GAO

,__United States General Accounting Office / 3 Sééé )

Report to the Chairman, Subcommittee on
Oversight and Investigations, Committee
on Energy and Commerce, House of
Representatives

July 1987

ENERGY
MANAGEMENT

DOE/Martin Marietta
Earnings Limitation
Agreement

A

133656

3 prbet T s Termans
. T, S ey m,"a"’t’"}"ﬁ‘"@ [ AR SRR IR G A F R TR AR
. L .
e T Rl S U T s I S
B TTe AR A ¥ ST S S A N /
1y R S N B I P
O e IR A A E
yel LR B AN RSN JUE SRR G
- - "

‘ WRELEASED

GAO/RCED-87-147

53[36T



A




GAO

United States
General Accounting Office
Washington, D.C. 20548

Resources, Community, and
Economic Development Division

B-223185
July 6, 1987

The Honorable John D. Dingell

Chairman, Subcommittee on Oversight
and Investigations

Committee on Energy and Commerce

House of Representatives

Dear Mr. Chairman:

On March 5, 1987, we issued a report to you concerning affiliate rela-
tionships of Martin Marietta Energy Systems, the operating contractor
for the Department of Energy’s (DOE) Oak Ridge National Laboratory
and three other facilities.! In that report, we discussed concerns of orga-
nizational conflict of interest relating to Energy Systems’ transferring a
DOE-developed technology to an affiliate known as the Tennessee Inno-
vation Center for commercialization.z We reported that, in our opinion,
Energy Systems gave its affiliate an unfair competitive advantage by
giving it information on the technology while withholding such informa-
tion from an unaffiliated firm seeking the technology. This action was
inconsistent with conflict-of-interest terms in its contract with DOE.

In early 1986, while our review was being conducted, DOE and Martin
Marietta Corporation (which owns both Energy Systems and the Innova-
tion Center) recognized the existence of organizational conflict-of-inter-
est concerns and began negotiating an agreement to limit Martin
Marietta’s return from certain Innovation Center investments. The
agreement was executed on October 30, 1986. As you requested, we
have analyzed this agreement to determine whether it will achieve its
objective of limiting the return Martin Marietta can receive from Innova-
tion Center investments in companies that are commercializing DOE-
developed technology or companies in which Energy Systems personnel
are involved as consultants, investors, or employees.

In summary, we believe that the agreement may not accomplish its
intended purpose because

'Energy Management: Problems With Martin Marietta Energy Systems’ Affiliate Relationships (GAO/
RCED-87-70, Mar. 5, 1987).

The Innovation Center was established to help fulfill a promise made by Martin Marietta Corpora-
tion, in its proposal to operate the Oak Ridge facilities, to invest up to 10 percent of its contract award
fee to promote economic development in the Oak Ridge area. However, the establishment and opera-
tions of the Innovation Center were not incorporated into the operating contract.
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Background

Martin Marietta, in certain circumstances, could retain substantial
returns on its investment—through the Innovation Center—in compa-
nies involved in commercializing DOE technologies and

it lacks enforcement and effective monitoring provisions.

To obtain information on how the earnings limitation agreement will
work, we interviewed officials involved in negotiating and reviewing the
agreement from DOE’s Oak Ridge Operations Office, Martin Marietta Cor-
poration, Energy Systems, and the Innovation Center. We also reviewed
all available documents pertaining to the agreement. Appendix I con-
tains a detailed discussion of our scope and methodology.

The Tennessee Innovation Center, a wholly-owned subsidiary of Martin
Marietta, is a for-profit venture capital firm that invests in new or
existing businesses, providing them with financial, business, and clerical
assistance until they become economically viable. These new businesses,
called “‘venture companies,” generally give the Innovation Center (and
therefore Martin Marietta) an ownership interest in return for its assis-
tance. The venture companies develop and commercialize new technolo-
gies. As of April 1987, the Center had invested in eight venture
companies, four of which are developing technologies that originated
from DOE’s Oak Ridge National Laboratory.

Energy Systems, as part of its responsibilities as the laboratory’s opera-
tor, manages the “transfer” of technology developed with DOE funds to
the private sector for commercialization. Energy Systems selects the
individuals or firms to which the technology is given. Organizational
conflict-of-interest questions may arise if the firm selected to commer-
cialize a technology is affiliated with Energy Systems.? The Innovation
Center is an Energy Systems affiliate which, through its venture compa-
nies, has obtained several DOE technologies and has therefore come
under scrutiny for potential organizational conflict of interest.

Because Martin Marietta owns and has the power to control both Energy
Systems and the Innovation Center, the potential exists for it to finan-
cially benefit from an Energy Systems decision to give technology to an
Innovation Center company. This may create an incentive for Energy

3DOE acquisition regulations define an organizational conflict of interest as a relationship or situation
whereby a contractor has past, present, or currently planned interests that relate to work to be per-
formed under a DOE contract that may result in the contractor or its affiliates being given an unfair
competitive advantage. This has been incorporated into the DOE/Energy Systems contract by article
61.
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Terms of the
Agreement

Systems to give its affiliate an advantage over other firms in transfer-
ring DOE technologies, which, when commercialized, could create a siza-
ble income for Martin Marietta.

The agreement is designed to limit the return Martin Marietta can
receive on investments the Innovation Center makes in certain venture .
companies that may benefit from the affiliate relationship between
Energy Systerns and the Innovation Center (referred to in the agreement
as limited venture companies). The agreement defines venture compa-
nies subject to the agreement as those that (1) receive exclusive or the
first and only nonexclusive licenses from Energy Systems to commer-
cialize DOE-developed technologies,* (2) employ Energy Systems employ-
ees, (3) receive significant consulting services from Energy Systems
employees, or (4) are owned 5 percent or more by Energy Systems
personnel.

These four circumstances could lead to the companies obtaining an
unfair advantage from Energy Systems over unaffiliated firms and
could therefore be perceived as an organizational conflict of interest.
According to DOE and Martin Marietta officials, the limitation is intended
to reduce incentives for favoritism and avoid perceptions of organiza-
tional conflict of interest. In particular, DOE officials said the earnings
limitation agreement is designed to address the concerns that would
arise if one of the Innovation Center’s limited companies marketed a tre-
mendously successful new product, such as the Xerox Corporation did
with its photocopy machine.

The Innovation Center can also invest in other venture companies (non-
limited companies) that are not covered by the four limiting circum-
stances set forth in the agreement. Martin Marietta’s return on
investment in such companies is not limited by the agreement. The
agreement also places no restrictions on the nature of such investments.

The agreement establishes a ceiling on Martin Marietta’s return on
investment from limited venture companies that pOE and Martin Mari-
etta officials consider to be “reasonable.” Returns beyond the ceiling are
considered excess and must be distributed to beneficiaries according to

4DOE patent policies allow Energy Systems to obtain title to many inventions developed at the facili-
ties it operates. After obtaining a patent on the invention, Energy Systems can issue licenses to firms
wishing to commercialize the invention. Licenses can be issued on an exclusive or nonexclusive basis.
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Analysis of the
Agreement

the terms of the agreement. The limitation is reached when Martin Mari-
etta has recovered each of the following:

its total investment in all limited venture companies, :
its total investment in nonlimited venture companies that has not been
recovered in the form of returns from such companies,?

an annual percentage, equal to the cost-of-money rate specified by the
Secretary of the Treasury, of the total Martin Marietta investment, aver-
aged over the year, and

an additional 8 percent (representing a reasonable profit) of the invest-
ment in limited venture companies.$

The agreement requires Martin Marietta to report annually to DOE,
beginning March 31, 1987, on its total investment in, and return on
investment from, the Innovation Center and its venture companies. Any
return exceeding the limitation is to be distributed to beneficiaries
selected by Martin Marietta according to criteria in the agreement.
Appendix I describes the terms of the agreement in greater detail.

