Review
of Determination dated February 15, 1974, and the aforementioned
Revised Review of Determination, dated March 15, 1974, the Board
approved a clearance in the subject case for the fiscal year ended
July 31, 1969. The Board approved the aforementioned Final Opinion.
Mr. Chase dissented in this case."

There were presented to the Board Mr. Houston's memoranda_
dated July 31, 1974 (Exhibit Y) and August 5, 1974 (Exhibit Z) and
Mr. Chase's dissent dated July 24, 1974, together with Green Sheet
(Exhibit AA), relative to the foregoing.

Mr. Houston made a motion that the Board reconsider its action
in approving a clearance in the subject case. The motion was not
seconded.

The Board approved Mr. Mattingly's motion that the Clearance
Notice and Final Opinion, together with Mr. Chase's dissent, be
forwarded to the contractor. The Final Opinion, together with
Mr. Chase's dissent, will be retyped by the Office of Review, and
thereafter forwarded with the Clearance Notice to the contractor by
the Office of the Secretary.

The Chairman designated Mr. Houston to study and report
upon the subject of: "Policy on Product Lines and Conglomerates."
The Chairman indicated that necessary staff would be available for
Mr. Houston's assistance.
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THE RENEGOTIATION BOARD
2000 M Street, N. W.

Washington, D. C. 20446

FINAL OPINION

NORTHROP CORPORATION (AGENT)
Century City, Los Angeles, California

Fiscal Year Ended July 31, 1969
Assignment No. 10449-69

Consolidated with:
PAGE COMMUNICATIONS ENGINEERS, INC.

Assignment No. 75038-69
NORTHROP CAROLINA, INC.
Assignment No. 90056-69

THE HALLICRAFTERS COMPANY
Assignment No. 91812-69

WARNECKE ELECTRON TUBES, INC.
Assignment No. 91484-69

The renegotiable sales and profits .considered by the Board in
these proceedings are as follows: _

Sales $344,597,77*
Profits 26,093,914

7.6%
Returns on:

Capital 15.87
Net Worth 32.67

*Reflects an agreement with IRS per the contractor.

The above Schedule A figures include $936,000 of renegotiable sales
and profits applicable to prior years. According to RBR 1457.5, review
year sales and profits considered by the Board have been adjusted as
follows:

Sales $343,661,773
Profits 25,157,974

7.3%
Returns on:

Capital 15.2%
Net Worth 31.47

41-119 0 - 74 - 13
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The Board determined that the RBR 1457.5 adjustments did not dis-
turb its clearance determinations made in prior years.

Divisions of Northrop Corporation and its wholly-owned subsidiaries
included in the consolidation were individually evaluated by the Board.

The contractor's renegotiable business was relatively the same as
in the prior year and consists of the design, development and manufacture
of aircraft, electronic devices, communications and navigation systems,
spacecraft recovery systems, and unmanned surveillance and target air-
craft, etc. The Board considered renegotiable products and services to
be highly complex.

Also, the Board considered that the contractor had greater pricing
risks in the review year because of the 57. increase in fixed-price type
contracts and the 36% reduction in cost type contracts. This pricing
risk, however, was mitigated by the high profits earned on the T-38
Supersonic Trainer and the F-5 A and B Freedom Fighter. On an overall
basis, the Board regarded risks assnmed to be normal for the aircraft
industry and other industries that are largely dependent upon defense
business.

The contractor successfully participated in a variety of highly
technical and complex DOD programs, and the Board gave some favorable
consideration for contribution to the defense effort.

The Board considered the contractor to be an efficient manufacturer
of renegotiable products. In the, review year renegotiable sales declined
$41.8 million, or 117., while nonrenegotiable sales increased $115.1 mil-
lion, or 1337.. The Board recognized the effect of this product mix
change on renegotiable costs and concluded that renegotiable costs
overall were reasonable.

Renegotiable profits earned on fixed-price type contracts were
lower than the prior year on an increased volume of business. Some con-
tracts had deficient profits, and the Board in considering the high prof-
its on the T-38 and F-5 aircraft and the relatively low profits on the
other fixed-price type contracts considered that renegotiable profits
on a consolidated basis were not excessive.

Compared to prior years, consolidated returns on allocated renego-
tiable capital and net worth were considered by the Board to be reason-
able and not indicative of the presence of excessive profits.
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•

On the basis of the foregoing, the Board finds that the contrac-
tor did not realize excessive profits for the review year.

GOODWIN CHASE, MEMBER, DISSENTS AS FOLLOWS:

A majority of the Board has determined that the consolidated
renegotiable profits realized by the Northrop Corporation and its
affiliated and related companies were not excessive.

I do not consider that Section 105 of the Renegotiation Act and
the Renegotiation Board Regulations, applicable thereto, are intended
to be administered independently of and to the exclusion of other per-
tinent and relevant sections of the Act and the Board's regulations
having to do with the application of .the statutory factors.

.It would also be a gross inequity to impute that this Section
105 of the Act and the Renegotiation Board Regulation 1464 were
intended to afford a method whereby a grouping of several operating
divisions or subsidiaries into a consolidation will shield the high
profits of one or more of the organization's segments.

In this context, the exceptionally high profits of the Aircraft
Division of the Northrop Corpovation, producing supersonic jet trainer
tactical fighter aircraft, should not be accorded the benefit of lower
profits of the other members of the group, prodUcing entirely differ-
ent product lines under. unrelated Department of Defense programs.
Each of the members of,the related group that reflect low profits if
renegotiated as independent entities would not be considered to have
excessive profits, hence could be cleared without assignment by the
Board. It does not follow that simply because some of the divisions
or subsidiaries have low profits, those low profits should be enhanced,
indirectly by the higher profits of other members of the group.

The Board has established only the provisions of RBR 1460.10(b)(5)
and 1499.1-44(c), Ruling No. 44, as the basis for consideration of the
extent to which deficient profits are applicable to determination of a
contractor's renegotiable profits. Any other interpretation or rationale
employed to equate a profit as being deficient is without the force or
effect of the existing Renegotiation Act or the Board's Rulings or
Regulations.
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There having not been presented for the Board's consideration
any supportive information that low profits generated by the members
of the group was other than the results of management decisions of
the respective contractors or the failure on the part of each such
member to reasonably pursue available remedies for obtaining relief
from such low profits that were available undei their respective con-
tracts, I cannot accept the offsetting of the high profits of the
Aircraft Division with the low profits of the other members of the
group in determining the reasonableness of profits for the consoli-
dated report.

The risk assumed by the contractor attributable to contracting
on a fixed price basis is minimized by the high proftts earned on
the T-38 Supersonic Trainer and the F-5A and B Freedom Fighter air-
craft.

The sales of the T-38 and F-5 aircraft continued at a high
volume in the Aircraft Division and although a high percentage of
these sales had been produced on firm fixed price contracts, these
contracts were negotiated on a sole soarce basis. The profit objec-
tive was reported to be 127, of cost for these aircraft purchased by
the Air Force.

The substantial increase in the profit mar,gin.(14.9%) on sales
experienced by the Aircraft Division for this review year is an
indication of the high degree of repetitive production and resulting
learning curve efficiencies that has been achieved by this Aircraft
Division.

In view of the abdve, I must dissent from the action of a major-
ity of the Board not to assign this case to itself for a further
review of the costs and profits of the respective segments of the
contractor's consolidated filing and by such action accorded a Clear-
ance for the review year.

Signed: Richard E. Rapps

Richard E. Rapps
Secretary to the Board
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HANDLING OF CASE BY STAFF

Mr. WHITEHEAD. The Board referred this case to the Western
Regional Office: they made a thorough study of it and they came back
with a clearance recommendation. One of the best reviewers we have
in the Office of Review went into this situation with a fine tooth comb,
and he came up with a recommendation of clearance, which was
concurred in either by the Deputy Director of the Office of Review or
by the Director.
Now, there is one thing in these minutes of the meeting of August 6

that Mr. Houston failed or inadvertently omitted to tell the com-
mittee, and that is that I designated him as Chairman of an Ad Hoc
Committee to look into the policy on product lines and conglomerates.
And I have had no response since then on that matter.

