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The Honorable Henry M. Jackson . 
Cha'.rman, Permanent Subcommittee 

on Investiffltions 
'.Coaaraittee on*Gooernmental Affairs 

Dnited States Senate 

Dear Hr. Chairman: 

On January 13, 1978, you asked us to examine the factual 
support and the contractor's justificat' ns for interest ex- 
pense and lost interest income included b shipbuilding claims 
filej between 1973 and 1976 by the NewpoL; News Shipbuilding 
and Dry Dock Company with the Department of the Navy. 

Specifically, you asked if the contractor understated the 
amount of Government progress payments. Also you were inter- 
ested in knowing the contractor's borrowing sources and the 
amounts and propriety of interest attributable to compensating 
balances the contractor was required to maintain for bank loans. 
After discussions with your office, we mutually agreed to limit 
our work to a sample of 12 monthly accounting periods from the 
g-year period covered in the claims. 

Newport News filed five separate claims, with total imputed 
interest calculated at about $77 million. The company sought 
equitable adjustments that would include an increased profit 
for the use of capital in financing the additional work and 
delays caused by the Navy. The $77 million should not be con- 
strued as the amount requested by Newport News to be piid cn 
settlement oecause the financing claias would be goverzd 3y 
the cost-sharing provisions of the contracts. The contractor 
estimated that about $29.9 million of the company's requested 
additional financing costs would be reimbursed if the claims 
were approved as filed. 

Newport News points out that receipt of the $29.9 million 
would amount to an interest rate of about 5 percent of the 
-mount claimed by Newport News to have been financed. sow- 
ever, we do not believe the effective interest rate is 
relevant to the questions we responded to. 

In our examination we did not address the issue of whether 
the claimed amounts were rtquests for reimbursement of inter- 
est :" rrnancinq costs) or requests for compensation in the fsrm 
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cf an increased profit. &/ Regardless of the manner in which 
the claims are viewed or the degree to which the Navy may 
have relied on the claims data, the calculated amounts 
serve as the initial basis submitted by the contractor for 
negotiation of a settlement. 

* * * * * 

For the period reviewed, the interest calculated by 
'Newport News was higher than what we consider reasonable 
as an accounting matter. Our conclusions are based on 
what we believe to be (1) more realistic rates of interest 
than those used by the company and (2) more appropriate 
methodologies for determining the bases upon which interest- 
was calculated. Newport News management officials strongly 
disagreed with each of our conclusions citing legal issues 
and differences of accounting judgment as stated in the 
enclosure to this report. As a cautionary note, we point 
out that we have examised the methodologies used by Newport 
News at a point in time (e.g., the claims as submitted) on 
a subject that has been and remains, in our judgment, un- 
settled by the appeal boards and the courts. 

For the 12 months we reviewed, the total amount calculated 
by the contractor was $14.5 million. The amount that we con- 
sider reasonable as an accountiny matter should not have been 
nore than $10.9 million, a reduction of about 25 percent. This 
percentage, however, cannot be statistically projected, and our 
review should not be considered as an evaluation of the claims 
as a whole. 

The differences between amounts calculated by Newport 
News and us resulted from Newport News' 

--using estimated interest rates when actual 
data was available that would have produced 
lower charges: 

-excluding actual Government escalation payments 
on one contract in its calculations, thereby in- 
creasing the base upon which financing costs were 
computed {this exclusion was clearly identified in 
the claims and according to Newport News resulted 
frcm its interpretation of the contract which was 
the subject of a legal dispute with the Navy); 

L/ See contractor's comments regarding rates cm page 2 
of enclosure I. 
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-failing to reasonably allocate total shipyard monthly 
borrowings to the individual claims resulting in the 
use of the higher interest rate for borrowings when 
the use of the lower savings rate would have been 
more appropriate (while the company claims there was 
no reasonable way to allocate borrowings, we do not 
agree); and : 

--including amounts for compensating balances 
exceeding actual amounts required for bank 

. . borrowings. 

In commenting on our conclusion that the amounts claimed 
were higher than what we consider reasonable, Newport News 
stated that it had the legal right to resubmit the claims 
on the basis of what it considers appropriate methodologies 
under more recent legal decisions and that resubmission 
would pmduce even higher claims. Newport News believes that 
its methodology would produce equivalent results over the 
entire claims period. 

According to the Armed Services Board of Contract Appeals 
and court decisions, contractors are entitled to financing 
charges-on changed vork sometimes allowed as a cost and some- 
.times as a profit factor depending on the particular contract 
provisions involved. The mode of calculation (including what 
rates should be used], however, has not been settled by the 
courts, and the amount of financing awarded depends on the 
circumstances of each case. As a part of its review of the 
company's claims, the Navy is determining the amounts, if any, 
that it will pay as a part of the company's settlement. 

Our findings and the contractor's comments are discussed 
below. 

NEWPORT NEWS USED kTLHATES FOR INTEREST 
&RATES WHEN ACTUAL DATA CIJAS AVAILABLE 

For 11 of the 12 accounting periods we examined, Newport 
News used average prime interest rates quoted by the Chase 
Manhattan Rank of New York which were higher tnan the actual 
average rate based on daily weighted average borrowings and 
incurred interest costs contained in the contractor's xcount- 
ing records. The actual average monthly interest rate ranged 
from 0.0212 to 0.3066 percent lower than the rate used, which 
is equal to annual rates ranging from 0.25 to 3.7 percent. 
Por 1 month, however, the actual average rate was 0.1366 per- 
cent higher than the rate used. The effect of using the Chase 
AManhattan average prime interest rate, instead of a rate based 
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.on'the actual 'borrowings data available, increased the claimed 
amounts. 