Because the agreement is new and Martin Marietta had not yet submit-
ted its first annual report at the conclusion of our review, we cannot
determine precisely how the agreement will work in practice, or how
DOE will enforce or effectively monitor it. While, as described earlier, the
agreement is designed to limit the return Martin Marietta can receive
from limited venture companies in certain situations, our analysis indi-
cates that the agreement may not prevent Martin Marietta from retain-
ing substantial returns from investments in the limited companies.

Avoiding the Limitation

Martin Marietta could retain excess earnings from limited companies
indefinitely within the context of the agreement by

increasing investments in nonlimited companies to offset returns from
successful limited companies,

selling ownership in successful companies after the agreement termi-
nates, and

5Thus, Martin Marietta may use excess returns from successful limited companies to offset any ‘“‘defi-
ciency” (unrecovered investment) in nonlimited companies. However, deficiencies in limited corpa-
nies are not offset by excess returns from nonlimited companies.

6Profit for nonlimited companies is not included in the amount that must be recovered before the
limitation is reached.
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Offset of Limited Earnings

Limitation Ends With Cessation
of the Operating Contract

using certain nonequity forms of investment, such as warrants (options
to purchase stock), to avoid the limits established in the agreement.

The agreement is intended to mitigate the potential for organizational
conflict of interest when the Innovation Center’s venture companies
have a connection to Energy Systems, by removing financial incentives
for Energy Systems to give the limited companies favored treatment
over nonaffiliated firms. However, the agreement is structured so that

investments in both limited and nonlimited companies must be recov-
ered hefore the limitation is reached. 'T‘hnrofnrn Martin Marietta may b be
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able to realize a substantial return on mvestment from limited compa-
nies but would not be required to distribute excess earnings as long as
its investment in nonlimited companies had not been recovered. As a
result, Martin Marietta may have an incentive to avoid the limitation by
increasing its investments in nonlimited companies to offset its returns
from successful limited companies.

According to DOE officials, the agreement is intended to allow Martin
Marietta to spread the risk of unsuccessful investments over all Innova-
tion Center venture companies, so that it would not have to give away
earnings from one company while still losing money on others. Martin
Marietta’s Director of Strategic Planning said that all the Innovation
Center venture companies are benefiting the Oak Ridge economy,
whether they are limited or not. The agreement, however, does not
restrict investment in nonlimited companies and does not require that
Innovation Center companies benefit the Oak Ridge community. (As of
April 1987, two of the Innovation Center’s eight venture companies
were located outside Oak Ridge.)

The agreement and its limitations end if Energy Systems ceases to be the
Oak Ridge operating contractor, which could occur as early as Septem-
ber 1989 when the first 5-year contract period expires. At that time,
Martin Marietta will distribute any additional recognized return it has
received in excess of the limitation. However, any return from limited
companies after that point will not be subject to limitation. Because Mar-
tin Marietta could avoid recognizing gains from increased market value
of its ownership equity until the equity was sold, Martin Marietta could
bypass the limitation on its return by retaining its ownership in success-
ful venture companies until after the agreement terminates.
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Nonequity Investment

The Innovation Center’s Chairman told us that Martin Marietta intends
to sell its ownership in the Innovation Center companies as soon as they
become economically viable and Martin Marietta can recover its invest-
ment. However, there is no requirement to do so even if a venture com- .
pany’s equity increases in value. Martin Marietta may be able to realize
a sizable profit by retaining ownership in successful limited companies
until the agreement is no longer in effect.

While it may be unlikely that one of the limited venture companies will
develop a product that is as successful as a Xerox copier, in the long
term, one or more companies may become successful to the extent that
the value of Martin Marietta’s ownership interest in them may increase
substantially. If this occurs, the increased value may not be recognized
under the terms of the agreement until Martin Marietta sells its equity in
the companies” —an event that may not take place until after the agree-
ment is terminated.

The agreement applies only to companies in which the Innovation
Center acquires an ownership interest; it does not address nonequity
types of investments, such as warrants, that do not normally involve
purchase of ownership. Warrants, for example, are options to purchase
stock at a certain price that can be publicly traded in the same manner
as stock. As the value of the company increases, so does the value of the
warrants. The owner of the warrants can then sell them at a profit with-
out exercising the options and becoming an owner in the company. If the
Innovation Center decides to purchase warrants in a venture company
instead of purchasing equity, the company would not be covered by the
language in the agreement. Thus, the Center could potentially profit
from selling the warrants, but its return from such sale would not be
subject to limitation, even though the company may otherwise meet the
definition of a limited company, that is, one that obtained technology
from Oak Ridge or used Energy Systems personnel in some capacity.

DOE and Martin Marietta officials did not contemplate this type of
investment by the Innovation Center when the agreement was written.
However, they said that the agreement is intended to cover such mecha-
nisms in that they produce return on investment to Martin Marietta

“For example, this may occur if a company’s market value exceeds the company’s book value. The
company’s market value may, however, not be knowr until the equity is sold (unless the company’s
stock is publicly traded).
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through the Innovation Center, even though the agreement does not spe-
cifically address them. Nevertheless, their intentions may be difficult to
enforce as long as the agreement is silent on the issue of nonequity
investments. (Because we did not have access to the Innovation Center’s
financial data, we do not know whether it has made any nonequity
investments.)

Lack of Enforcement and
Effective Monitoring
Provisions

The agreement does not specify how its terms will be enforced. Martin
Marietta is responsible for notifying DOE, through an annual report,
which companies the Innovation Center has invested in, whether they
fall within the circumstances for limitation, and whether Martin Mari-
etta’s return on investment from the companies has exceeded the limita-
tion amount. The excess return would then be distributed to
beneficiaries. However, the agreement does not specify what action DOE
may take or what sanctions will be imposed if Martin Marietta does not
abide by its terms (e.g., if it does not submit an annual report, if it sub-
mits incomplete or erroneous information, or if it does not make the
required distribution of funds).

Martin Marietta’s Director of Strategic Planning told us that in the event
Martin Marietta does not abide by the terms of the agreement, DOE could
take actions affecting the Oak Ridge operating contract award fee to
assure compliance and that enforcement procedures need not be speci-
fied in the agreement. According to the DOE contracting officer responsi-
ble for the Oak Ridge operating contract, however, sanctions through
the operating contract could not be imposed because the agreement is
not part of the contract. Several DOE officials, including the contracting
officer, told us that they are relying on Martin Marietta’s integrity to
abide by the agreement. Both DOE and Martin Marietta officials said they
believed the agreement is legally enforceable and that DOE could take
Martin Marietta to court for noncompliance. In our view, legal action
could be costly and time consuming for both parties and would not be as
effective as imposing clearly defined sanctions.