Senator PROXMIRE. Could I ask you, Mr. Chase, what you were
dissenting from if this was reviewed thoroughly by the region?
Mr. CHASE. Senator, I was looking at some notes here. Would you

mind repeating the question?
Senator PROXMIRE. Did you hear what Mr. Whitehead said, that it

was referred to the region and was carefully examined and analyzed,
and then they said he had one of the most competent reviewers go
over it; and it was on that basis that they came to the conclusion that
the profits were not  excessive? What is your response to that?
Mr. CHASE. Mr. Whitehead's statement is not valid. I have docu-

ments in the file here where our Regional Board does not know what
our policy is, and in many instances they presume what it is, and
would like to make analysis by product line.
Senator PROXMIRE. Be specific in this particular case. What was

the region's study here, and what review was conducted, and why was
it inadequate?
Mr. CHASE. The Board allowed the lower profits of dissimilar

product lines to be offset as a deficiency against the substantially high
and excessive profits of the aircraft division. Mr. Chairman,
Mr. Whitehead by his own admission, acknowledged that you separate
the segments when the product line is dissimilar, and in this case the
Board did not do that; clearly an example of the so-called philosophical
reason for doing it, as expressed in his opening statement here on
July 25.
Senator PROXMIRE. So what you are saying is, clearly in this case,

on the basis of the Board's own policy and practices in the past, they
should not have been allowed to offset completely dissimilar matters,
dissimilar products, the losses there or low profits there and the very
high profits in the area under consideration.
Mr. CHASE. Exactly, and the Northrup people escaped with sub-

stantial excessive profits as a result of the Board's vacillating policy.
In the year 1966, with McDonnell Aircraft Corp., we examined that
on a product line basis. In the year 1967, the same company, the same
airplane, we did not do it, and huge excessive profits escape. I do not
understand what is going on, and I think many of our staff embrace
that viewpoint.

Senator PROXMIRE. Mr. Houston?
Mr. HOUSTON. I think it is very clear from the discussion that we

need to do something. Mr. Whitehead has pointed out that I have
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been given the responsibility to study and make a report on this
subject. There are a number of areas of policy that simply need
resolving. The policy is not clear. I do not believe that you can find
any place in the Board where the policy on this matter is clearly
stated. The policy has been established by precedent, and precedent
changes, quite often, from year to year and from case to case.
Senator PROXMIRE. Mr. Whitehead?
Mr. WHITEHEAD. I had a number of points in rebuttal to what Mr.

Chase has just spoken about. I do not want to belabor the committee,
but I think that I can be further helpful to it in going into some of
these things on an interpretive basis; that is, as to practice which
resolves itself to the fact that either we do business on an aggregate
basis, or we do business on a product line basis. And if I could go into
this a little bit 
Senator PROXMIRE. Are you taking the position that on all cases,

you do it in an aggregate basis, even where you have dissimilar
products?

RENEGOTIATING ON AGGREGATE BASIS

Mr. WHITEHEAD. I would like to make the presentation.
Senator PROXMIRE. All right, go ahead.
Mr. WHITEHEAD. We always look at what the profits and losses for

the respective operating divisions are, and then make an overall
evaluation of what the conglomerate or 
Senator PROXMIRE. You did not do that with the F-4, in the case

of McDonnell Douglas, though.
[Pause.]
Mr. WHITEHEAD. The F-4 was the bulk of the business of the

McDonnell people.
Senator PROXMIRE. Which is why you should have done it. Go ahead.
Mr. WHITEHEAD. May I proceed? In the first place, the law involves

a matter of judgment. The lines of direction are imprecise, and we
operate under what is known as the six statutory factors, with the
efficiency factor being the dominant factor. in 1942 the Congress
authorized the executive branch to make price redetermination adjust-
ments of defense contracts on a contract-by-contract basis. When the
1943 Price Adjustment Act was passed, the Congress—and, I think,
in their wisdom—determined that it would be on a fiscal year basis
rather than upon a contract-by-contract basis; the reason being it
was an horrendous task to review every contract.
Senator PROXMIRE. All right, sir.
Mr. WHITEHEAD. The Board in 1956 laid down a well-written policy,

which has been applied since then; and it is a statement on the net
worth factor, and it says, "In discharging its responsibility under this
section,"—that is, under section 103(e) (2)—"the Board does not
regard any particular rate of return on net worth or capital employed
as excessive per se." In other words, what they are saying is that the
net worth factor cannot be looked at alone. It must be looked at in
the light of the other factors, statutory factors.
I would like to put this in the record if I may, sir.
Senator PROXMIRE. All right, sir.
[The information follows]
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THE RENEGOTIATION BOARD, WASHINGTON, D.C.

STATEMENT OF NET WORTH FACTOR

Because some misunderstanding apparently exists in certain quarters respecting
The Renegotiation Board's interpretation and application of the so-called "net
worth factor" (Section 103(e) (2) of the Renegotiation Act of 1951, as amended),
the Board today issued the following statement:

Section 103(e) (2) of the Act provides that the Renegotiation Board shall, in
determining excessive profits, take into consideration: "The net worth, with partic-
ular regard to the amount and source of public and private capital employed* *
[In discharging its responsibility under this section, the Board does not
regard any particular rate of return on net worth or capital employed as excessive
per se.] The Board does not attempt to equalize its determinations respecting the
members of any given industry from the standpoint of return on net worth or
capital employed, inasmuch as renegotiation obviously is not a rate-making process.
The Board does not place special emphasis on the net worth and capital employed
factor as distinguished from the other statutory factors.
The Board desires to re-emphasize the fact that reasonable prcfits are deter-

mined in every case by an over-all evaluation of all the statutory factors, and not
by the application of any fixed formula with respect to rate of profit on sales or
rate of return on net worth or capital employed, or any other formula. That is not
to say, however, that the return on net worth can properly be ignored in an ap-
propriate case. Excluding those industries where capital is not a significant income-
producing factor, the relationship of profit realized on renegotiable business to the
capital and net worth employed in renegotiable business is, and properly should be,
one of the considerations (though not the sole consideration) in the final deter-
mination of excessive profits. The Board's determinations must permit the reten-
tion of profits sufficient to provide a proper incentive for the investment of equity
capital. Where borrowed capital is involved, the retained profits must reflect the
additional risk to which equity capital is thereby subjected.

With respect to contractors who receive Government financial assistance, the
regulation under the 1951 Act [RBR 1460.11(4)] expresses a basic policy which
was first enunciated under the 1943 Renegotiation Act (RR 412.2) and again
under the 1948 Act [MRR 424.412-2(d) (1)]: "A contractor who is not dependent
upon Government or customers financing of any type is entitled to more favorable
consideration than a contractor who is largely dependent upon these sources of
capital. When a large part of the capital employed is supplied by the Government
or by customers, the contractor's contribution tends to become one of management
only and the profit will be considered accordingnly."
An example of the application of the foregoing policy is to be found in a case

where an increase in Government-furnished facilities enables a contractor to
achieve substantially expanded volume for defense purposes. In such a case
there will often be a significant increase in contractor's rate of return on net
worth over the immediately preceding years, which generally will evidence in a
concrete way the effect of increased volume and increased Government assistance.
Certainly the Board must consider this fact, together with all other relevant
factors, in determining whether contractor's profit on the expanded renegotiable
sales bears a reasonable relationship to the expanded volume.

•
COMPREHENSIVE COMPILATION INTRODUCED EARLIER

Mr. WHITEHEAD. During one of the hearings we had with you in
the past, I inserted into the record a very comprehensive compilation
of where high returns on sales, capital and net worth are justified, and
how they come about. I think this is a very fine document, which was
prepared by the staff, and it was introduced in the record on March 26,
1974, and I see no reason to reintroduce it at this time. But, it reaffirms
the position taken by the Board in 1956 on this particular question and
has been applied since then.
Now, with respect to the conglomerates--
Senator PROXMIRE. I must leave temporarily. I will be back after

the vote, but the committee will continue with Senator Mathias, and
I will come back as soon as possible.
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Senator MATHIAS (presiding). Mr. Whitehead, if a can interrupt
you for a minute, I would like to make this observation—and I am
sorry the chairman has had to leave. I think what is obvious here is
that this dispute within the Board as to what the intent of the law is,
reflects some absence of direct and clear communication on the part
of the Congress; and while it is not the job of this committee, it is
the job of the Authorizing Committee to clarify the law. I would
suggest to the Chair that he and I might join in the letter to the
Authorizing Committee suggesting some clarification of the law,
because the economic facts have changed enormously since the
original Authorizing Act was adopted. And we now have the growth
of conglomerates and multinational corporations, which are totally
new  creatures.

While I have interrupted you, just let me refer a minute to the
Miller case, because I want to make it clear, as I think the chairman
did in his remarks, that any member of this Board, or in fact any
official of any agency of any department of Government that dealt in
any way with procurement, would raise a presumption against himself
very hard to rebut by accepting hospitality from a contractor. But, I
think we ought to have it clear just what happened in the Miller case,
and I want to ask Mr. Rinehart, where did this conversation take
place?