Newport News had outside borrowings at the prime interest 
rate but also had borrowings from Tenneco Corporation, its 
parent corporntion, at less than prime interest rate. We used 
average monthly borrowings that included the lower Tenneco in- 
terest rate as well as the rate on outside borrowings. In -- 
absence of any conflicting data, we must assume this was an 
arm's=length transaction, and Tenneco charged Newport News its 
cost of money borrowed and/or internally generated. It should 
'.be noted that, subsequent to the filing of the -laims, the prime 

t interest rate decreased, and for a portion of the claim period 
the actual average rate would hava been somewhat lower. 

Xemort News comments 

The company contends that all of its outside borrowings 
were at least at the prime rate. It said it had never been 
able to borrow, during the claim periods, at anything less 
than the prime rate from outside sources. But the company 
agreed that it had borrowed internally from its parent cor- 
poration at fixed rates which were sometimes slightiy higher 
than the prime rates and sometimes slightly lower than the 
prime rates. 

The company believed that the rate charged on internal 
borrowings from its parent corporation was irrelevant in 
the computation of financing as submitted in its claims. It 
bases its position on a 1976 Armed Services Board of Contract 
Appeals decision I/ in which tie board refused to consider the 
rate charged by a parent corporation to its subsidiary for the 
purpose of computing a financing claim. It therefore believed 
that its approach of ignoring intracorporate borrowing rates 
was in accordance with the recent legal precedent.* Newport 
News stated further that the actual rates paid on money bor- 
rowed from its parent corporation should not have been included 
with the rates gaid to outside lending sources to compute the 
"average monthly interest rate" we used in calculating the 
increased profit for capital use. Newport Yews does not 
believe intercompany rates are as realistic as the independ- 
ently established prime. rate. 

The company stated it was not claiming actual interest 
expenses or actual financing on amounts invested in the 
changed work. Rather, it chose to impute the amount of 
increased profit claimed as a result of being forced to 

IJ Ingalls Shipbuilding Division, Litton Systems, Inc., ASXA No. 
1'717, 76-1 BCA 'J 11,851. 
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I I finance the changed work. Since it was never able to borrow 
fran outside sources at anything less than the prime rate, 
the company determined that the use of prime rates in the 
calculations was both reasonable and equitable. 

The company believed it was both equitable and.appropriate 
for it to use average prime rates consistently throughout the -- 
calculations since these rates provided a reasonable and more 
accurate (and probably conservative I approximation-of t!le cost 
of capital during the periods in question. To illustrate this, 

'.Newport News provided additional information showing that the 
'actual interest costs for the entire claim periods were greater 
'than the amounts resulting from applying the average prime 
interest rate against total borrowings. 

Our evaluation 

The Newport News borrowings for certain mods were 
largely from its parent corporation at interest rates lower 
than the average prime interest rates used in the claims. 
It provided no data showing that the parent corporation was 
actually incurring financing costs comparable to the prime 
rate on funds loaned to Newport News. We therefore believe 
that the rate5 actually charged by Tenneco should have been 
used by the company in preparing its claims. 

Concerning the company's position that the interest 
rate charged by the parent corporation was irrelevant based 
on a 1976 Armed Services aoard of Contract Appeals decision, 
we question whether the circumstances surrounding that case 
are similar enough to provide a precedent to the issue in 
question here. For example, Newport News used a different 
theory and method in preparing its financing claims than 
those used in the cited board case: Newport News is a separ- 
ate corporate entity, whereas the appellant in the board 
decision was a division of a corporation. r"urther, Neqort 
News borrowed money from its parent corporation or& 3-year 
or demand notes at specified mterest rates rather than on 
the basis of daily fund transfers between the corporate office 
and its shipbuilding division as depicted in the case referred 
to by Newport News. 

Additional information provided by Neqort Wews indicates 
that actual interest costs were greater than amounts result- 
ing from application of the average prime interest rate against 
total borrowings because of decreases in the prime rate. How- 
ever, the data was for periods in addition to those we reviewed 
and subsequent to those periods covered in the current claims 
submissiok. 

We recognize that with regard to a contractor's 
compensation for financing changed work as an element 
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. profit, the Board has stated that the measure of recovery is 
not necessarily dictated by the r;ite the contractor paid on 
borrowings or by the rate of return on the contractor's invest- 
ments of its own equity capital. A/ However, we are aware of 
no case law that supports Newport News* use of average prime 
rates as an imputed rate to calculate compensation as profit 
when evidence of the actual rates the contractor paid on 
borrowings was available. 

NEWPORT NEWS EXCLUDED ACTUAL GOVERNMENT 
ESCALATION PA!Z%NTS ON 

‘-ONE CONTRACT IN ITS CALCULATIONS 

' The financing claims were based, in part, on recei.Ted 
progress payments being less than costs incurred. 

The contractor excluded all Government escalation payments 
on the contract for the DLGIJ 36 and 37 cruisers in its calcula- 
tion of receipts from the Government. The claim calculations 
clearly show this. The contractor interpreted the contract as 
not requiring the inclusion of escalation payments in deter- 
mining periodic contract progress payments made by the Navy. 
For some yearsl the Navy made progress payments in accord. ze 
with Newport News' interpretation. But the contractor and 
the Navy disagreed on this issue. A contract modification 
was then issued and signed by both parties on June 20, 1972, 
which revised the contract payment clauses to coincide with 
other Navy shipbuilding contracts. This revised wording 
specified that escalation payments and received progress 
payments were to be considered together in determining the 
amount of progress payments to be made to the contractor. 
Our calculations included these amounts after June 20, 1972, 
that Newport News' excluded. 

Newport News comments _ - 

Newport News stated that, during the early stages of 
oerformance under this contract, both the company and the 
iSVY interpreted the payment provisions as not requiring the 
inclusion of escalation payments in determining periodic con- 
tract progress payments required to be made by the Navy. 
The company said that the Navy changed this payment practice 
by modifying the contract and that, to receive payments of 
any sort under the contract, it felt compelled to sign the 
modification on June 20, 1972. The company disputed this 
Government action and reserved its right to contest the matter 
later. 