The wording of the agreement is also unclear concerning the scope of a
certified public accountant (CpaA) review of the annual report that will be
submitted to DOE. Martin Marietta’s Controller told us that the cpA firm
would provide an opinion on the completeness and accuracy of the
annual report based on the requirements stated in the agreement. How-
ever, because they are not specifically addressed in the agreement, cer-
tain transactions, such as nonequity investments, could be omitted from
the annual report without comment by the cPA auditor. As a result, we

Page 7 GAO/RCED-87-147 Energy Management

A



B-223185

believe a CPA opinion may not provide DOE with sufficient information to
assure that Martin Marietta is fully reporting its return on limited ven-
ture company investments.

Further, the agreement is silent as to whether DOE will have access to
financial data from the Innovation Center and the venture companies to
verify the report and assure that Martin Marietta is complying with the
agreement. The Innovation Center’s Chairman said DOE would not have
access to the records, while Martin Marietta’s Controller said he would
probably give DOE access if asked to do so. However, this right is not
guaranteed in the agreement.®

L.~
Conclusions

DOE and Martin Marietta have recognized concerns about the appearance
of organizational conflict of interest relating to the Tennessee Innova-
tion Center. After 6 months of negotiation, they established the earnings
limitation agreement to address these concerns by limiting Martin Mari-
etta’s return from certain Innovation Center companies in selected cir-
cumstances, as defined in the agreement.

On the basis of our analysis of the agreement and our discussions with
DOE and Martin Marietta officials on how it will be implemented, we
believe the agreement does not ensure that the return which Martin
Marietta can receive from investments in certain venture companies is
limited. Therefore, it may not reduce Energy Systems’ incentives to
favor the Innovation Center and eliminate perceptions of conflict of
interest. We are also concerned that the agreement does not (1) give DOE
access to the financial information it needs to determine that the annual
report submitted by Martin Marietta is accurate and complete and (2)
specify the sanctions that may be imposed if Martin Marietta does not
comply with the terms of the agreement.

We cannot say with certainty that we have identified all the agreement’s
potential problems because the agreement is new and Martin Marietta
had not yet submitted an annual report at the time our review ended.
Other problems may not become evident until after the agreement is
fully implemented. However, we believe that DOE should initiate action
to correct the potential problems that we have identified. Further, we
believe that DOE should take actions recommended in our earlier report

8[n addition to these concerns, in appendix I1I we discuss other aspects of the agreement that are
unclear, where the wording of the agreement is not consistent with explanations provided to us by
DOE and Martin Marietta officials on how it will work, and their interpretations of the agreement’s
provisions.
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Recommendations

to strengthen its own oversight of Energy Systems’ compliance with con-
flict-of-interest requirements. This would include carrying out periodic
reviews of Energy Systems to ensure that business contacts with affili-
ates (including the Innovation Center and its venture companies) and
potential conflict-of-interest situations are identified and reported to
DOE.

We recommend that the Secretary of Energy direct the Oak Ridge Opera-
tions Office Manager to initiate discussions with Martin Marietta for the
purpose of negotiating amendments to the agreement to

strengthen its controls over Martin Marietta’s ability to profit from cer-
tain Innovation Center investments,

provide DOE access to information needed to ensure that the annual
reports on the limitation agreement are accurate, and

specify the sanctions that could be imposed if Martin Marietta does not
comply with the terms of the agreement.

We discussed the factual information in this report with agency offi-
cials, who agreed that it was accurate. However, as you requested, we
did not obtain agency comments on a draft of this report. In addition, as
arranged with your office, unless you publicly announce its contents
earlier, we plan no further distribution of this report until 30 days from
the date of this letter. At that time, we will send copies to the Secretary
of Energy and other interested parties.

This work was performed under the general direction of Flora H. Milans,
Associate Director. Major contributors are listed in appendix V.

Sincerely yours,

W,

J. Dexter Peach
Assistant Comptroller General
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Appendix I .

Background, O

bjectives, Scope,

and Methodology

Background

DOE’s Oak Ridge Operations Office is one of eight regional offices that
oversee DOE’s research and production facilities throughout the country.
Among the facilities under the Oak Ridge Operations Office’s supervi-
sion are the Oak Ridge National Laboratory (ORNL), an energy research
and development facility conducting work in areas such as fission and
fusion energy, physical sciences, biomedical and environmental sciences,
fossil fuels, energy conservation, and renewable energy; two gaseous
diffusion plants for uranium enrichment; and a nuclear materials and
weapon components production plant.!

In April 1983 DOE issued a request for proposals to operate the Oak
Ridge facilities. Union Carbide Corporation had been the operating con-
tractor for 40 years. In the request for proposals, DOE indicated that the
contractor selected to operate the facilities would be expected to trans-
fer poE-developed technology locally, thereby helping the Oak Ridge
community broaden its industrial tax base and decrease its financial
dependency on the federal government. (Technology transfer is the pro-
cess whereby new technologies developed through research are trans-
ferred to companies in the private sector for commercial development.)

In December 1983 DOE selected Martin Marietta Corporation as the new
management and operating contractor for the Oak Ridge facilities. Mar-
tin Marietta established a wholly-owned subsidiary, Martin Marietta
Energy Systems, for the sole purpose of operating the facilities. Energy
Systems took over as management and operating contractor on April 1,
1984. DOE reimburses Energy Systems the cost of operating and main-
taining the facilities and pays a fixed annual fee plus an award fee that
varies according to its performance each year. DOE uses the technology
transfer effort as one criterion to measure Energy Systems’
performance.

10ne of the gaseous diffusion plants, located in Oak Ridge, Tennessee, has been on standby status
since 1985. The other is located in Paducah, Kentucky. Y-12, the nuclear materials and weapon com-
ponents plant, is located in Oak Ridge, Tennessee.
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Martin Marietta's
Commitment to Invest
in the Oak Ridge
Economy

Concerns Over
Conflict of Interest

Appendix I
Background, Objectives, Scope,
and Methodology

In its contract proposal, Martin Marietta made a commitment to invest
up to 10 percent of its annual award fee from operating the Oak Ridge
facilities in new or expanding Oak Ridge businesses. The commitment
was made to benefit the area economically and reduce local dependence
on DOE. The award fee was $11,223,100 in fiscal year 1985.

The Tennessee Innovation Center was established in September 1984 to
fulfill Martin Marietta’s commitment in its proposal. The Center is a for-
profit corporation that, in return for an ownership interest, helps new
businesses organize; providing them with office and laboratory space,
and legal, financial, accounting, marketing, and other assistance. The
companies are generally involved in developing and commercializing
technologies, including some originating at the pDoE Qak Ridge facilities.
The companies may obtain licenses from Energy Systems to commercial-
ize inventions developed at the DOE facilities to which Energy Systems
has secured legal ownership. They may also engage in activities not
related to DOE-funded technologies. As of February 1987, the Innovation
Center had invested in eight of these developing businesses (venture
companies), four of which are developing DOE technologies.

Since both Energy Systems and the Tennessee Innovation Center are
wholly owned by Martin Marietta Corporation, their relationship has
raised concerns about potential conflicts of interest. In March 1987, as
requested by the Chairman, Subcommittee on Oversight and Investiga-
tions, House Committee on Energy and Commerce, we reported on
Energy Systems’ use of the Innovation Center to assist in commercializ-
ing a technology developed at the ORNL under Energy Systems’ technol-
ogy transfer program.?