NEGOTIATING OF MILLER BOX SETTLEMENT

Mr. RINEHART. Accepting hospitality was in the reverse in this case.
Senator MATHIAS. Where did it take place?
Mr. RINEHART. It took place on my boat, which is my home

while I am in Florida, tied up at Fort Lauderdale.
Senator MATHIAS. In Fort Lauderdale? All right.
Now, the suggestion was made that, instead of being on your

boat—what was the man's name, Hinton?
Mr. RINEHART. Yes.
Senator MATHIAS. The suggestion was made that it might be held in

the Federal courthouse, and you say this was in Fort Lauderdale?
Mr. RINEHART. To my knowledge, the nearest Federal building

would probably be in Miami, 30 or 40 miles away.
Senator MATHIAS. I happen to be a member of the Judiciary Com-

mittee, and I know that the absence of Federal facilities in Fort
Lauderdale has been the subject of some soreness in Florida for many
years, that there may, in the future be a Federal courthouse in Fort
Lauderdale. I think there is not one now. So I want to get back to this
in a minute.
You were dealing with a $5 million refund due the Government.

Is that right?
Mr. RINEHART. In the area of $6 million.
Senator MATHIAS. The only way the Government could get that

money, if the contractor did not agree to pay, was to reduce it to
judgment and collect on a judgment. Is that right?
Mr. RINEHART. That is correct.
Senator MATHIAS. And that could have involved another year

of delay, is that right?
Mr. RINEHART. At least another year.
Senator MATHIAS. And the current Treasury rate on money is

somewhere between 7 and 8 percent. Take the low figure, 7 percent.
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That is $420,000 that it would cost the Government to delay 1
year. Is that right?
Mr. RINEHART. That is right, and we had already delayed approxi-

mately 5 years on this case.
Senator MATHIAS. All right.
So that the negotiation at the figure of $250,000 below the Board

rate could have actually saved the Government the difference between
the $250,000 adjustment and, say, the $420,000 at the current Treasury
rate on $6 million?
Mr. RINEHART. Depending upon when the final order would be

issued.
Senator MATHIAS. There is a vote on the floor now. I do not jog

as fast as Senator Proxmire, so I have got to start jogging.
Mr. RINEHART. I just wanted to make this comment while I am

here.
Senator MATHIAS. You continue to make the comment, and I

will authorize staff to hear it, and the record will reflect it.
Mr. RINEHART. I have had the pleasure of serving as chairman of the

Maryland Racing Commission under four Governors until I resigned.
There is some suggestion here about wrongdoing which I feel very
sensitive about, and this discussion which we are referring to was
carried on with my administrative assistant with me. The minutes
of the meeting were kept. Each Board member received a copy of the
minutes. Now, how more thoroughly I could have carried on this
meeting to protect everyone's interests, I am at a loss to know.
STAFF. I think we should go off of the record until the Senator's

return.
[A brief recess was taken.]
Senator PROXMIRE. Go right ahead.

OPINION OF• GENERAL COUNSEL

Mr. WHITEHEAD. I would like to introduce for the record a memo-
randum which the General Counsel prepared for me on the McDonnell-
Douglas case, and it is dated August 23, 1974. It is ancillary to his
opinion given Mr. Chase under date of February 22, 1974. And in it,
he alludes to the fact that the Board operates by majority vote, and
"in this instance the Board, on the basis of the broad application
of statutory factors to the combined performance of McDonnell-
Douglas segments having so concluded, it would appear perfectly
proper for the Board to proceed to request only that information
necessary for the contemplated method of evaluation."

So, the opinion goes—it has a further explanation 
Senator PROXMIRE. I do not want to cut you off. If you are going

to read from the memorandum, I hope, you will submit it for the
record. You are reading from old hearings, and we would be happy to
have that in the record. I do not see how this is vital to have before
us at the moment, but go ahead.
Mr. WHITEHEAD. It merely substantiates the position the Board

has taken in connection with conglomerates and companies that pro-
duce a variety of products and services. It is enunciated by former.
Chairman Lawrence Hartwig before you in 1471 as chairman of the
subcommittee, of the Joint Economic Committee.

41-119 0 - 74 - 14
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What he is doing, is laying down the method by which he believes
we should follow the Internal Revenue Code, and I would like to put
this excerpt in the record also, rather than read it.
Senator PROXMIRE. Yes.
I was chairman at that time, and when he appeared I was shocked

then as I am now.
[The information follows :1
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THE RENEGOTIATION BOARD

• AU G 2 3 1974

The Chairman

General Counsel

-1,1CDonnell Douglas Corporation
Fiscal years 1967, 1968 and 1969

General Counsel's February 22, 1974,
advisory opinion to Mr. Goodwin Chase
re: The authority of the Board to
examine contractors on the incremental
parts of their business in arriving at
the overall evaluation

With respect to the decision in the above referenced
cases the Chairman of the Board requested, without Board
members'objection,a General Counsel's opinion as to the
propriety of the majority decisions. Specifically the
Chairman inquired as to whether or not the Board's
action was proper and within the scope of the advisory
opinion referred to above.

The Board is constituted to operate by majority vote.
In this case, it appears that the majority of the Board,
after review of this contractor's operations and knowledge
of its operations from previous years, concluded that
McDonnell Dooglas shculd be evaluated "on the basis of a
broad application of the statutory factors to the combined
performance of the McDonnell and Douglas segments." Having
so concluded, it would appear perfectly prOper for the
Board to proceed to reausst only that information necessary
for the contemplated method of evaluation.

On the other hand, had the Board concluded that a
'segmented analysis of this company was required under the
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cricumstances, then, as indicated in the advisory opinion,
the Board had authority to examine any data deemed neces-
sary to that method of evaluation.

As I stated on page 3 of my opinion dated February 22,
1974 "a review of the legislative history would strongly
suggest that the Board may, for the purposes of analysis,
determine reasonable profit levels for divisions, single
profit centers or individual product lines and aggregate
the excesses and deficiencies from such analysis in reach-
ing its final determination." Implicit in the foregoing
interpretation of the Board's statutory authority is the
Board's discretion as matter of policy, either to evaluate
such individual profit centers separately or evaluate the
compnny as a whole as the facts of any particular case may
dictate.

•
The question of which method of analysis and procedure

was appropriate under the facts and circumstances of this
case is strictly a matter of Board judgment and policy,
not a legal issue.

()

41HYg.4!
David M.F. Lambert '
General Counsel
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THE ACQUISITION OF WEAPONS SYSTEMS

HEARINGS BEFORE THE SUBCOMMITTEE ON PRIORITIES AND ECONOMY IN GOVERN-
MENT OF THE JOINT ECONOMIC COMMITTEE, CONGRESS OF THE UNITED STATES,

• NINETY-SECOND CONGRESS, FIRST SESSION [PART 4, MAY 24 AND 25, 1971]

Conglomerates
Many large corporations market a variety of products or services through

separate, subsidiary corporations bound together in a so-called conglomerate.
Under the Renegotiation Act, as under the Internal Revenue Code, such cor-
porations are entitled to be treated on a consolidated basis; and it is upon the
totality of the profit that the Board's determination must be based.

This does not mean, however, that the evaluation—the analytical process—

preceding a Board determination is also conducted on aggregate lines. Quite the
contrary. A conglomerate is required to provide the Board with a separate state-
ment of the renegotiable sales, costs, and profits of each corporate entity in the
group, together with information sufficient to enable the Board to evaluate the

activities of each such entity separately under the statutory factors. If the profits
of a member of the group are found to be excessive, they are considered as such
in the overall determination and can be offset only by a showing of losses or defi-

cient profits of other members of the group.
Thus, excessive profits realized by a member of a conglomerate are not hidden

or unknown, but are uncovered, and they have their full impact upon the final

determination. This method of analyzing related corporations operating as a

conglomerate is equally applicable, of course to a single large corporation operat-

ing in diverse fields through division.
The attention of this subcommittee has been called in particular to the problem

of conglomerates in the shipbuilding industry. It was stated that the Renegotia-

tion Board "no longer sees shipbuilding profits because they are averaged with

profits or missiles or electronics or with any other defense activities of the parent

corporation." That is not so. The renegotiable sales costs, and profits of every

major shipbuilder are reported regularly to the Board, not only as a part of the

consolidated aggregate figures of the conglomerate to which he belongs, but also

separately. Thus, the Board does know what profits are being made in shipbuilding

contracts with the Government.