I/ Baifield Industries, Div. of A-T-O, Inc., ASBCA No. 18057, 
77-l BCA 512,348 at 59, 748: Baifield Induzkries, Div. of 
A-T-O, Inc., ASBCA Nos. 13418, 13555, and 17241, 77-l BCA 5 
12,308 at 59, 475. 
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On February 11, 1977, all outstanding issues of dispute 
on the contract between the parties were settled, and the 
company received an adjustment to its target costs and tar- 
get profit accordingly. The coxqany said it was paid about 
$8.3 million outside the costrsharing provisions of the con- 
tract which was recognized by the Navy and believed by the . 
company to be attributable to financing. Newport News stated . 
that, for all practical purposes, the settlement moots the 
dispute between the prties over the propriety of the Navy's 
chsnge to the progress payment method. 

New&t News further (rtatcd that, irrespective of the 
elimination of this dispute, we reopened the financing claim 
on the contract and assumed a legal resolution of the progress 
payment dispute in favor of the Government. It claims that, 
in so doing, we artificially decreased the company's loss 
in revenue for the period in question. 

Newport News said that, if the financing claim on the 
settled contract is to be considered along with the other 
claims still outstanding, we should acknowledge that (1) the 
DLGN 36 and 37 claims have been settled along with the pay- 
ment disputes over 1 year ago and (2) our calculations 
necessarily resolved the progress payment dispute in favor 
of the Navy. It said tG do anything less would be manifestly 
unfair to the company and misleading. 

Our evaluation 

We based our calculations on the payments received for 
escalation because you asked in your letter of January 13, 1978, 
whether the amount of progress payments were understated. 

. Normally, escalation payments a= in the nature of progress 
payments in that they compensate for certain increased costs 
incurred. As a general matter, increased costs of actual per- 
formance are included in a contractor's re_uorted costs incur- 
red, and an appropriate comparision requires that conpensatary 
escalation payments be included with other receipts. 

The purpose of our calculation was to include the effect 
of the omission of tnese escalation payments upon the claims. 
Newport News is correct that, in so doing, we have alined our 
calculation with the Navy's prenegotiation position on a 
matter that was in dispute. We have not examined the details 
of the settlement finally reached, nor do we take a legal posi- 
tion on the dispute involved under that particular contract. 
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'MWPORT NEWS FAILED TO ALLOCATE 
SHIPYARD MONJTBLY BORROWINGS IN 
FOUR OF THE PIVZ CLAIMS 

Each of the five claims were filed individually and at 
different times with the Navy. The claims are independent of . 
each other and could be independently T;ett.led. . 

In four of the five claims, Newport News used total 
3hip-yard-wide average monthly borrowing3 in calculating 
‘.imputed f ibancing instead of aliocrting these borrowings to 
each of its claims. In its method of preparing the claims, 
Newport News computed loss in revenue by deducting actual 
Government payments from costs. It then multiplied the aver- 
age prime interest rate times the lesser of total borrowing3 
or adjusted 10s 3 in revenue to compute interest expense. 
Because NeWpOrt News did not Ellocate borrowings between the 
claims, the ad justed loss in revenue was usually less than 
total borrowings. Rowever, the adjusted loss in revenue was 
more than the appropriate amount would have been if Newport 
New had allocated borrowings. This increased the amount of 
8aCh Claim beCaUS8 it re_sulted in the use Of the average prime 
interest rate to computa i:lt8r8St expense when a lower rate 
should have been used. For example, for the five claims, 
Newport News calculatad interest expense totaling $2.1 million 
for January 1975 which was based on applying the prime interest 
rat8 against $256.9 million, For that 3ame month, the actual 
incurred interest cc-St to the contractor was $1.2 million based 
on actual daily weigilted ave:age borrowings of $153.7 million. 
The amount of interest expense was further increased because 
the imputed interest charges were compounded monthly over the 
period covered in the claims. 

Newport News agrees that it dia" not allocate borrowings 
betreen the, claims but states that it made 3uf ficfent provi- 
sions for necessary adjustment3 in the "Adjustzzents" section 
of sack :laim. The adjustznent provi3ion referred to by 
Xewport News states: 

*The Contractor recognizes that, had the additional 
delay presented in this proposal not occurred on 
these vessels, the average GhS,[General and Service] 
supervision, and overhead percentages for each vessel 
would not have been as high as currently indicated. 
2ie further recognizes that to avoid duplication of 
payment for G&S, supervision, and overhead, an 
adjustment should be made. Eowever , since any 
adjustments made must be in accordance with the 
values ultimately adjudicated for this proposal, 
such final adjustments will be made at that time." 

8 
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Beeuse the provision does not feal specf ffcally with 
financing, we do not believe this adequately discloses the 
need for an adjustment in the in. .-ast claims. 

Newport News comments 

Newport idews stated that, to have allocated borrowings 
‘to the several contracts, it wouid have had to assume a 
sequence in which the claims would have been submitted and 
settled. If this could have been done, borrowings could 
have been allocated to the f!rst claim up to its loss in 
revenue, with the balance applied to the second, third, 
etc., up to the full extent of the borrowings. Given the 
impracticalities of such a scheme, ths company provided in 
each claim for adjustments as other claims were settled. 
Newport News specifically attempted to clarify tbir factor 
when they called it to the Navy’s attention in a company 
letter of April 20, 1978, to the Chairnan of ths Navy Claims 
Settlement Board. 

Newport News said that the company would handle the 
adjustjlent mechanism for subsequent claims by taking into 
consideration the amounts allowed for financing on previous 
settlements (such as the DLGN 36 and 37 cruisers) when 
negotiations commenced on the next claim. 