We concluded that Energy Systems’ activities relating to transfer of the
technology, as well as certain other aspects of Energy Systems’ dealings
with the Innovation Center, were inconsistent with the organizational
conflict-of-interest provisions contained in its contract with DOE and
with DOE regulations. The contract prohibits Energy Systems or its affili-
ates from obtaining an unfair competitive advantage as a result of per-
formance of the contract (such as implementing the technology transfer
program). DOE regulations state that businesses are affiliated when one
controls or has the power to contrel another, or when a third party con-
trols or has the power to control both (as Martin Marietta has the power

2Ener)g% Management: Problems With Martin Marietta Energy Systems’ Affiliate Relationships (GAQ/
-70, Mar. 5, 1987).
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Appendix I
Background, Objectives, Scope,
and Methodology

Objectives, Scope, and
Methodology

to control both Energy Systems and the Innovation Center). In our opin-
ion, Energy Systems gave its affiliate, the Tennessee Innovation Center,
an unfair competitive advantage by giving it information on a technol-

ogy while withholding such information from another unaffiliated com-

‘pany interested in obtaining the same technology.

While we were conducting our earlier review, DOE officials in Oak Ridge
became concerned with the Energy Systems/Tennessee Innovation
Center relationship and named a task force to study alternatives to miti-
gate what they viewed as an appearance of conflict of interest. Neither
DOE nor Martin Marietta believe that an actual conflict of interest exists
in the Energy Systems/Tennessee Innovation Center relationship. How-
ever, they recognize the potential for the perception of conflict of inter-
est if Martin Marietta could benefit from such relationship by making
windfall profits from companies that receive technology conceived with
government funds at the Oak Ridge facilities.

On the basis of the task force’s recommendations, Martin Marietta
agreed to address DOE’s concerns by establishing an agreement to limit
its return on investment in certain Tennessee Innovation Center compa-
nies in selected circumstances. DOE and Martin Marietta finalized the
agreement on October 30, 1986. The provisions of the agreement are dis-
cussed in appendix II.

This assignment originated as part of the work performed on our previ-
ous review of Energy Systems’ affiliate relationships requested by the
Chairman, Subcommittee on Oversight and Investigations, House Com-
mittee on Energy and Commerce. Because the agreement was still in
draft form when we completed the audit work on that assignment, the
Chairman requested that we review the agreement when it was
finalized.

Our objective in this assignment was to perform an in-depth analysis of
the agreement to determine whether it will accomplish its objective of
limiting Martin Marietta’s earnings from the Innovation Center’s ven-
ture companies. We performed our work at pDoE’s Oak Ridge Operations
Office, Energy Systems’ facilities in Oak Ridge, Tennessee, and at Martin
Marietta Corporation offices in Bethesda and Baltimore, Maryland.
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Background, Objectives, Scope,
and Methodology

To accomplish our objective, we obtained and reviewed all drafts and
the final agreement, the DOE/Energy Systems contract, DOE organiza-
tional conflict-of-interest regulations, Energy Systems’ conflict-of-inter-
est procedures, DOE’s request for proposals relating to the Oak Ridge
operating contract, Martin Marietta's contract proposal, and other DOE
and Energy Systems documents and files. We also reviewed reports pre-
pared by an independent accounting firm that reviewed the agreement
for DOE and the minutes of a December 1986 meeting involving DOE,
Energy Systems, and Innovation Center representatives.

We interviewed DOE and Energy Systems officials in Oak Ridge, includ-
ing DOE’s Director of the Procurement and Contracts Division, Chief of
the Systems and Cost Analysis Branch, and Chief Patent Counsel; and
Energy Systems’ Vice President for Technology Applications and Gen-
eral Patent Counsel. We also interviewed Martin Marietta’s Controller
and Director of Strategic Planning in Bethesda, Maryland, and the
Chairman of the Innovation Center’s Board of Directors in Baltimore,
Maryland.

We discussed the factual information in the report with DOE officials in
Oak Ridge. However, as requested by the Chairman, we did not request
DOE or Martin Marietta officials to formally review and comment on a
draft of this report.

Our review was conducted in accordance with generally accepted gov-
ernment auditing standards between November 1986 and March 1987.
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Appendix II

Purpose of Earnings Limitation Agreement

Agreement Designed
to Mitigate Conflict-
Of-Interest Concerns

The earnings limitation agreement is intended to limit the return Martin
Marietta may receive from its investment in the Innovation Center and
its venture companies in selected circumstances. The limitation, applied
to earnings from venture companies that obtain DOE technology from
Energy Systems or are assisted by Energy Systems personnel, is
intended, according to DOE officials, to prohibit Martin Marietta from
making a windfall profit while allowing the company to continue 1nvest—
ing in local Oak Ridge businesses.

Both DOE and Martin Marietta officials believe that potential conflict-of-
interest concerns involving the Innovation Center relate primarily to the
possibility that Martin Marietta could make large financial gains from
venture companies commercializing DOE technology. The officials believe
that the agreement adequately mitigates such concerns by ensuring that
Martin Marietta’s return from the venture companies is limited to a rea-
sonable amount.

According to DOE officials, the Innovation Center’s involvement in com-
mercializing technology developed under the Oak Ridge contract might
be perceived as unfair, especially if one of the venture companies
becomes extremely successful and produces excessive or ‘‘unconsciona-
ble” profits for Martin Marietta. The officials told us that the agreement
mitigates this potential appearance of unfairness by preventing Martin
Marietta from making excessive profits if any of the limited venture
companies become successful.

Martin Marietta officials also said the Energy Systems/ Innovation
Center relationship could create conflict-of-interest concerns if Martin
Marietta received an unfair or exorbitant profit from its investment in
the limited venture companies. They said that, by limiting Martin Mari-
etta’s earnings to a reasonable amount, the agreement assures that Mar-
tin Marietta will not be able to unfairly benefit from Energy Systems
decisions in the technology transfer program.
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Appendix I
Purpose of Earnings Limitation Agreement

Agreement Limits
Martin Marietta’s
Return From
Innovation Center
Companies

The agreement limits Martin Marietta’s return on investment from the
Innovation Center’s venture companies in certain circumstances that
DOE believes could create the appearance of conflict of interest. The
agreement identifies the circumstances that will be subject to the limita-
tion, establishes a maximum level of return to Martin Marietta from the
companies under these circumstances, and requires Martin Marietta to
donate any earnings exceeding the allowable level to a public organiza-
tion to use in developing DOE technologies.

Circumstances Subject to
the Limitation

In examining conflict-of-interest concerns involving the Innovation
Center, DOE identified four circumstances that it believed might cause
the public to think that Innovation Center companies had an unfair
advantage over other companies in commercializing DOE technology,
according to DOE officials. The circumstances under which the earnings
limitation will be applied are as follows:

An Innovation Center company has received an exclusive license' from
Energy Systems for technology developed at DOE’s facilities.

An Innovation Center company has the first and only nonexclusive
license for DOE technology.

An Innovation Center company has obtained significant technical con-
sulting services from an Energy Systems employee.

An Energy Systems employee is employed by or owns at least 5-percent
interest in an Innovation Center company.

Under the terms of the agreement, Martin Marietta’s earnings will be
limited only during the time that these circumstances exist. DOE and
Martin Marietta officials said they will meet annually to review the cir-
cumstances related to each company. According to the officials, DOE will
make the final determination as to which companies will be subject to
the limitation, except that, under the agreement, a limitation will auto-
matically be removed from companies having the only nonexclusive
license for a DOE technology, whenever Energy Systems grants addi-
tional licenses to other companies. The annual meetings will give Martin
Marietta an opportunity to discuss with DOE the circumstances of indi-
vidual companies that Martin Marietta believes have changed to the
extent that the companies could no longer be perceived as having an
unfair advantage.