Conclusion
I Submit that the role of renegotiation is essential; that it supplements, but

by no means duplicates, the techniques of the procurement process itself; and

that it has been effective in eliminating excessive profits.
Thank you.

Conglomerates
Chairman PROXMIRE. Thank you very much, Mr. Hartwig.
Mr. Hartwig, apropos of your last section on conglomerates, on April 20 Admiral

Rickover told this committee that most of the Navy's shipbuilders have been

taken over by large conglomerates, and as a result, the Renegotiation Board

doesn't see shipbuilding profits separately anymore. That is what he said. Your

statement says that the Renegotiation Board does see shipbuilders' profits, so that

you can recoup excess profits earned on Navy shipbuilding contracts. But from the

• discussion in your statement it seems that when a shipyard is taken over by a

conglomerate, the shipbuilding profits will be averaged with the earnings of the

parent corporation in renegotiation. Thus, the Renegotiation Board may see ship-

builders' profits, without being able to do anything in cases of excessive ship-

builders' profits.
A Admiral Rickover told this committee about one shipyard, a division of the

large conglomerate, that earned profits of about 50 percent on investment last

year. That much profit seems excessive to me. But isn't it possible you might n
ot

recoup anything from this shipbuilder because of offsets to the parent company?

Mr. HARTWIG. In the first place, we have been unable to identify that c
om-

pany, Senator Proxmire.
Chairman PROXMIRE. You can't find a company that meets that criteria?

Mr. HARTWIG. No.
Chairman PROXMIRE. All right, we will be delighted to supply you that 

in-

formation.
MT. HARTWIG. All right.
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In the second place, if a member of a conglomerate had excessive profits, in our
analysis of the case that would be carried into the total determination, and the
group would not receive an overall clearance unless there were deficient profits or
losses in other members of the conglomerate.
Chairman PROXMIRE. There are several questions that this poses. I know that

you are abiding by the law. After all, you don't make the law, you execute it. I
take it that your interpretation of the law is that this is your only alternative, to
do it this way.
Mr. HARTWIG. Yes, sir.
Chairman PROXMIRE. It seems, however, that there is an incentive when you

have this kind of a situation, No. 1, for the conglomerate to be in a position where
it can buy into a contract even though it might not be able to qualify otherwise, to
buy in because it knows that it is in a position to have excessive profits in some
areas and write those off against any losses it might sustain?
Mr. HARTWIG. Whatever motivates conglomerates or other companies to buy

in, I don't think that the chief motivation is renegotiation. There are other reasons
for buying in—tax reasons, and others.

JOINT STUDY RECOMMENDATIONS

Mr. WHITEHEAD. The Brooks committee recommended the same
general thing and I will not go into detail, but the last point I want to
make is this: In the joint study conducted with the Joint Committee
on Internal Revenue Taxation last year, the Board came up with a
number of recommendations for changes in the law and other policy
and procedural improvements. One was on the interpretation of the
net worth factor, and we also recommended that the product line
approach be authorized by the Congress at major industry level. We
reported that, we recommended that, in the report to OMB and the
Joint Committee on Internal Revenue Taxation. That is as far as it
got.
We are trying to broaden our base by getting legislation that will

permit us to do what Mr. Chase thinks he can do, but I do not think
we can since we have to follow the Internal Revenue Code.

Senator PROXMIRE. Well, Mr. Chase's judgment is the judgment
of one member, a new member. I am very much impressed by his
judgment. But, however, he is one member of your Board, as you  say.
But your general counsel, it seems to me, with all respect, Mr. White-
head, is your legal expert. And your general counsel has testified you
have the authority to do this by product line. That is just his opinion.
I have the document here dated February 22, 1974, in which he says:
The answer is affirmative to your question as to whether the Board under the

present acts and regulations may examine costs and profits generated by a di-
vision, single profit center or product line of a contractor who is filing, including
more than one such division, single profit center or product line and whether the
Board can apply the statutory factors to those individual entities.
So, he was very emphatic and clear on it.
Mr. WHITEHEAD. He also says that what we have done in the case

of McDonnell Douglas is propel..
Senator, I have some goodies for you. I know you have been look-

ing for them for a long time, and I would like to submit to you the
three analyses which you requested from Mr. Burress in May 1973,
that were included in the appendixes of our annual report in later
years. I will submit these at this time.
I also want to tell you that the Board yesterday approved proposed

regulations for implementing the Cost Accounting Standards, which
had been hanging fire for several years.
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STATEMENTS OF CLARIFICATION

And I have a couple statements I would like to put in the record
clarifying further some of my former testimony.

Senator PROXMIRE. All right; that is good. We are glad to get that.
We did want it a year ago. It was due in September of 1973, as you
know.
Mr. WHITEHEAD. I did not assume the chairmanship until July,

and I did not see the letter from you until a long time after that, but I
have completed your request.
Senator PROXMIRE. Very good.
[The information follows:]
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NET WORTH COMPUTATION

The 98.4% return on net worth referred to by

Mr. Chase pertains to the McDonnell component only

and is derived by dividing that component's profit

for renegotiation of $98,182,000 as reflected in the

1967 Schedule attached to the memorandum of June 7,

1974 from Mr. Moreland to Mr. Chick by the original

McDonnell component beginning renegotiable net worth

balance of $97,735,000 as reflected on page 35 of the

Accounting Report. In the final opinion, a majority

of the Board considered the computation of returns on

net worth for the consolidated corporation as a whole

and also after reflecting those adjustments set out in

addendum No. 3 to the Accounting Report.
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October 2, 1974

Honorable William Proxmire, U.S.S.
Chairman, Subcommittee on HUD,
Space, Science, Veterans

Committee on Appropriations
United States Senate
Washington, D. C. 20510

Dear Senator Proxmire:

In a letter dated May 25, 1973, addressed to Richard T.

Burress, then chairman of the Renegotiation Board, you re-

quested that the Board prepare tables similar to those appear-

ing in the appendix of the Board's annual report relative to

Board determinations of excessive profits in fiscal years 1969,

1970, and 1971.

In his reply of June 6, 1973, Mr. Burress agreed to fur-

nish the information requested but pointed out that, in view

of the extensive nature of your request, a great deal of time

and effort would be needed to compile the data. In the course

of our appropriations hearings before your subcommittee, on

March 26, 1974, I reconfirmed the Board's willingness to furnish

the information but again pointed out the tremendous task the

compilations of the data would impose on us.

We have now assembled the data and prepared the tables

which, in structure, are identical to the tables in the appendix

of the Board's fiscal 1973 annual report. I would like to re-

quest that these tables be accepted as part of the record of

these hearings.

I also would like to request that the following material

also be made part of the record of these hearings:

1. Copy of Notice of Proposed Rulemaking, expected

to be published in the Federal Register in the

near future, relative to contractor compliance

with standards promulgated by the Cost Account-

ing Standards Board in renegotiation filings;
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2. Copy of press release by the Renegotiation
Board, dated May 31, 1974, and entitled
A 15-Year Record;

3. Additional notes in connection with the
testimony of the writer on July 25, 1974,
pertaining to conglomerates and contractors
producing a variety of products;

4. Clarification of testimony by the writer at
the July 25, 1974 hearing, pertaining to the
elapsed time between the verbal notice and
the actual filing of dissent in the McDonnell
Douglas case; and

5. Copies of signed statements by two Board Members
regarding the writer's testimony at the July 25,
1974 hearing.

Sincerely,

(Signed) W. S. Whitehead

W. S. Whitehead
Chairman
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THE RENEGOTIATION BOARD

PARTS 1459 and 1470

Renegotiation Regulations

NOTICE OF PROPOSED RULE MAKING

The Renegotiation Board proposes to amend its regula-

tions to require that all financial statements filed with

the Board shall be in conformance with Cost Accounting

Standards promulgated by the Cost Accounting Standards

Board. The Board was designated a "relevant Federal agency"

under Public Law 91-379 (84 Stat. 796, approved August 15,

1970), 50 U.S.C. App. § 2168, and Cost Accounting Stand-

ards Board Regulation, Section 331.2, 4 C.F.R. § 331.2.

The proposed compliance with the Cost Accounting Standards

is being undertaken over a two-year period, with the first

stage to become effective with respect to contractors'

fiscal years beginning after December 31, 1974 but before

January 1, 1976, and the second stage to be effective

for fiscal years beginning on or after January 1, 1976.

The areas affected by the proposed amendments are con-

tained in Parts 1459 and 1470 of the Board's regulations.