It was further explained that, for this procedure to 
work properly, the Navy must disclose to the company the method 
it used for calculating the amounts paid for financing on the 
preceding claim settlement. The company stated it has received 
no indication fran the Navy 2s to how the Navy calculated the 
$8.3 millron in financing paid under the DLGN 36 and 37 contract. 

Our evaluation 

The contractor could have allocated borrowings in areparing 
and submitting its claims. Since this was not done, the con- 
tractor should have included language in its claims blzarly 
stating that the total borrowings were used in each of s%*leral 
claims and that appropriate ad justnents would be mde as the 
claims were settled. 

Also Newport News indicated it would have to detemine how 
the Navy calculated financing claims paid under settled con- 
tracts to make the appropriate adjustments it agrees are 
required. ' 
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'NEWPORT NEWS IMZLDDED AMODNTS FOR 
Emmi'ING BALANCES EXC2EDING ACTUL 
@mREQUIiZED FOR BANK BORR&= 

A ncompensating b&Bnce” is an amount that a borrower must 
keep on deposit in naninterrst bearing accounts at a bank in 
order to qualify for borrowings againat lines of credit at an , 
agreed-upon rate . Aa such, it does represent a tort to a 
borrower. ~ewgort Kewa said it was required to maintain a 
U-percent compensating balance and used this in calculating 
.the c~afms for findUcing. 

We examined the 1%percent rats and found it, in general, 
tm be the correct rate. We found, however, that it wea applied 
to amounts greatly exceeding actual company borrowings and to 
amounts borrowed frcm the parent corporation (Tenneco) which 
were not identified as originating from a line of credit and 
did not require a compensating balance. Absent any evidence 
to the contrary, we asmrned that the rate charged by Tenneco 
reflected its tims cost of the money loaned, including any 
costs it might have bed to maintain compenrating balances on 
i es borrowings. 

We also found that, *in some monthr, interest expense war 
computed on cor@er%atfng balances in addition to total bor- 
rowings. Because interest expense was computed on total 
borrowings 2nd compensating balances were generally required 
for the duration of tie lines of credit, we believe that a 
fairer measure of the ccrmpany's costs of carrying the compensat- 
ing balances would have been on the basis of lost investment 
f ncome . 

Ne wport News comments 

The company expressed concern that we took the posi tfon 
that the rate Tenneco charged for amounts borrowed by the 
company reflected Tenr3eco’t tine cost of the nonay loaned, 
including any costs it zzight have ,Z,a4 to &maintain compensat- 
ing balances 3n its borrowings. As discussed previously, the 
company believes that thP rate it was charged by Tenneco for 
the money loan4 d by th6 parent corporation for funding the 
changed work Lb- irrelevant in the computatic#x of the company’s 
imputed financ ing clnim. Despite our assumption that this in- 
ternai tote was hlly reflective of the cost of money to the 
parent corporation, Newport News said tnfs was not tne case. 
The company also said that, although Tenneco’s cost data was 
not reflected in the company’s books, a review of the compensat- 
ing balances for the period in question reveals that the parent 
corporation borrowed extensively against lines 2 credit which, 
like those of the company itself, required compe;uatinq balances. 

I 
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The company said its approach to cdlculating financing 
assumed that, if the company was in a *borrowing mode* durfr.q 
a monthly period in question, the company would hawe had to 
borrow an amount equal to the caapensatory balance to obtain 
the same asmunt of funds. It said this was the &sir foe 
the company~s treatment of compsnsating balances, for pur- 
poses of ca:culating, in the sme manner as tot* L borrowings. 
The company stated that it was a matter of ualnian whether 
interest sxpenses could be icomputed on compensating balances 
‘in addition to total borrowings, and, in the aboencm of legal 
precedent, this matter rsmrzins in dirpute ktween the parties. 

Our evaluation 

Sswport News did not provide sufficient evidence showIn% 
that the borrowings fran its parent corporation required corn- 
pensating balances or thdt the int6r66t rate charged by its 

/ parent corporation did not provide for recovering au costs of 
the borrovinga. Due to the nature of the loans by the parent 
corporation, ~6 believe it iS fair t0 d58We thdt the interest 
rate chdrged reflected its the cost of the money loaned. 
Further, we included virtwlly all of the contractor’s intormt 
costs ds interest expanse regardless of the source of funds. 
Thus, Lf any of the funds wers required for compensating bdlanca 
purposes I we included the full interest costs. 

Newport News has provided v explanation why its parent 
corporation would have charged less than its actual costs of 
borrowing if, in fact, it did have to botrow the funds it 
made dvaildble to Newport News. 

We agree that it is a matter of opinion whether interest 
expense can bs computed on compensating bdltnce, Mvever, we 
wed lost tnvestznent income to seasure ths coats of carrying 
compensating balances required by banks because virtually all 
of .Vewport News’ interest costs of borrowincjs were gscd I:! our 
calculation of interest expense. 

We believe also that the company’s rationala for 
irrelevancy of the interest rate and compensatfng balance 
requirements for its borrowfngs from its *rent corporation 
is not consistent with the followfng statements contained 
in the claim: 

a* * ‘Lae Contractor has included in this section 
all computdtf ons necessdry to reasonably approxfmte 
added financing charges uhicS are Government-responsiDle. 
Also included are full details of the assumptions and 
factors used to compute amounts claimed. 
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*The essential ingredient of that kind of imputing 
is the need to develop a fair and equitable measure 
of the costs which were increased by the Government's 
failure to equitably increase the contract billing 
prices after ordering the changes here-involved." 

We do not believe the full details of Newport News' 
assumptions about its costs of borrowings from Tenneco were 
included in the claiss. Also, it is our opinion that the 
.company did not use data related to cost of borrowings 
from Tenneco which was available to reasonably approximate 
a fair and equitable measure of the costs. 