! An exclusive license allows a firm or individual the sole right under a patent to commercialize an
invention. Nonexclusive licenses may allow more than one firm or individual the right to commercial-
ize an invention.
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The agreement allows Martin Marietta to make an unlimited return from
its investment in Inmovation Center venture companies that are not
using DOE technology or have not received assistance from Energy Sys-
tems’ personnel (nonlimited companies).

Martin Marietta's return on investment from the venture companies is
determined by either cash receipt to Martin Marietta (cost method) or
the equity method of accounting applied in accordance with generally
accepted accounting principles. These principles require that the equity
method be used where the parent company exercises significant influ-
ence over the policies of the subsidiary. Significant influence is normally
presumed if a parent company has at least 20-percent ownership inter-
est. Under the equity method, a parent company’s consolidated net
income includes its proportionate share of the subsidiary’s net income.
The cost method, on the other hand, must normally be used where the
parent company’s ownership interest is less than 20 percent. Under this
method, the parent company’s reported earnings from the subsidiary
represent dividends received from the subsidiary.

Determination of
Allowable Return

Martin Marietta’s earnings from the companies subject to the agreement
are limited to an amount equal to the total investment in the Innovation
Center and all its venture companies (limited and nonlimited) plus the
average cost-of-money for that investment, defined as the annual aver-
age of the cost-of-money rates specified by the Secretary of the Trea-
sury applied to the total average Martin Marietta investment. The cost-
of-money amount is compounded annually. In addition, Martin Marietta
is allowed to receive an additional 8-percent return (compounded annu-
ally) on its investment in the limited companies, which represents a rea-
sonable return, according to DOE and Martin Marietta officials.

The agreement defines Martin Marietta’s investment as all cash dis-
bursed to either the Innovation Center or its venture companies, and all
direct expenditures or allocations of corporate central activities in sup-
port of the Innovation Center.2 Martin Marietta’s investment in the Inno-
vation Center that is not used to purchase equity ownership in the
venture companies (i.e., working capital and central support activities)
will be allocated among the individual companies using the ratio of the

2The agreernent also states that at the end of each year the balance of funds transferred from Martin
Marietta to the Innovation Center shall not normally exceed one-fourth of that year’s actual expendi-
tures by the Center.
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Center’s equity investment in each company to its total equity invest-
ments in all of the companies.

DOE officials explained that they allowed Martin Marietta to include as
investment all of its costs associated with the Innovation Center or the
venture companies, as well as funds used to purchase equity. They
agreed to allow Martin Marietta to recover all of its costs because of the
high risks it is taking in assisting new companies that may have
extremely high failure rates. Martin Marietta’s Director of Strategic
Planning stated that Martin Marietta is allowed to recover all costs asso-
ciated with the Innovation Center because the Center operates solely for

the venture companies’ benefit.

The task force that developed the agreement arbitrarily selected 8 per-
cent above the annual percentage cost-of-money as a reasonable rate of
return under the agreement, DOE officials said. They also said this rate is
less than Martin Marietta’s overall annual corporate rate of return and
is reasonable when compared with the risk element involved in the
investments. The officials agreed that the return rate should be com-
pounded annually.

DOE officials said the task force believed the allowable earnings rate is
reasonable and will mitigate any perceptions of conflict of interest with-
out discouraging Martin Marietta’s continued investments in companies
obtaining Oak Ridge technology.

Limitation Applies to
Return From Venture
Companies in the
Aggregate

The agreement considers Martin Marietta’s investment in all the Innova-
tion Center companies to determine when the limitation is reached. The
investment in all limited companies combined (or “in the aggregate’”)
must be recovered (or offset) through earnings from limited companies.
Excess earnings from limited companies must then be applied to unre-
covered investment in nonlimited companies (offsetting any deficiency)
before the limitation is reached. However, if the aggregate nonlimited
companies recover more than the investment in the nonlimited category,
the excess earnings are not applied to unrecovered investment in limited
companies. Tables II.1 and II.2 present hypothetical examples to illus-
trate in a simplified manner how this “offset” works. These examples
are not intended to reflect actual Martin Marietta returns from the ven-
ture companies.
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Table Il.1: Excess Returns From Limited
Companies Offset Unrecovered
Investment in Nonlimited Companies

Excess/
Limited Investment Return deficit Total
Company A 40,000 100,000 + 60,000
Company B 60,000 30,000 - 30,000 + 30,0002
Nonlimited
Company C 80,000 20,000 ~ 60,000 )
Company D 100,000 40,000 - 60,000 - 120,000?
Total 280,000 190,000 — 90,000
Amount still to be recovered 90,0002
Earnings in excess of limitation ¢

3Excess $30,000 return in limited category 1s used to offset $120,000 unrecovered investment in nonhm-

ited category.

Table 11.2: Excess Returns From
Nonlimited Companies Do Not Offset
Unrecovered Investment in Limited
Companies

Excess/
Limited Investment Return deficit Total
Company A 40,000 20,000 — 20,000
Company B 60,000 40,000 - 20,000 - 40,0002
Nonlimited
Company C 80,000 200,000 + 120,000
Company D 100,000 70,000 — 30,000 + 90,0002
Total 280,000 330,000 + 50,000
Amount still to be recovered 40,0002
Earnings in excess of limitation 0

3Excess $90,000 return from nonlimited companies do not offset $40,000 unrecovered investment in
limited companies.

Annual Reporting
Requirements

Under the agreement, Martin Marietta will provide annual reports to DOE
showing its total investment in the Innovation Center and the venture
companies. For each company subject to the return limitation, the report
will include both the cumulative allowable return and the cumulative
return Martin Marietta has actually received from each company. The
report will also show Martin Marietta’s cumulative investment in and
earnings received, in the aggregate, for those companies not subject to
the limitation.
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The agreement requires Martin Marietta to retain an independent certi-
fied public accounting firm to audit the Innovation Center’s financial
staternents annually. As part of its review, the accounting firm will also
determine the accuracy of Martin Marietta’s “annual investment sum-
mary.”’ Martin Marietta will include the accounting firm’s opinion as
part of its report to DOE.

Disposition of Excess
Earnings

Martin Marietta agreed to donate any of its earnings from the venture
companies that exceed the specified limit to “public organizations which
include as their corporate purposes the maturation of DOE-initiated tech-
nologies requiring additional development efforts.” While the agreement
does not specify the beneficiaries of the excess earnings, Martin Mari-
etta officials told us they will be nonprofit organizations. The agreement
stipulates that Martin Marietta will not intentionally profit from any
funds it distributes. Martin Marietta will initially distribute any excess
returns by March 1990 and then annually thereafter.

Agreement Terminates
When Energy Systems
Contract With DOE
Expires

’

The agreement will terminate immediately when Energy Systems’ con-
tract with DOE ends. At that time, Martin Marietta will distribute any
earnings from the limited companies that exceed the allowable level and
will have no further obligations to limit its return from them.
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Inconsistent or Unclear Language in

the Agreement

DOE Involvement in
Removing Companies
From the Limitation

Increased Value of
Equity

In addition to the concerns regarding the agreement discussed in the let-
ter, we identified several instances where wording in the agreement was
inconsistent or its terms were not clearly defined. In some cases, DOE and
Martin Marietta officials agreed on what the wording meant, but in
other cases the officials differed in their interpretations of the agree-
ment. How the wording is interpreted could affect the amount of return
on investment that Martin Marietta can retain and thus affect whether
the agreement accomplishes its objectives.