The amendments are designed to provide better uniformity

and consiste. in the methods of accounting to be employed

for renegotiation purposes.

The principal changes proposed are the following:

1. For fiscal years beginning after December 31, 1974

but before January 1, 1976, contractors with any renegotia-
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ble contracts or subcontracts subject to one or more of

the Cost Accounting Standards will be required to file

financial statements with the Board with respect to all

their renegotiable business for such fiscal years in conform-

ance with all Cost Accounting Standards in effect with re-

spect to any such renegotiable contract or subcontract. It

is intended that, for such fiscal years, any Cost Accounting

Standard which is applicable to any renegotiable contract or

subcontract under 50 U.S.C. App. § 2168 for any portion of

the contractor's fiscal year must be applied to all rene-

gotiable business of such contractor for his entire fiscal

year although none of the Cost Accounting Standards may be

applicable to certain of his renegotiable contracts or sub-

contracts under 50 U.S.C. App. § 2168.

2. For fiscal years beginning on or after January 1,

1976, all contractors subject to renegotiation will be re-

quired to file financial statements with the Board with

respect to all their renegotiable business in conformance

with all Cost Accounting Standards in effect even though

none of the contractor's renegotiable business is otherwise

subject to such standards.

3. For good cause shown, the Board may except a con-

tractor from compliance with one or more of the Cost Account-

ing Standards if such compliance is not required by 50 U.S.C.

App. § 2168.
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The Board proposes to issue the proposed amendments

not earlier than December 2, 1974. Interested persons are

hereby notified that any changes to be considered must be

presented, in writing, to the Renegotiation Board, 2000

M Street, N.W., Washington, D.C. 20446, not later than

November 25, 1974.

Written material or suggestions submitted will be

available for public inspection during regular business

hours in the library at the principal office of the Board,

2000 M Street, N.W., Washington, D.C.

Dated Oct. 4, 1974 (Signed)

W.S. Whitehead
Chairman

Published in the Federal Register October 9, 1974

DISTRIBUTION: Category IV
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TITLE 32--NATIONAL DEFENSE

CHAPTER XIV--RENEGOTIATION BOARD

Subchapter B--Renegotiation Board Regulations

Under the 1951 Act

Miscellaneous Amendments to Chapter 

PART 1459 COSTS ALLOCABLE TO AND
ALLOWABLE AGAINST RENEGOTIABLE
BUSINESS

Section 1459.1(b) Profits, cost allocation and allow-

ance; general is amended as follows:

1. Subparagraphs (1) through (7) inclusive of para-

graph (b) are deleted in their entirety and the following

inserted in lieu thereof:

(b) Profits, cost allocation and 

allowance; general.--(1) Accounting 

methods.--In connection with renegotia-

tion on an over-all fiscal year basis,

except as otherwise provided in these

•

•
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regulations, income received or accrued

and costs paid or incurred will be con-

sidered as having been received or

accrued or paid or incurred in the fiscal

year to which such items are to be

attributed in accordance with the method

of accounting employed by the contractor

in determining net income for Federal in-

come tax purposes or in accordance with

such other method of accounting as the

contractor and the Board may agree upon

pursuant to the provisions of subparagraph

(3) of this paragraph (b): Provided that,

the method of accounting to be employed is

not in conflict with the contractor's

obligations under subparagraph (2) of

this paragraph (b). Except with respect

to allocations made pursuant to such
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subparagraph (2), nothing in the preced-

ing sentence shall affect the authority

of the Board under section 103(f) and

(i) of the Act to determine the income

received or accrued or the costs paid or

incurred by the contractor with respect

to renegotiable business in a fiscal year

in accordance with such method of account-

ing as, in the opinion of the Board,

properly reflects such income or costs, if

the method of accounting employed by the

contractor in determining net income for

Federal income tax purposes does not, in

the opinion of the Board, properly reflect

such income or costs, and the contractor

and the Board are unable to agree upon a

method which does properly reflect such
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income or costs.

(2) Cost accounting standards.--

As a designated "relevant Federal

agency" under Public Law 91-379 (84

Stat. 796, approved August 15, 1970),

50 U.S.C. App. § 2168, and Cost Accounting

Standards Board regulation, section 331.2,

4 C.F.R. § 331.2, the Board extends recog-

nition to uniform Cost Accounting Standards

promulgated by the Cost Accounting Standards

Board and contractors, in filing financial

statements with the Renegotiation Board,

are required to comply with such standards

as provided herein.

(i) Fiscal years beginning after 

December 31, 1974 but before January 1,

1976.--For fiscal years beginning after

41-119 0 - 74 - 15



214

December 31, 1974 but before January 1,

1976, contractors with any renegotiable

contracts or subcontracts subject to one

or more Cost Accounting Standards are

required to file financial statements

with the Renegotiation Board with re-

spect to all of their renegotiable busi-

ness for such fiscal years in conformance

with all Cost Accounting Standards in

effect with respect to any such renego-

tiable contract or subcontract.

(ii) Fiscal years beginning on or 

after January 1, 1976.--For fiscal years

beginning on or after January 1, 1976,

contractors are required to file finan-

cial statements with the Renegotiation

Board as follows:

4
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(a) Contractors with any renegotia-

ble contracts or subcontracts subject to

one or more Cost Accounting Standards are

required to file financial statements

with respect to all their renegotiable

business in conformance with all Cost

Accounting Standards in effect with re-

spect to any such renegotiable contract

or subcontract.

(b) Contractors with no renegotiable

contracts or subcontracts subject to any

Cost Accounting Standards are required to

file financial statements with respect to

all their renegotiable business in con-

formance with those Cost Accounting Stand-

ards in effect at the beginning of the

contractor's fiscal year.

(iii) Exception.--Upon good cause
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shown, the Board may except a contrac-

tor from compliance with one or more of

the Cost Accounting Standards for a fis-

cal year to the extent that compliance is

not otherwise required by 50 U.S.C. App.

§ 2168. A request for this exception

shall be submitted to the Board in writing

as soon as practicable after the close of

the applicable fiscal year, but in no

event later than the first day of the

third month following the close of such

fiscal year.

(iv) Accounting period.--The Renego-

tiation Board has been excepted from

certain provisions of Cost Accounting

Standard No. 406, "Cost Accounting

Period." Thus, where the contractor's

cost accounting period is different
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from its fiscal year under the Act, the

latter shall be used.

(3) Differing accounting methods.--

(i) The Board will permit a contractor

to adopt for renegotiation purposes a

method of accounting other than that

used by the contractor for Federal in-

come tax purposes, provided that:

(a) The method of accounting to be

adopted is not in conflict with the con-

tractor's obligation under 50 U.S.C.

App. § 2168 or subparagraph (2) of this

paragraph (b) to comply with the Cost

Accounting Standards.

(b) The Board finds that the method

of accounting employed by the contractor

for Federal income tax purposes is mani-

festly unsuitable for the purpose of
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renegotiation because it does not clearly

reflect the profits attributable to the

contractor's performance of renegotiable

contracts for the fiscal year under re-

view, and the method of accounting to be

adopted does clearly reflect such profits;

and

(c) The contractor enters into a

written agreement with the Board before

the conclusion of the renegotiation pro-

ceedings for the year under review, pro-

viding among other things substantially

as follows:

(1) That the contractor will employ

such different method of accounting for

the purposes of the renegotiation pro-

ceedings for the year under review and

all subsequent years, whether such
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proceedings are concluded by agreement

or order;

(2) That no cost or expense recog-

nized in the renegotiation proceedings

for the first year covered by the agreement

will be recognized in any subsequent re-

negotiation proceeding; and

(3) That the computation of losses,

if any, in preceding fiscal years (see

section 1457.8 of this subchapter) will

be made on the basis of such different

method of accounting.

(ii) Under this section, a contractor

may adopt a different method of accounting

for the purpose of determining all amounts

received or accrued and costs paid or in-

curred in a fiscal year, as in the case of

a change from a cash receipts and disburse-

ments method of accounting to an accrual
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method of accounting; or it may adopt

a different method of accounting for a

particular item of cost or for a partic-

ular class of items of cost which would

result in recognizing such item or items

in one fiscal year rather than another.

(iii) Subject to the foregoing con-

ditions, the Board will also permit a

contractor to adopt for renegotiation

purposes the completed contract method

of accounting for contracts to be performed

over a period of more than one fiscal year,

which, because of circumstances of per-

formance, would require estimates of

performance and allocation of income and

cost that could result in material. distor-

tion in accounting on an interim basis
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prior to completion. Such contracts may

include contracts for construction of

major facilities or major units (such as

a vessel or group of vessels) when the

profits can best be determined upon com-

pletion.