In swmaxyr Newport News representatives strongly disagree 
with our assessments of the claims and maintain that it is 
irrelevant that actual data was not used since it was imputing 
interest in its cl&as. They argue that imputing by definition 
is a calculation of the time value of money without regard to 
actual events. Xe believe estimates should not be used when 
costs have been incurred and actual data is reasonably avail- 
able. We recognize that the claims include imputed interest 
which implicitly involves estimating. But to the extent actual 
data is available for use in such computations, we believe its 
use is preferable absent proof that its use would be unreason- 
able. This is not inconsistent with recent cases regarding this 
type of claim. 

If you desire, we ca? provide more details and answer any 
questions you may have. 

AS arranged with pour office, ur,less you publicly announce 
its contents earlier, we plan no further distribution cf this 
report until 7 days from the date of the report. At that time, 
we will send copies to Nemort News and to the I3api and make 
copies availaol e to others qon request. 

~:yozi! b 

Comptroller General 
of the United States 

I 
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ENCLOSURE I 

Eonorabxe Erorr Be scaats 
CosptroUer GezuraLof thrGnitedSutas 
csueral &couLr!ng office 
661 c street, 51. TJ. 
-iuhington, 3. c. 20548 

By Iotterduedtsmuy l3. 1978,semetorEauryK hckson. 
Qrclralnof dlese8au- Subcoatttee 0s Imasttg8ttuns. requomed 
rba Cewral &counting Off&e fo rmdm “the factual suppo:t respectfng 
this upect (the finaaciq poeAaa) of elm UmrQurt !fewa claima, facludiag 
the emuactor’s ftutificatbm for tlq ices6 in qaestfon.” Rapreseatatives 
of t&a GU pisraMl Off&s b Virgini Buch, Virginfa. conducted a review 
of r&M’s fSssadagclaims ad prepareda”Statment of Facw” dated 
!Imy 17. W’S, coAcem&g the!58 clafsls. The Company was and ia ia absolute 
diugmsuat ultb mst of the “facts” alleged and conclusf.ons reached in 
ch%s “Statesaw of Facu.” 

By celegrtr dated June 23, 1978, the Coapmy reqauted t&e 
opporamicy to meet vith your Office concerning the proposed Scatemmt of 
Facts;ud, as a resulr.oaJune29, 1978, ameetiaguu held betweenCompany 
reprssutstives and Xr. Stolorou tith other represmtrtfvu of your Office. 
AC thb uetSng, 3r. Stoloroe explabed that many of the conc.lusions and 
c5choftheoutedalupreued ia the "Stat-t of Facts” vould not be 
atilfasd in the respmse to Senator Jackson’s Subcommittee on Imestigations. 
Sather, Yr. Stolorom emphufied the fssass had bun narroved to four general 
areas of dfsagraemnt vhlch relate primarily to methods of computation: 
(1) the Company’s usfz of estimated. rather than actual, interest rates; 
(2) the Compaq’s esc.Lwiou of certain ascalatfoa payments from its calcu- 
Latious of receipts from the Savy; (3) tie overlap amug tie five claims 
tith respect to periods cbaracterlzfid as “borroubg mode” ?erLods; and 
(6) thebquny’r applicatfanof compensatfIL8balamesuith respect to 
fudsob-frumftspaaat,Twmxeto. h a rualt of this meeting. the 
-a.v-d-pnrridr~- -ta on the four basic areas of disagree- 
Dli)t hc.lOeed hereufth as At-t I). tis have ala0 enclosed for your 
fafonetioa sad we (par~tkularly vicia respect co ocher mwlmd.s OF coqnaatiod 

es Attadmsnt 2 the reaponse us bad preparsd to the "Statmss~t of Facts" 
prfor to our meeting. 
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* ENCLOSURE I ENCLOSUiE I 

Lionorable Elmer B. Stuu 

First, the Compwy beUevee thuitiaimperatWeth8tGAOclurup 
the apparent confusiou ad mimmdustaad2agofchrJacksonS -ttee aud 
say otbus wiao are wder the bpreu%oa that in its tequests for Eqrdtable 
Adjwtwat the ComQaly requested et8 of aQQ-tely $77 QiJlion as 
ffnmcinror "iatareat" rabbausrrmt. udder the iaceutive Qriciag, share- 
1f.s mmhodology used by t!! Co-p- in its reqwst for addltioad profit for ._ 
finml&lg, the company wae requeew ouly aQproxbe+ely $29.9 =qlLm 
attdbutlb~e to the ad&L- fbwdag which it ms compelled to absorb 
durtonoo-pa~tb~'thr~vithrasprcttoehr~~ubleadfrrr+osot 
daaa. 

By comparisou with any recognized or rea8ouable standard, the 
C&+eay's claims for additional profit for f iwncing wue ultra-wasamatfve. 
The additiowl amounts sought for financing coastitute.dlesr t&aufiva perceat 
of the amounts requested as -table adfuatsa~ts, computed ou a stmi.ghtU~, 
sh.Qle intUut aQQrWth- YheComp8aybeU.evesthettheextremlymdUt 
~~eOffuf~~~t~Lllg~iz~d10~rUPOlW 
Seaator Jeckm's Sabc~ttes. 