The agreement contains inconsistent wording regarding DOE involvement
in removing venture companies from the limited category. In section III
E, the agreement provides that a venture company may be removed
from the limited category if the basis for the limitation no longer exists.
If Martin Marietta decides that the factual basis for imposing the limita-
tion does not “further the general objective” of the agreement for a par-
ticular company, then it must discuss removing the limitation with DOE.
However, section III B of the agreement, which defines one circumstance
under which venture companies will be limited, allows Martin Marietta
to unilaterally remove a company from the limited category. The limit-
ing circumstance is when a venture company receives or possesses the
first and only nonexclusive license to a DOE technology. If a second
license is granted, the circumstance would no longer apply.

Martin Marietta’s Director of Strategic Planning said that, in this case,
the agreement should be interpreted literally and that no discussions
with DOE need to be held before the venture company would be removed
from the limitation.

However, DOE officials with whom we discussed this said that DoE
should be informed of and agree to the removal of any limitation. They
believe that once a venture company has become subject to the limita-
tion, it should remain in that category until DOE decides the limitation
should not apply.

Energy Systems officials told us they would talk to DOE before issuing a
second nonexclusive license when the first had been to an Innovation
Center company.

The agreement, in our opinion, is not clear concerning whether capital
gains from sale of ownership in venture companies is considered return
on investment. Exhibit B of the agreement, which shows how returns
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Beneficiaries

will be calculated for all venture companies, defines recognized return
as “cumulative [Martin Marietta] return recognized by either cash
receipt or equity method [of accounting].” In our view, this implies that
return will be recognized only as income paid or allocated to Martin Mar-
ietta as a venture company earns a profit.

When we initially discussed this issue with Martin Marietta’s Controller
(the official responsible for developing the annual report to DOE), he said
that the limitation did not include income from the sale of equity in the
venture companies. However, DOE officials, Martin Marietta’s Director of
Strategic Planning, and the Innovation Center’s Chairman later told us
that the agreement does include returns from increased value of equity,
if a sale takes place while the agreement is in effect. Martin Marietta’s
Controller subsequently said that this interpretation is correct.

Even though the DOE and Martin Marietta officials now agree that the
agreement intends to include the sale of equity as return on investment,
we believe its language is unclear. In particular, there is no requirement
in the annual report format to identify returns from sale of equity. This
could allow future errors in reporting equity transactions and limiting
Martin Marietta’s overall earnings from its Innovation Center
investment.

Section V of the agreement establishes that beneficiaries of the excess
funds generated from successful limited companies will be “devoted to
public purposes and include within [their] corporate purposes the matu-
ration of the DOE-initiated technologies which require additional devel-
opment efforts.” Martin Marietta’s Director of Strategic Planning told us
this is interpreted to mean that only nonprofit organizations, such as
universities, may receive the excess funds. However, the actual wording
of the agreement does not specifically limit beneficiaries to nonprofit
organizations.

This section of the agreement also states that Martin Marietta alone will
select the beneficiaries. Martin Marietta’s criteria for selecting benefi-
ciaries, stated in the agreement, include a prerequisite of no intentional
profit potential to Martin Marietta. The agreement provides that Martin
Marietta will advise DOE of beneficiary organizations before distributing
funds. The agreement does not specify, however, if DOE has the author-
ity to disapprove a disbursement if it believes the beneficiary does not
meet the criteria specified in the agreement. The Innovation Center’s
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Inconsistent Use of
“Aggregate”

Chairman said Martin Marietta is not required to get DOE input in select-
ing the beneficiaries, but that DOE would probably be consulted in this
matter.

The language in the agreement is not clear on whether Martin Marietta
must recover its investment plus the allowed return in each limited com-
pany or in all limited companies in the aggregate in order for the limita-
tion to be reached. In sections IV B (1) and (2), the agreement refers to
conditions under which the limitation will actually be applied. The sec-
tions state that, before the limitation is imposed, Martin Marietta shall
recover its total investment plus the allowed return (1) in “‘all’”’ compa-
nies falling within the limited category and (2) in all nonlimited compa-
nies “in the aggregate.”

DOE and Martin Marietta officials told us they interpret the agreement as
meaning that both limited and nonlimited companies are considered in
the aggregate for purposes of applying the limitation. As a result, only
one limited company has to succeed and recover the total investment
plus the allowable return in both categories in order for the limitation to
be reached. However, because the term ‘‘aggregate” is not used in the
first section, the agreement could be interpreted as meaning that each of
the limited companies must succeed before the limitation could be
reached. This could greatly increase the return Martin Marietta could
receive before it would have to distribute earnings to beneficiaries.
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- Earnings Limitation Agreement Between DOE
and Martin Marietta

AGREEMENT

THIS AGREEMENT, wmade effective on the 30th day of Qctober ,
1986 by and between Martin Marietta Corporation [hereinafter "MML™T, a
corporation ¢rganized and existing under the Jaws of the State of Maryland and
having a place of business at 6801 Rockledge Drive, Bethesda, Maryland 20817,
and the United States of America, represented by the Department of Energy
(hereinafter “DOE“} through its Oak Ridge Operations Office (hereinafter
“OR0") located in Qak Ridge, Tennessee;

WITNESSETH

WHEREAS, MMC has a wholly-owned subsidiary, Martin Marietta Energy
Systems, Inc. (hereinafter “Energy Systems“), which is under Contract No.
DE-AC05-840R21400 to manage and operate certain facilities of the DOE;

WHEREAS, in responding to DOE's request for proposal with respect to
the management and operation of such DOE facilities, MMC made certain
commi tments to make investments in the Oak Ridge economy;

WHEREAS the MMC commitment to make these investments was not part of
the contractual terms and conditions of the management and operating contract
\ No. DE-AC05-84-0R21400;

WHEREAS, pursuant to that commitment, MMC created the Tennessee
Innovation Center, Incorporated (hereinafter “TIC"), a corporation organized
and existing under the laws of the State of Tennessee, which has and may, from
time to time, make investments in companies which are based on DOE-funded
technologies;

WHEREAS, the DOE has some concerns about appearance of conflict of
interest related to TIC, as a wholly-owned subsidiary of MMC; and

WHEREAS, MMC is willing to agree to address those DOE concerns.
NOW, THEREFORE, the parties hereto agree to be bound as follows:

I. Background

A. In order to aveid the appearance of conflict of interest, MMC agrees
to the principle of limiting its return on investments in certain
companies in selected circumstances. This Agreement is intended to:
(1) identify the circumstances subject to the limitation;

(2} didentify the level of the limitation; and
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(3} set forth MMC's intended disposition of any funds which exceeg
the 1imitation.

1. Definitions

A.  “Yenture Companies” shall be those entities in which MMC has a
direct financial interest through investment by TIC or subsequent
direct investment by MMC of resources, capital funds, or stock for
which equity has been received.

B. “DOE Technology"™ shall be those technologies developed under DOE
funding at facilities managed by Energy Systems.

I1I. Circumstances Subject to the Limitation.