(iv) If a contractor employs, for the

purposes of a renegotiation proceeding

relating to the year under review, a method

of accounting different from that which it

employed for the purposes of a renegotia-

tion proceeding relating to the preceding

fiscal year, whether pursuant to this sec-

tion or otherwise, it will be required to

employ such different method of accounting

for the purposes of all subsequent rene-

gotiation proceedings, and the amounts
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received or accrued and costs paid or in-

curred which have been recognized in prior

renegotiation proceedings will not be

recognized in the proceedings relating to

the year under review.

(4) Allocation of costs.--In general,

except as provided in subparagraph (2) of

this paragraph (b), the costs paid or in-

curred with respect to renegotiable busi-

ness in the fiscal year under review will

be the costs allocated to such business

and such year by the contractor's estab-

lished cost accounting method if that

method reflects recognized accounting

principles and practices. If in the

opinion of the Board there is no adequate

or effective cost accounting method in

4

4
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use, or if the method employed does not

properly reflect such costs because

there are unjustified or improper alloca-

tions of items of cost in the accounting

records or in the reports or statements

filed for the purpose of renegotiation,

costs will be allocated in accordance

with such method as in the opinion of the

Board does properly reflect such costs.

The fact that all receipts and accruals

during a fiscal year are classifiable as

renegotiable does not necessarily mean

that all items of cost estimated to be

deductible in that year are allocable to

renegotiable business.

(5) Tax deductions.--When an item of

cost is allocable in whole or in part to
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renegotiable business, the Board will

estimate the amount allowable as a de-

duction or exclusion under chapter 1 of

the Internal Revenue Code, and such esti-

mated amount will be allowed as a cost

of renegotiable business in the fiscal

year under review to the extent that it

is allocable to such business and such

year in accordance with the principles

set forth in this paragraph (b). No such

item of cost will be allowed in an amount

less than or in excess of that estimated

to be deductible or excludable from in-

come under the Internal Revenue Code, and

all items of cost will be allocated to the

fiscal year in which they are allowable

in the determination of taxable income under

4
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said Code, except as otherwise provided

in this paragraph (b). When it is clear

that a contractor's deductions and ex-

clusions under the Internal Revenue Code

result in allowable costs of renegotiable

business which are in the aggregate either

high or low on a comparative basis, this

circumstance will be considered in connec-

tion with the factor of the "reasonableness

of costs" of the contractor and the deter-

mination of the amount of any profit adjust-

ment to be required of the contractor. In

estimating amounts allowable as deduc-

tions or exclusions under chapter 1 of the

Internal Revenue Code, due consideration

will be given to any pertinent action by

the Internal Revenue Service. Published

rulings of the Internal Revenue Service
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on matters of general application will

be adhered to in making such estimates.

However, the allowance of items as costs

is not required merely because they have

been or are expected to be allowed for

tax purposes by particular revenue agents

or other field representatives of the

Internal Revenue Service. Occasionally

cases may be encountered in which revenue

agents will have allowed salaries or

other items as deductions for tax purposes

which the Board concludes are not properly

allowable under the Internal Revenue Code

or are properly allowable in a different

amount or for a different year. In such

cases the action of the revenue agents is

not regarded as conclusive. Similarly,

4
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disallowances by such officials are not

conclusive. The Board will exercise in-

dependent judgment on whether and to what

extent and for what year items are allow-

able as deductions or exclusions under the

Internal Revenue Code. Such judgment will

be based upon an estimate of what the

courts would do if the deductibility or ex-

cludability of the items were the subject

of litigation.

(6) Effect of cost principles promul-

gated by other agencies.--Agreements for the

allowance or disallowance of costs entered

into by a contractor with another agency

of the Government, either by specific con-

tractual provision or by acceptance (ex-

pressed or implied) of Government regula-

tions or policies, are not controlling with
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respect to recognition of such costs for

renegotiation purposes. Thus, a cost

properly disallowed in accordance with

the Armed Services Procurement Regulation,

in connection with a contract to which

such regulation is applicable, will never-

theless be recognized for renegotiation

purposes if such cost is a proper Federal

income tax deduction. Similarly, an item

allowable as a "cost" by such regulation

or by specific contractual agreement will

not be allowed unless it is a proper Federal

income tax deduction. Furthermore, a

specific agreement that additional proper

costs incurred in performing a contract

will not be claimed as an addition to the

contract price will not result in the

non-recognition of such cost for renego-

tiation purposes.

4
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(7) Conditional allowance of cost.--

If an occasion should arise in which the

Board is unable to make a reasonable

estimate of whether or the extent to

which a particular item is allowable as

a deduction or exclusion under the

Internal Revenue Code for the year under

review and the item is material in rela-

tion to the excessive profits to be

eliminated, the Board may allow the item

as a cost in renegotiation, provided that

the contractor agrees to refund as addi-

tional excessive profits the amount so

allowed to the extent that such amount

may finally be determined to be not

allowable as a deduction or exclusion

under the Internal Revenue Code for the

year under review.

41-119 0 - 74 - 16
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(8) Costs previously allowed in rene-

gotiation.--No item will be allowed as a

cost of renegotiable business to the ex-

tent that such item has, in a previous

renegotiation under the act or under any

other renegotiation law, been allowed as a

cost in determining excessive profits,

notwithstanding that such item may be a

deduction or exclusion under chapter 1 of

the Internal Revenue Code in computing

taxable net income for the taxable period

corresponding to the fiscal period covered

by the current renegotiation.

2. Subparagraph (8) is renumbered subparagraph (9).

PART 1470 INFORMATION REQUIRED OF
CONTRACTORS

4.

4
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Section 1470.3 Filing of financial statement is amended

as follows:

1. Paragraph (c) is amended by inserting after the

heading Sufficiency of contents the following:

(1) General.--

2. Paragraph (c) is further amended by inserting

immediately following paragraph (c)(1) the following new

subparagraph (2):

(2) Cost accounting standards.--

The Board recognizes the Cost Account-

ing Standards promulgated by the Cost

Accounting Standards Board. To the ex-

tent one or more such standards are

applicable to a fiscal year, under the

provisions of 50 U.S.C. App. § 2168 and

§ 1459.1(b)(2) of this subchapter, the

Standard Form of Contractor's Report
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shall be prepared in accordance there-

with. Upon request there shall be filed

with the Board copies of disclosure

statements, if any, and other explanatory

documents and information filed with the

Cost Accounting Standards Board and pro-

curement agencies.

(Sec. 109, 65 Stat. 22; 50 U.S.C.A., App. Sec. 1219)

4
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NEWS RELEASE
2000 M Street, N.W.
Washington, DC 20446

Information 254-8266

FOR IITIDIATE RELEASE
May 31, 1974 74-3

A 15-YEAR RECORD 

President Aixon has been informed by 9illiam S. Whitehead,

Chairman of the Renegotiation board, that during fiscal year

1974, excessive profits d4terminations rendered to defense and

related contractors totaled over $70,900,000, after computing

state tax credits.

The Renegotiation i'doard is charged under the law with the

responsibility of recapturing excessive profits earned on con-

tracts with the Department of Defense, Atonic Energy Comaission,

qaritime Compission, 'iational Aeronautics and Space Administration,

General Services Administration and the Federal Aviation Administra-

tion.

The amount of over $70,000,000 resulted from the issuance

of unilateral orders by the Board, and from agreements which it

entered into with contractors.

The Board's excessive profits recovery for the 1974 fiscal

year is the best for any such previous period since 1958, a

15-year record.

- EID RELEASE -
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ADDITIONAL NOTES PREPARED BY W.S. WHITEHEAD,
CHAIRMAN OF THE RENEGOTIATION BOARD

pertaining to those submitted on July 25, 1974
before the

Senate Committee on ApprOloriations
Subcommittee on HUD, Space, Science, Veterans

- -
In reference to remarks made by me as Chairman of the

Renegotiation Board at the hearing on July 25, 1974 with
regard to the 'method of renegotiating a contractor with
renegotiable business in more than one division or subsidiary,
I would like to submit the following for clarification pur-
poses.

The remarks made were from information that was basically
prepared at my request by Mr. Grenough, Director, Office of
Accounting, who furnished a draft copy to Mr. Harrison, Acting
Director, Office of Review, and which were reviewed by Dr.
Lenches, Director, Office of Planning & Analysis. These are
technical matters which, in my opinion, reflect the position
of the Board for many years past.