The Compwy'r tequests for Equitable Adjwtwnt requestad lower 
adcUt1ona.l profit rates for finewing then ay rata auarde? by tim Boer& of 
Coutract AQQU s in comparable cues. A dole s&u of &md htwlc88 Board 
of Coutract Appeals deciekme ieeued ia the put several yeere bee establhhed 
chat, as a minfnm, couuactors are entitled t3 r&x percent of the eqaftsble 
adfuatmmt alloued as additional profit forfiaaaclng (cmputedwithoatr~ 
to the crfstence or amouat of actual bormvings). IngaLls Shipbeildian Mvfri~a, 
Lftton Spstew. Inc.. ASBCA e. 17579, 78-l BCA L 13,038; Baifiold Indaatrha~ 
Div. of A-T-O, Inc., ASECA so. 18057, 77-l SCA L 12,3&s; Yew York shipbuilding 
Co.. Div. of Xerritt-Chavman h Scott Corp., ASBCA %. 16164. 76-2 BCA L 11,979. 

Under Cue judicially redgaized staadards, the Company’s current 
raquests for &tionol profit due to finnncfng are substantially understated, 
rather thau being overscatad. Further, under theaa j WY -aW=d 
preeedeuu , the existsme or llomMstcoccofcaslQaly~aldc~- 
ting balances are irrelevant. iltilizatioaof the Board-~proved,fi==ir@- 
profit approach would moot any question of duplfcation of "borrowing mode" 
periods. By virtue of the fLnax&ng rate comparisons created to respond to 
the Y!y 17, 1978 GAO "Stat-t of Cuts.” (See Attaciment 2) the Company 50~ 
recognizes that ft might be ad-able to increase its additional mfit clkips 
to reflect the profit levels established by these wre recent Board cases. 

Senator JacirsoD asked &ether “the iaclusior~ of such interest (is) a 
proper charge agaimt the Guvernmaut.” The Company believes that Cao must raspond 
that the Coqmny’o fiaanciq m, wblle not tethuically “interest* claim, are 
fn amuuu less &au w&t the m Services ilaud of Contract &pee& vould 
consider co be a proper charge against the Gove-t. 

2 
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EXKLOSURE I 

mWB.SfuU Ii. 3. S. h 0. D. Co. 

c. E. Darr 
Executive Vice Presideat 

One dupliate to Xr. J. 8. Stolorov 

At-t 1 
o sss Bespoum to Specific Issues Identified in the 

Jtme 29, 1978 thetfng by dxe GAO Rev?- Team , 

At-t2 [see GAO note.] 
o =S letter to The Honorable Elamr 8. 5:aats. 

datsd J-8 29, 1978, not formnlly submitted 
0 Polut-by-Po%nt Respolue eo GAO "Statant of Facts” 

&tad thy 17, 1978 (20 paged 
o G&O letter eo Hr. C. E. DUC, 3IHS, dated May 17, 1978 

w Pad 
0 =S letter to Rur A3dm.L F. P. Haa%ganor0, daCed 

April 20, 1978 (15 pagee ia&Aing eacloeure) 
o StS letter eo GdD, dated t4ay 8. 1973 (8 pegu) 
0 Mdd pintncfng Erp- (3 PWWS) 

-.. 

6Ao note: Attachment 2 not included in this report. 
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ENCLOSuRE I 

Attaehmac I to xuport lbv8 
Letter of Jdy 7, 1978 

IUqortl-s ShipbuildiqEupoasc to Specific Iuua fdmtifiad 
inthaJuna29, 2978MaetiaabrtheCAObvhuTum 

OB Tharsday, Juae 29, 1978, represe~tatlvw of Keqmrt !kue SMpbaUding 

. (the tzarupaay) and the GeBuLL Accouactng Office PTt to &c?ms the forthwaag cd0 

report t0 COBgrW OB tha “fhaWiBg” dmIBt8 Of t& l+mW8 fat -table 

Adjusment GLE4s) subamxed by thr M tmdar six shipbrrildiag toatracu. During 

this meeting several important issues were discusred by the pertiee. sou of vhicb are 

addres8ed in t!n covu letter to this Attaohaeat. IB addftfmt. the GAO peuwnol 

prodded a fivtp8p “ulking paper” uhzkh tdeatifled four medfk erue of coacem 

to GAO. The tbmp8ay’s respoase to uch of these forrt item is set forth bdev. 

1. GAO c-t: xtuport Xam used escimetu for intere8t r8te8wbea actuml d8ta 
vu available. 

1x8 preparing its claim the coupmy ussd average prtnm interest rates 

provided by Chase Hanhattan 3aak of SW York City. The CM auditors fouud t&t for 

U of the l2 actouatfng periods l rrminrd, these rates vere higher =hm the “atrorege 

rate based OB the actual daily weighted average borrouingo aad inamed interest test 

conuiaed ia the wntractor’s accounting records.” The record9 to which tha auditori 

refer include borrowings of the Company from outside sources, as uoll as Ccnnpany 

borrowings from its parent corporation. 

The Company contended, and !fr. Peacock (Project ?¶anager of the audit team) 

admitt+sd during the meting that aLl of the Campany’s outside borravfnol vere at least -- 

at prtaa rate. In fact, the Gnnpany has never been able to !mrrw, during the periods 

sncompused by the claims. at anything less than prime rate from outside saurces. It 

did, hoverer, borrow internally from its pareat corporation at rams which vere 

slightly loves than prime rates. 
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* ENCLOSURE I ENCLOSURE I 

It ir the CfaqIDJ's poaitiou tl3atthsrata clurgedoniYltmul bormbga 

frm its parent wrporatioa is irrelevent in the coquution of fftutciry as submitted 

intholSA8. &srecmtdecisiou, theAmadSerrricuBo8rdofCoatractAppeals . - 

refused to emsUer the rate chuged by a p8rent corpor8tiou to Lts subs&diary for 

_. tlm pur~~re of atqmtbqt 8 fiuaacfn~ claim. See. Insalt Shiubuildin~ Div.. Uttoo 

smtsma. Iale., ASBCA Ho. 17717, 76-l BCA L ll.851. Thus, the Compsuy’s approa.4 vhich 

ignored intra-corporatr bommdug rrtes fs iu tccord8nw vith treat legal pracadeut. 