A.  The Yenture Company is the holder of an exclusive, ORO approved,
license from Enerqy Systems primarily based on one or more OGE
Technologies.

B. The Yenture Company is the first and only non-exclusive licensee of
one or more DOE Technologies. Upon grant of additional licenses to
other companies, any limitations under Article IV shall no longer

apply.

C. The Yenture company has contracted (with the approval of Energy
Systems) for significant technical consulting services from an
Enerqy Systems employee utilizing DOE Technology.

D. An Energy Systems empioyee has received permission and is acting as
an employee of, or has a substantial financial interest (for equity
of at least 5%} in, a Yenture Company. Equity ownership in Venture
Companies by TIC employees shall in no manner subject a Venture
Company to the limitation under this paragraph.

E. A sufficient basis for imposing the limitations described in Article
I¥ exists only during such time as any of the above conditions are
present. Where, in the judgment of MMC, the factual basis for
imposing the limitation does not further the general objective of
this Agreement with respect to a particular Venture Company, then
the parties agree to review whether or not the limitation continues
to apply to such individual Venture Company. Further, MMC agrees to
notify DOE whenever a Yenture Company which had not previously met
any of tne criteria does meet such criteria.

I¥. The Nature of the Limitation on MMC's Return on Investment

A.  The limitatior applies to the return received by MMC as a result of
MMC's ownership in the aggregate of those Venture Companies falling
within the circumstances set forth in Article III. The limitation
itseif shall be defined as:
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Full recovery of MMC Total Investment (as defined in Exhibit A,
attached hereto, and hereby incorporated by reference as if fylly
written in the text of this Agreement}, plus annual percentages
consisting of: (1) the average of the Cost-of-Money rates specified
semi-annually by the Secretary of the Treasury during the calendar
year for which the annual percentage is computed and (2) eight

percent.

These annual percentages shall be applied to the average of MMC
Total Investment, based on the beginning and ending balances for the
calendar year. The product resulting from these calculations is to
be compounded annually as illustrated on Exhibit B.

This limitation will be imposed only after both (1) and (2) of the
ggllowing conditions have been met or condition B. (3) alone has
en met.

(1) The MMC Total Investment, plus the annual percentages specified
above shall have been recovered for all Venture Companies
falling within the classification of being subject to the
limitation, as determined by cash receipt to MMC or the equity
method of accounting.

(2) The MMC Total Investment, plus the government determined annual
Cost-of -Money only, shall have been recovered, in the
aggregate, for all Venture Companies not subject to the
earnings Timitation. This additive requirement shall also be
determined on the basis of cash receipts to MMC or by the
equity method of accounting.

(3) Should the return on investment in those Venture Companies
subject to the limitation (Paragraph IV., B., (1) above) exceed
the agreed limitation, while those Venture Companies not
subject to the limitation have not reached the agreed minimum
return (Paragraph IV., B., (2) above), then the “excess" return
from the limited Venture Companies will be applied to cover the
deficiencies of the unlimited Venture Companies as set forth in
Paragraph 1Y(8)(2) above with the remainder, {f any, to
constitute the funds for alternative disposition, pursuant to
Article V of this Agreement.

The method of administering this Agreement is set forth in Exhibit A
of this Agreement which is hereby incorporated by reference as if
fully written in the text of this Agreement. Such administration
methods may be revised by mutual agreement of the signators or their
designees, from time to time.
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V. Disposition of Funds in Excess of the MMC Return on Investment Limitation

A, MMC, solely, shall select beneficiaries which meet the criteria set
forth in this Article. While MMC has not yet determined the
specific beneficiaries of any funds which exceed the agreed return
on investment, the criteria for selecting the beneficiary will
include the prerequisite of no intentional profit potential for
MMC. The criteria for such a beneficiary organization is that the
organization will:

(1) be devoted to public purposes and include within its corporate
purposes the maturation of the DQE-initiated technologies which
require additional development efforts; or

(2) meet such other criteria to which the parties may agree.

B. MMC commits that such disposition will meet the above-noted c¢riteria
and will advise DOE of the beneficiary organization prior to any
funds disbursement to same. The initial distribution of any funds
which exceed the agreed return on investment, as {dentified by the
annual reports, shall be made by MMC by March 30, 1990 and annually
thereafter. DOE will be notified of such distributions, including
the amounts and the receiving organization(s).

YI. Termination:

This Agreement will continue until such time as Energy Systems is no
longer a management and operating contractor under DOE contract No.
DE-AC05-84-0R21400. At such time this Agreement will terminate immediately
and MMC will within 60 days distribute any amounts required to be contributed
in accordance with Article V as of the date of termination calculated in
accordance with Article IV. After such distribution, no further obligations
will exist under this Agreement.

IN WITNESS WHEREQOF, the parties heretc have caused this Agreement to
be executed by their duly authorized representatives.

By: QH\ /M By:

Joe LaGrone

Manager, Oak Ridge QOperations 'ce President
Department of Energy Martin Marietta Corporation
Date: __ October 30, 1986 Date: 2/22;/%
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EXHIBIT A

ADMINISTRATION GUIDELINES

Administration Guidelines associated with MMC Return on Investment Limitations
in Selected Cases of Venture Companies.

The Administration of tnis Agreement will require annual reports submitted to
DOE by MMC. Each report will contain:

1. An allocation of tne MMC Total Investment in TIC and/or Yenture
Companies, defined as follows:

a. MMC Total Investment, including dates, in each Yenture Company
subject to the limitation.

b. MMC Total Investment in all Venture Companies (collective) not
subject to the limitations.

¢. The elements of MMC Total Investment include:

{1) A1l cash disbursed by MMC to efther TIC or Venture Companies
(such calculations to be net of any cash returns which may have
been received by MMC from TIC or Venture Companies. e.g.,
reimbursement for services, support, etc. provided by TIC to
Venture Companies).

(2) Appropriate direct expenditures or allocations of central MMC
activities in direct support of TIC, such direct expenditures
or such allocations to be specifically fdentified and costed
within the annual report from MMC to the DCE.

(3) At the end of each year, the balance of the funds transferred
from MMC to TIC (i.e., those funds which had been transferred
by MMC but not expended by TIC) shall not normally exceed
cne-fourth of that year's actual expenditures by TIC.

2. The Cost-of-Money (as identified in the Agreement) for the current
reporting period.

3. For each Yenture Company subject to the return limitation:
{a) the computed cumulative MMC return on {nvestment permitted in
accordance with the limitation criteria set forth in this Agreement;
and

(b) the cumulative return on investment recognized by MMC determined by
either cash receipt to MMC or the equity method of accounting.
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4. For the aggregate aof all (collective) Venture Companies not subject to
the return limitation:

(a} the computed cumulative MMC return on {nvestment using only the
Cost-of -Money; and

(b} the cumulative return on investment recognized by MMC determined by
either cash receipt to MMC or the equity method of accounting.

Reports from MMC will be submitted to DOE annually on the basis of the
calendar year, within 90 days of the end of the calendar year. The first
report covering the time period from inception of TIC through December 1986,
is due March 31, 1987. An illustrative example of the report format is
attached hereto as Exhibit B which is hereby incorporated by reference as if
fully written in the text of this Exhibit A.

Such reports from MMC to DOE are judged by MMC to contain commercial or
financial, confidential, proprietary and business sensitive data and,
accordingly, will be identified as such and not subject to external
dissemination by DOE, except to the extent required by applicable laws,
regulations and statutes.