At the hearings before the Subcommittee on Priorities
and Economy in Government of the Congressional Joint Economic
Committee on May 24 and 25, 1971, Honorable L. E. Hartwig,
Chairman of the Renegotiation Board, testified as follows:

Many large corporations market a variety of
products or services through separate, sub-
sidiary corporations bound together in a
so-called conglomerate. Under the Renego-
tiation Act, as under the Internal Revenue
Code, such corporations are entitled to be
treated on a consolidated basis; and it is
upon the totalityof the profit that the
Board's determination must be based.

This does not mean, however, that the
evaluation--the analytical process--
preceding a Board determination is also .
conducted on aggregate lines. Quite the
contrary. A conglomerate is required to
provide the Board with a separate statement
of the renegotiable sales, costs, and
profits of each corporate entity in the
group, together with information suf-
ficient to enable the Board to evaluate
the activities of each such entity sepa-
rately under the statutory factors.' If
the profits of a member of the group are
found to be excessive, they are considered
as such in the overall determination and
can be offset only by a showing of losses
or deficient profits of other members of
the group.

1
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The House Committee on Government Operations' recom-

mendation in "The Efficiency and Effectiveness of Renegotia-
tion Board Operations," House Report No. 92-758, 92d Cong.,
1st Sess. Dec. 16, 1971, was:

(d)(4) Classify contractor sales according
to individual commodity grouping and base
renegotiation on product line sales, rather
than basing renegotiation on total company
sales. To facilitate renegotiation on a
product line basis, contractors should be
required to report costs and profits on
defense contracts over $100,000 on a contract-
by-contract basis. These cost and profit
reports should be audited by Defense Depart-
ment auditors prior to submittal.

On February 7, 1974, Chairman Whitehead and Members

Mattingly, Chase and Houston adopted the following recom-

mendation in response to the Committee's recommendation
(d)(4):

Amend the Act to provide statutory authority
to conduct renegotiation separately by major
industry groups or by such subdivisions there-
of as the Board may by regulations determine.

In conclusion, it appears to me:

1. That the position of the former Chairman,

Mr. Hartwig, was eminently clear and correct when he stated

relative to conglomerates that corporations are entitled

to be treated on a consolidated basis under the Renegotiation

Act as under the Internal Revenue Code and that it is upon

the totality of the profit that the Board's determination

must be based;

2. That the majority of the Members of the

Renegotiation Board believed it was necessary to obtain

legislative action to accomplish the objective of recom-

mendation (d)(4) in the report of the House Committee on

Government Operations; and

3. That after 21 years experience in renegotiation

work, the Board would violate the renegotiation statute if

it did not examine conglomerates on the basis which Mr.

Hartwig had stated.

I firmly believe that to treat conglomerates and con-

tractors who produce a variety of products and file on a

consolidated basis in any way other than what the Board has

been treating them over many years, will require legislation.
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SUBMISSION OF CHAIRMAN WHITEHEAD
FOR INTRODUCTION INTO THE RECORD
of the hearing on October 2, 1974

before the

Senate Committee on Appropriations
Subcommittee on HUD, Space, Science, Veterans

In the course of the hearings on July 25, 1974, I
testified to the effect that the McDonnell Douglas case
had been held up for at least four months in order to
get Mr. Chase to write a dissent, so that we could send
it together with the Board's Final Opinion to the
contractor.

As Chairman of the Board, I am primarily concerned
with the final positions of the Board and with the issuance
of final documents relating to such decisions; I am not
normally involved in the day-to-day processing of a case.
Thus, in my testimony, notwithstanding the words I actually
used, I was referring to the elapsed time of four months
between February 20, 1974 when, at a Board meeting, Mr.
Chase verbally dissented on the McDonnell Douglas case,
noting that he would state hisviews in writing, and July 3,
1974, when his dissent was filed with the Secretary of the
Board for transmittal to the contractor.

The foregoing is evidenced by the chronology prepared
by Division Chairman, D. Eldred Rinehart,

McDonnell Douglas 

Important Da:es in the Proceedings 

7/3/73 The 1967 year was reassigned to the Statutory
Board and to a three-man division with Mr.
Rinehart appointed as Chairman.

7/9/73 A letter was received from Mt. Forry of
McDonnell Douglas requesting that 1968 and
1969 be added to the 1967 proceedings.

7/24/73 A letter was received from Mr. Forry contain-
ing reasons for the request made in the 7/9/73
letter.

7/31/73 A letter was sent from Mr. Rinehart to the
contractor granting approval of the above re-
quest.

10/16/73 The possibility of a meeting in December was
discussed with Mr. Forry by Mr. Girard.
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10/31/73 The 1968 and 1969 years were assigned together
with the 1967 year to a five-man division with
Mr. Rinehart as Chairman.

11/20/73 A request was made by telephone by Mr. Forry
for a Notice of Points letter.

11/27/73 A Notice of Points letter was mailed to the
contractor and was given orally by telephone.
(Tuesday)

11/28/73 A telephone conversation took place with the
contractor in regard to the meeting; contractor
indicated it might request a deferral to study
its position on the issue raised in the Board's
Notice of Points letter. (Wednesday)

11/30/73 Analysis was distributed by the Office of Review.
(Friday)

12/3/73 A letter was received from Mr. Forry confirming
the meeting and requesting removal of a request
of the Board in the Notice of Points letter.
(Monday)

12/6/73 A proposed letter to the contractor in regard
to its request was not approved by Mr. Rinehart
after a conference with Mr. Girard, Director,
Office of Accounting (the request for the with-
drawal of Notice of Points letter). (Thursday)

12/12/73 A refresher meeting was held in St. Louis
after a tour of the contractor's facilities;
the division decided to drop the request
made in its Notice of Points letter. (Wednesday)

12/13/73 The contractor's meeting was held in St. Louis.

1/14/74 A decision meeting was held and resulted in
the approval of $5,000,000 refund in 1967 and
Clearances for 1968 and 1969. These findings
were conveyed to the contractor by Mr. Rinehart.

1/31/74 The contractor agreed by letter to the division's
findings.

2/20/74 The division report was submitted for Board action;
notice of dissent was given by Mr. Chase.

3/26/74 The possibility of a dissent was made public by
Mr. Whitehead during the hearing before the
Appropriations Subcommittee.

4/4/74 A draft of the Memorandum of Decision was sub-
mitted for staff approval.

4/9/74 The proposed Memorandum of Decision was submitted
to Board members for comments or corrections.
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4/12/74 The dissent was filed for inclusion with the MOD.

4/17/74 The MOD was typed in final form.

4/29/74 A hold was put on the MOD by Mr. Rinehart; a
meeting took place between Mr. Rinehart and Mr.
Chase.

4/30/74 The Board requested Mr. Chick and Mr. Harrison
to obtain information that had been originally
requested in the Notice of Points letter.

4/30/74 A meeting was held by Mr. Rinehart and Mr. Chase
with staff members concerning the information to
be obtained.

4/30/74 The contractor was notified by telephone that
the additional information would be required.

5/1/74 Messrs. Forry, Chick and Harrison met to discuss
the information which would be required and to
make arrangements for accountants to visit the
plant and obtain the material.

5/8/74
5/23-24/74 )
5/28-29-31/74) Staff visited plant to obtain necessary

information.

6/7/74 The report was filed by Mr. Moreland.

6/17/74 The revised Opinion (formerly MOD) was discussed
with Mr. Chase by Mr. Rinehart.

6/17/74 The Final Opinion was drafted (included 1968 and
1969 years also).

6/18/74 The Opinions were submitted for Board action and
were approved; the notice of dissent was given.

7/3/74 The dissent was filed.
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THE RENEGOTIATION BOARD

September 23, 1974.

William S. Whitehead, Chairman

D. Eldred Rinehart, Board Member

Extension of Remarks at Hearing on Thursday, July 25th,
1974, before the Subcommittee on Housing and Urban De-
velopment, Space Science, Veterans and Certain Other
Independent Agencies, Committee on Appropriations,
United States Senate. (See transcript: page 1406,
line 17 through page 1408, line 7.)

On several occasions during the Spring, I discussed with
the Chairman my concern about what I felt was the misuse of
our staff by Board members. At a later date, I brought this
question to the attention of the Board at a regular Board
meeting. I stated at that time that, in my opinion, the Board
members were calling on staff - particularly Mr. Lambert,
General Counsel; Mr. Chick, Director, Office of Review; and
Mr. Grenough, Director, Office of Accounting - for information
and assistance far in excess of that required for ordinary
case work, thereby contributing to the delay in moving the
backlog of cases.