Furthermore, it muat be remembered that the Company vaa uot rlriming actual 

interest *eases or rctusl ffmacing 011 saw invuted in the changed wrk. Bather, 

ie clwee to impute the amuut of Laenued profit m as l result of being forced 

tofhaucethechaugdwrk. Stuce the Comp8uy was uver able to borrow from outtide 

aourca at aqthtug lau than prima rate, the Company detarainrd that thm uu of prima 

rates in the wlculatimu vu both reuoaable and equitable. This l pproech is in 

wueouaace vith the Anmd Services Board of Contract AppeaJ~ positiou that the amount 

of “iucrauad profit is we dictated by the rate 8ppaUant paid on borrowing. . . .” 

Baiffeld hdustriest Div. of A-T-O, Inc., AS= No. 18057, 77-l BCA L 12,348. Sar 

alto, BaAfield IndUSt'dtS. MO. of A-T-O, fnc., ASBCA Not. Uolf!, 13555. aad 17241, . 

77-l Bc15 I l2,308; Inuslls Sbfpbuildiq supra: N&u Pork Shivbuildiaq, Mv. of 

?Wrrltt-Chavwu b Scott Co-. ASBCA %. 16164, 76-2 BCX 1 ll.979. 

Accordingly, it io the Company’s poaitioa that the actual rates paid on 

nomy borrwed from its parent should wt have beta fnclmiad vith the rates paid to 

outside landing wureaa to compute the “avttagt monthly lntarast rata” used by the 

GAO ia cslculat%ng the incrassed profit for use of capital. It vas both equkble 

and appropriate for the Company to use average prime ratu cousistmtly throughout the 

cakulations since these r8tae provide a raasonubla and more accurate (and probably 

wuaerrrativa) ~pproxiaatfoa of the cost of capital during the parioda in question. 
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* ENCLOSURE I . ENCUSURE I 

2. 61L) Sutewnc: locoport S&w Excluded ktwl Govuweat %ce&tfoo Pqwnes 
on Ow Coatr8ct in its Calculatiow. 

In uadaing the Campmy’s claiw for ftnauc* wdu its uvual ship- 

building coutrtcts, the W revfeud the Computy’s reqwst far equft8ble adjwtment 

to tht m (towtbes rtftrrtd to ts tbt “CW’) 36/57 coatrtct. Dur%ag tht urlp 

StSgSS of puformtnct uadtr chit CoWrut. cha Company (and the hvy) wutwqmra- 

neowly interprttsd the eoutract’s paywnt provfsiow as not rtqutm the inclwiou 

of ttctltcim papeats in dtttrminiag periodic contract progrur prymutr required 

to be mtdm by the ?Zavy. Sy Ffodification A6l2 to cho DLGN 36/37 coatrut, tlu levy 

ohaagtd this ptymnt practice, andinordertarrcaivmpqme8t8ofanymrtuadar 

th8 Contr8ct. tha coqmny f8ltcaqmllad to sigaHodifiutionA6l.2oaJlm 20, 1972. 

liwevar, cha Cornpatty disputed this Gownwent action. and ruarved its tight tn 

contest the wtttr in the fucurt to pucdt ‘t hut p8rtitl paywnt,oad coutinwd 

cofutruct&m pending rtsolutlw of the dbputt. 

. . 

. substquult1y, oa Ftbrutry ll, 1977, all outstanding ~tsuu of dlspum on 

the DLG8 36/37 amtract bttvtta the ptrtias uert ttttftd, tnd the Company rectivtd 

an adjwtmsnt to it8 target cotta aad target profit tccorCngly. Ia tddiclon, tht 

Company ws paid SOPT $8.3 million out&& the iacantfva shartlfw formula which war 

rtcogniud by tht Xavy (and belfeved by the Cmpany) to be l ttributtbb to fiatwing. 
. 

Por all practical purpottt. the uttltwut of the contract wots the dispute brtvtta 

the partitt over the propriety of the Xtvy’t change to the progress p.rj*mant method. 

Lrrctptctivt of tf;e elimination of this dispute, the GAO “Statenun of Fact” 

reopened the fiarncfng claim on the DLGN 36/37 contract md assumad a legal resolueion 

of the progrtss ptymnt ciiqute in f-r of the Gaventwnt. This was accnqlished by 

the GAO’s inclusion, ia the amount of Governrtmt payments made undtr the amtract, of 

the es& tioo pa-ems. vhich cht Company believed ‘Jtrc not co be coasidarad under 

the contrtct's progress paywni scbe68. In 50 doing. GAO artfficitlly &crtassd the 
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* ENCLOSURE I ENCLOSURE 

1 * aqmay'slouia- for the pUbi in qrwrtion, which emcerbeted the 

I 

diffeeaa in rmsultbatmea U~~Coapany's rpprawh andthatdetrndaed~ the CA0 

to be “prepu.” Uhib oiouirdn~ that it took “no positioa on thr mrtts of the 

la6alissuu invo1v8dfathulHspum,"GAo's iucllaol¶of tlmualattoo~t8 -- 

ia the ulcu&ciou affectively alIgnad GM vith the Uavy’s pm-uttheat positioa in 

.. theuulation paynat dfqnate. 

The p admits tbst if tha DGX 36137 fiaanckq claim Is to be 

cono:dered along with the other cl&se still outstmdinu. tha GAO report mast 

uknowledge that (1) ths DLGN 36137 claims ha-a hem rrttled (along with t!ae pqmmnt 

disputes) M ona 7-t a~, aad (2) GAO’s ukolrtions nuuurll~ resolved the 

progmsspqmuudbpuca ia fawref thaNmy. Toda anythiry 1o~vouLd be 

manifestly unfair to the Coqmay, md misluding to any reader of &a report. 