An independent audit will be performed annually on the financial statement of
TIC by a qualified CPA firm. In addition, such an independant auditor shall
review the preparation of MMC's annual investment summary, the computations of
return on investment for each Venture Company and the appropriateness of the
determination of cash versus equity accounting. The auditing firm's resulting
cpinion will be included within the annual report.

Initials:
DOE : Q/
/7

Date: October 30, 1986

Martin Marietta:
Date: Septembek 22, 1986
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EXHIBIT B

KARTIN RARIETTA CORPORATION

TIC AND/OR VENTURE COMPANIES

ALLOCATION OF INVESTRENT FOR
R01 CALORATION PURPOSES

CALEMDAR YEAR 1984

--------- PRIOR TEARS  coo..ioo. ool CLRRENT TEAR sreseseseedaoo. RETURN OM O IWVESTMENT -----
(1Y) (b} (c) {d) (e) (3} ) [$}] (&) (£3) (8) [(34] [{}) " (&1}
Venture Direct Cost of [ Yenture Working Rents! Centrat Dirsct Cum, Dir. Cost of [ ;3 MeC TOTAL  RECOGNIZED
Companies X Capital Invest Money  Return Capital Capital Payments Support Irwvest trvest Roney  Return  INVEST RETURS
9.5% 8.0%
ABC, Inc 12.0% $0.0 $0.0 $0.0 30.0 $12.0 $24.0 . 30.6 $346.6 $36.4 1.7 $1.5 $39.8 $0.0
UNCAPPED
At 88.0x $0.0 10.0 $0.0 - $88.0 s176.0 - 4.4 3268.4 $268.4 $12.7 $281.1 $0.0
TOTAL 100% $0.0 20.0 $0.0 $0.0 $100.0 $200.0 $0.0 $3.0 $305.0 $305.0 $14.5 $1.3 83210 $0.0
NOTES
8. Percantage based on venture cepitel Invested in compeny vs. totsl equity

venture capital in il compenies; usad for sliocation of working capital and central support services.

b. Actual equity cepitsal invested,

Total MC direct investment on Dec 31 of prior year, from column & of prior yesr.

d. Cumulative cost of money, sum of columne (d) end (7) of prior yesr

~N - .

w ola s

Cumutative BX return, sum of columns (e) and (8) of prior yasr

Current yeer equity cepitel investment.

Current year allocation of TiC expenses, net of reisbursement for services,
Includes furcds trarsferred by MIC to TIC, but not expended by TiC.

Guersnteed minimm rental peyments made by TIC on behaif of Yenture Company.
Aliocation of MeC Central support expenses (leget, finence, plemning, etc.).
sum of (1), (2), (3), and (4).

Sum of current year investment [(3)] and prior year direct irwvestment [{¢)).
Currant year cost of msoney return, besed on COMX times prior yesr COM ({d)] plus
COMX times the aversge of columna (c) and (8).

Current year allowed 8X return, based on 8X times prior year return ((e)} plue
8% tisms the average of columns {c) and (4).

Sum of columne (d),(e),(6),(7) end (8), and represents meximm MNC return of lowed
cipped companies; sinimm return on uncapped compenies

Cumstative MIC return recognized by either cash receipt or equity method.
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EXHIBIT 8B

MARTIN RARTETTA CORPORATION

T1C AND/OR VENTURE COMPANIES

ALLOCATION OF INVESTMENT FOR
201 CALORATION MURPOSES

CALEMDAR YEAR 1985

...... ec- PRIOR YEARS P TR TR CURRENT YEAR craerence sasevene RETURN ON IMVESTIENMT .- -oo

(a) (b) (c) (L)) (o) [§}) [£3) N () {3 (1)) (¥4] (8) ($3) (10)
Yenture Direct Cost of a venture Working fental Centrsl Direct Cum. 0ir. Cost of [ - 4 WC TOTAL  RECOGHIZED
Companies % Capital  Irwvest Moy Return Copital Copital Payments Support Invest trvest Money Return INVEST aEnm
CAPPED e.0% 8.0%
ASC, Inc A.4X $12.0 134.6 1.7 1.5 $0.0 $19.1 - 0.4 119.4 $54.2 $4.3 $3.8 $47.5 $0.0
xvE, inc 18.5X% $0.0 0.0 $0.0 $0.0 $50.0 $79.6 . $1.9  si318 $131.% 5.9 3.3 127 0.0
UNCAPPED
Att 77.0X $88.0 3248.4 $12.7 . $120.0 $331.3 . $7.7  M59.0 $727.4 $44.0 - $784.1 20.0
ssmnas
TOTAL 100X $100.0 $303.0 $14.5 $1.3 $170.0 3430.0 $0.0 $10.0 3410.0 $915.0 136.2 9.1 3994.2 $0.0
MOTES:
s, Percentage based on venture capitel invested in compery vi. total equity

b.
€.
d.
..

w~ e

.
(LI ]

~ o

o

venture cepitsl in all compentes; used for aitocation of working cepital snd central support services.
Actuml equity capital invested.

Totsl MMC direct investment on Dec 31 of prior year, from colum & of prior year.
Cumsiative cost of money, sum of columse (d) end (7) of prior yesr

Cumulative 8X return, sum of columns (e) and (8) of prior year

Current year equity capital investment,

Current yesr atlocation of TIC expenses, net of reisbursement for services.
Inciudes furnds traneferred by MMC to TIC, but not expended by TIC,

Guerantesd minimm rental peyments mede by T1C on behalf of Venture Company.
Allocation of MeC Central support expenses (legsl, finence, plaming, etc.).

sum of (1), (2), (3), snd (4).

Sum of current year irvestment ((5)) and prior yesr direct investmant [(c)).
Current year cost of money return, Desed on COMX times prior yesr COM ({d)] plus
COMX times the sverage of columns (c) and (4).

Current year sliowed 8X return, based on 8X cimes prior year return ((0)) plue
8X times the sverage of coluwa (c) ard (4).

Sum of columme (d),{8),{8),(7) snd (8), and represents saxisum MIC return atlowed
capped cavpanies; minimm return on uncapped compenies

Cumsiative MMC return recognized by either cash recaipt or equity method,
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Appendix V

Major Contributors to ThlS Report

Resources,
Community, and
Economic
Development Division,
Washington, D.C.

Flora H. Milans, Associate Director (202) 275-8545
John W. Sprague, Associate Director

Gerald H. Elsken, Group Director

Richard A. Hale, Assignment Manager

Deborah L. Justice, Evaluator-in-Charge

Accounting and
Financial Management
Division, Washington,
D.C.

Lee S. Beaty, Senior Evaluator

Office of the General
Counsel, Washington,
D.C.

John E. Lupton, Attorney

Atlanta Regional
Office

(308917)

A. Carl Harris, Regional Assignment Manager
Jerry M. McKeehan, Evaluator
Clara L. Gordon, Evaluator
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Requests for copies of GAO reports should be sent to:
U.S. General Accounting Office

Post Office Box 6015

Gaithersburg, Maryland 20877

Telephone 202-275-6241

The first five copies of each report are free. Additional copies are
$2.00 each.

There is a 256% discount on orders for 100 or more copies mailed to a
single address.

Orders must be prepaid by cash or by check or money order made out to
the Superintendent of Documents.
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