Subsequent to the Board meeting, in regard to one of the
cases on which I was serving as Chairman of the division, it
was necessary for the division and the Office of Review to have
a legal opinion in regard to salary disallowance before pro-
ceeding with the case. After what seemed to me an unusual
delay, the matter was discussed with the Chairman, and I ad-
vised him that I was concerned about such delays in the Office
of General Counsel. I suggested to the Chairman that he bring
this matter to the attention of Mr. Lambert as I felt that I,
as a Board member, individually, could not be issuing orders
concerning the Office of General Counsel and the delegation of
staff time. I told him I would support him in whatever steps
were necessary in order to correct the situation.

res Rinehart
Board Member

-4
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August 1, 1974

In June 1974, it came up in a discussion with the Chairman

that the staff was spending so much time advising Mr. Chase that

other work was being neglected. This was the most serious in

connection with the involvement of the Office of General Counsel

because we believed Mr. Lambert was personally spending an

inordinate amount of his time in that area. We agreed that this was

only one indication of the failure of Mr. Lambert to make adequate

use of his staff.

We also discussed the problem of Mr. Lambert involving

himself in Board policy matters without the authority of the Chairman.

It was agreed that the Chairman would discuss the above

problems with Mr. Lambert and if not corrected the Chairman would

have my support if he thought it necessary to make a replacement.

Rex M. M. Mattingly, Boa id ember
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INVESTIGATION ESSENTIAL

Senator PROXMIRE. I am told in the 1966 McDonnell case, the

Board found the contractor had understated his profits by about

$50 million; that was 1966. And this formed part of the basis for the

final determination that McDonnell had taken $27 million in excess

profits that year.
Do not these facts strongly suggest, Mr. Whitehead, that you cannot

take the filings of the giant firms, such as Mobil, at face value? That

it is necessary, at least, to investigate them to determine the accura
cy

of the figures you are given?

ACCURACY OF ACCOUNTING DATA

Mr. WHITEHEAD. Well, sir, we have increased our assignments to

the field tremendously in the last year, or even since the spring. And

we believe that we are doing a much more thorough job with respect
 to

analyzing these things and screening them than we ever did befo
re.

But so far as the results are concerned, so far as money results are

concerned, the extra screening has not brought out, or the extra 
as-

signment of cases to the field has not brought out, an appreciab
ly

higher amount of excessive profits than before the intense assignme
nt

to the field.
Senator PROXMIRE. Mr. Chase, would you like to make a fi

nal

comment?
Mr. CHASE. Mr. Chairman, in my judgement—but Mr. Lambe

rt

should speak for himself—his second opinion, which he was instru
cted

by the Chairman to write, strengthens the first opinion.

I would like to read a brief statement from a man I admire 
very

much, Admiral Hyman Rickover. This being a part of his tes
timony-

on September 24, 1969, before the Government Operation
s Sub-

committee of the Committee on Government Operations. He 
said:

The Renegotiation Act should require renegotiation of contrac
tors by individual

commodity groupings, as the groupings described by the
 Federal Supply Cata-

logue, rather than basing renegotiation on total company sa
les. This would help

prevent large corporations from hiding excessive profits in t
he average figures they

report to the Renegotiation Board.

Admiral Rickover referring to those instances wherein th
ey use

so-called deficient profits. The Admiral continues:

Today, large corporations possess a substantial advantage 
over small companies

in renegotiation since the large corporation• can average all
 of the various business

and product lines into a profit figure.

Mr. Chairman, in the year I have been with the Renego
tiation

Board, I have seen the 100 Department of Defense largest 
contractors

before the Board cleared or cleared without assignme
nt about as

fast as you could do it. Seldom does one go to the field
. We take a

defense contractor with a $2 million or $3 million volume
 and a single

product line and we'll send people out in the field and ex
amine them

up one side and down the other and in many cases je
opardize their

financial capability to continue as a defense contractor
.

So to me all that this dialog today and at the July- 25 hearing has

done is to substantially stimulate confusion and compli
cate the issues

on the record. I return to the proposition that in the case
 of McDonnell

Douglas, and I would like to have anyone who looks int
o it thoroughly
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say that this is not a valid position, that we left an enormous amount of
excessive profits on the table in the years 1967 and 1968. We have no
idea what it is in 1969, for the reason that we didn't have usable
information.
They have as much sales, approximately $1 billion, in that year and I

am confident that the same procedure is given many other large defense
contractors who should be examined in more detail. They can talk and
confuse the record from now until midnight but they can't find a
scintilla of evidence that my position in the McDonnell Douglas case is
not valid. I stand on it.
I have read to you the statements of our professionals. How we put

that dissent together as well as we did, as effectively as we did, with
the limitation of staff is beyond me. I think if we had had more time
to examine in depth the elements of the costs of goods sold by product
line in the field, we would have indeed found that excessive profits
beyond the $31 million my dissent referred to. And I think the
American people are getting fed up with all of this double talk that
they hear not only from the Renegotiation Board but often from
the Congress itself.
Mr. Chairman, your testimony in years past has supported the

Renegotiation Board and you have been a champion of providing
adequate staff, and so has Mr. Brooks and others in the Congress. And
yet we continue to muddle through, and I'm getting sick and tired of it.
I think I would not be fully meeting my responsibility as a member of
this Board, if I did not speak out on this incredible process of my
observation since I became knowledgable of what the problem really is.
Senator PROXMIRE. Thank you very much, Mr. Chase. And as you

know and as you said, I have fought to provide more staffing for the
Renegotiation Board and more personnel in the past, although I have
tried to oppose most Government spending programs. But what the
hearings held today show in my judgment is that we have a regulatory
agency which is not only toothless but gumless, aimless, and not doing
the job it is supposed to do. Tens of billions of dollars of defense con-
tracts—in fact, 90 percent of defense contracts are made not by com-
petition, but through negotiated bidding. The assumption is that any
excesses allowed by regulation will be recaptured by renegotiation.So this function is absolutely vital. That excessive profits will be
recaptured, however, is just not true; it is a myth.
We find today's profits of 90 percent or more return on equity, which

is outrageous and shocking on any kind of a basis, are allowed. We find
contracts where the basic facts needed to make a sound judgment are
not asked for. And we find high profits on defense contracts are al-lowed to offset low profits on commercial business.
What we need is regulation in the public interest. What we have is a

feeble, inept, soft regulation at best. The American people and
especially the American taxpayer deserve far better from their public
servants.
We have also had here not only that very sad result, but we have amost serious clash between the Commission and the Chairman of theCommission and the staff. We have what seemed to be a clear case ofintimidation with respect to the Chairman's attitude toward the

general counsel of the staff. We had a division that is not a healthyand wholesome division on policy between members of the Board, but
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1

one that is more fundamental and seems to be based on a lack of respect
and consideration and a lack of cooperation between the members of
the Board.
I have asked the representatives of the General Accounting Office to

attend the hearing today and to follow this as closely as they can, and
we intend to take further steps. It seems to me that the conclusion
that we must come to is either we have a drastic reform of this opera-
tion so it can do the job it ought to do, or the Board ought to be
abolished and its functions transferred someplace where the job can
be done. Whether that is the Defense Department or some other
agency, we might have to determine. But obviously, it is not being
done properly at the present time.
The committee will stand in recess, subject to the call of the Chair.
Mr. WHITEHEAD. May I say one word or two, Senator?
Senator PROXMIRE. All right.
Mr. WHITEHEAD. Roughly 30 percent of all 100 DOD's in the last 8

months have been assigned to the regions for review.
Senator PROXMIRE. Thirty percent?
Mr. WHITEHEAD. Thirty percent; yes, sir.
Senator PROXMIRE. Thank you.
Mr. WHITEHEAD. One other thing.
I would just like to close on the note that for fiscal 1974 we had the

best year that we have had in the recovery of excessive profits in 15
years.
Thank you very much.

CONCLUSION OF HEARINGS

Senator PROXMIRE. This concludes the hearings on the Renegotia-
tion Board. The subcommittee will stand in recess now, subject to
to the call of the Chair.
[Whereupon, at 5:35 p.m., Wednesday, October 2, the hearings

were concluded and the subcommittee was recessed to reconvene at
the call of the Chair.]

0








		Superintendent of Documents
	2022-12-16T01:24:14-0500
	Government Publishing Office, Washington, DC 20401
	Government Publishing Office
	Government Publishing Office attests that this document has not been altered since it was disseminated by Government Publishing Office