3. GAO sutemat: Newport tkm Duplicated the Shipyard >hthly krmuiags in 
Qourof theQia C&km. 

T&a GAO mditoa fdued that in the four outstanding claima the company 

wed total rhipyard-wide average apnthly borrowlags to calculate hputed financing 

"in lfaa crf allocrting these bonowia~s among it8 clahs.” GAO furthat found that 

baatu the Coqany coapmddti fbncing cUiPrr,tharesultiag “ovusuteunt’* 

of the claim by this practice was exacerbated. . 

: - 
it van previously clrplained to GAO in the Company’s letter of Xay 8, 1978 

that for the Company to have allocated borrowings to the several contracts it would 

have had to umme a saqoaru in which the claim would have bean submitted and 

l ttled. If this could luve been done, borrovingr could have been allocated to :he 

first claim up to its loss in revenue, tith the balance applied co t!m secmd. third, 

etc., up to the full, &tent of the borrovings. GPmt the impt~tfcalftics of such a 
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e&we. the &8pea17 proddad in l ch cl&8 for “adjusumats” 8s other cld88 vota 

mttled. Ybfs factor vas specifically called to tha !bvy’s attention in t!u 

~'1 letter of Agrfl 20, 1978 to AdmfraL Pkoguuro, C!ulrmrn of t!u Kny Claim 

*t-t Board. 

During thr Stxm 29, 1978 meeting, it vu explained to the Gu) cm that 

‘* the vay the Coapany uculd ha&la tb l djumtment mchaaism Cot the subsqtlwt ClAims 

wuld br to tak8 fat0 eoruidar8tioa the 4munts allovui for finmcing 00 prr*iocm 

attlemeacs (such u the DLGX 36/37) vhm negotirtioas comaaced oa the next clclr. 

Bmafore, urub~g for the saka of armmat that tha next claia to bo mgothted 

would br that for th SSI 6W687, durbc tbm orgcttiatimu the effect of tka 

DUX 36/37 settlt vould k factorad into tb ptocedurm for deuminirg t!m award 

of fkuadng he the Campay under its SSH 686/687 claim. 

It vu furthat expIainad to thm GAO team t&t in ordor for this pmcadrtrr 

to work prqerlp, t!m Z?avy m dfsciore to the &mpmy the method it used for 

calculatlag the amomts paid for finrnch$ on the preceding claim settlaau. To 

this &te, the Campay has received no iodiution from the Navy a8 to hou tha Navy 

cdculated the 58.3 milliou in tinmcinl; paid uadar the Mciq 36/37 coaract. It 

uast be ooted that for the adjuatxmat mmchnism to be put into effect in the uut 

sottlewat mgotbtion, this infomutioa awt ba forthcoming. 

6. GAO Statemnt: Sm~ort %vs fncluded Amouats for fhqmuacing Balances I 
Exceeding Actual Amunts Rr*dred for Bank Bormwin~s. 

GAO sacaud to disagree vith tha Coqmny’s use of a U percent conqmnsating 

bdaace factor applied to amunt- “greatly ucuding amperly borrudnp, sod to 

-wt.* bomouad fmmitr p~ratcompany,Temmco Cmpo~atim, . . . .(( The CM 

roditors took the position that the internal rate charged by Tenaoeo for suma 

borrowd 5y the Con& “reflected [Tmz~eco’s) time cost of the memy lent lncbxiing 

any coat it might have had to msinuia compensating balances ou its borrmdogs,” 

8 
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A8 di8cuared 8hov8, th8 Cowmy b8lfm th8t the r8t8 it vu ch8rgad by 

Tsmmco for the m8ey Lamed by th8 p8rwt cuqm%y for .%mdfng elm chmpd vork fr 

trmlomu in the coaput8a of th8 bqmt's *ted fiamciag cl&m. Rmhamor8, 

the 8udiwrs at the it tru 88 “urtllpaon” r&t thts fnterul rue VW fully 

roflutivoof the amtofmw7 to thapu.ntcotpot8tioa. rhit fs simpl7notth~ 

Uhflo Tenwco coat d8u w8 not reflwted In tb Coap8ny’r book8, l rtirv 

of the compea88tiag belances for tha tfm patiod la qurstiou r8ve8le that the p8reat 

tompa~borroudr%tmmivel7~g&~~tUnu of crdftwhkh, lfka thaoe of tha 

w Wolf, rquired compow8tiag b8lwtes. 

Wull7, CA0 dingred vhh tha wu57’r uhuLatiou of “iatrrut 

eq#ns8. . l computud on wapensatiag balances in additioa to total borrodsqa.” 

It uu tba mdltorr’ Mlfd ttut a *ftirar mumm of the Compa87’r coat8 of 

-=7a th8 coqeuutiq balances” would be obtalfmd b7 gplyia# a~ tnveetneat rat8 

to ths mmwt of tb coorpanuti~ bal8nce8. 

he t&~$anp’a 8pprO8Ch t0 C8huktin~ fiarrac%llg uSw8d th8t if th8 

cWp8117 VW in 8 ‘%On%ff~l$ Ud8” duriq 8 Wllthly pUiOd in qUUtioll, th. -8li7 

would h8v$ h8d to ~O~WII 881 wount qd to the compmuetory bal81~8 in order to 

obt8ln the situ wuae of funds. This is the b88l8 for the coqully’r treumeat of 
I 

ColPpUlS8t~ bdUlCW, fOt pUCpOS8# Of C8hA.htiOU. in,th8 S8UU -8t U tOti 

borrawingr. In any event. it rhould ba noted ia th8 report th8t uhethar “intereat 

expeamee” cm be computed on cowsnztatinq balances in addition to tot81 borrowings 

Is 8 mtt8r of opiaioo, cud in the abreace of leg8l precedmt tm~ins fn dfrpute 

botuult th putiu. 




