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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
400 ARMY NAVY DRIVE
ARLINGTON, VIRGINIA 22202

October 12, 1999

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE FOR ACQUISITION
AND TECHNOLOGY
DIRECTOR, DEFENSE LOGISTIC AGENCY

SUBJECT: Audit Report on Sole-Source Noncommercial Spare Parts Orders on a Basic
Ordering Agreement (Report No. 99-218)

We are providing this redacted audit report for public release. This report is
one in a series involving commercial and noncommercial pricing of spare parts in the
acquisition reform environment. We considered management comments on a draft of
this report when preparing the final report.

DoD Directive 7650.3 requires that all recommendations be resolved promptly.
The Under Secretary of Defense for Acquisition and Technology comments were
partially responsive. Although some issues remain open, they will be addressed during
finalization of the Section 912(c) report and therefore, no additional comments are
required on this report. The Director, Defense Logistics Agency comments were
responsive and no additional comments are required.

We provided the For Official Use Only version of the report to Allied Signal
Incorporated for its comments on information that could be company confidential or
proprietary. Allied comments were considered in preparing the redacted report for
public release.

We appreciate the courtesies extended to the aundit staff. Questions on the
audit should be directed to Mr. Terry L. McKinney at (703) 604-9288 (DSN 664-9288)
or Mr. Henry F. Kleinknecht at (703) 604-9324 (DSN 664-9324). See Appendix G for
the report distribution. The audit team members are listed inside the back cover.

YRR

Robert J. Lieberman
Assistant Inspector General
for Auditing






Office of the Inspector General, DoD

Report No. 99-218 October 12, 1999
(Project No. 7CF-0058.01)

Sole-Source Noncommercial Spare Parts Orders
on a Basic Ordering Agreement

Executive Summary

Introduction. This report is one in a series involving the pricing of commercial and
noncommercial spare parts. The first two reports covered Defense Hotline allegations
involving commercial spare parts procured by the Defense Logistics Agency (DLA).
The sole-source prices were significantly higher than either the cost-based or
competitive (breakout) prices previously paid by DoD for the items. Since the
allegations were substantiated, we conducted additional audits to determine if DLA paid
higher than fair and reasonable prices to other contractors. One of those audits showed
that DLA paid Allied Signal Incorporated (Allied) higher than fair and reasonable
prices for commercial items.

This report addresses sole-source noncommercial spare parts procured from Allied.
During FYs 1996 through 1998, DLA issued 5,767 delivery orders totaling

$115.5 million to Allied on a Navy basic ordering agreement. We reviewed a total of
131 orders valued at $32.2 million. The DLA supply centers used the contract to
purchase items to include housings, shafts, nozzles, gears, couplings, and valves. Other
DoD buying offices also used eight additional contracts to procure items from Allied
during FYs 1996 through 1998; however, those contracts were primarily used to
procure services and items other than noncommercial spare parts.

Audit Objectives. The primary audit objective was to determine whether DoD
negotiated fair and reasonable prices with Allied for sole-source noncommercial
spare parts.

Audit Results. For the spare parts we reviewed, DLA supply centers paid Allied
prices that were higher than fair and reasonable. DLA supply centers paid about

$4.9 million or 18 percent more than fair and reasonable prices, cost plus reasonable
profit, for the $32.2 million of spare parts procured from Allied. We calculate that
DLA supply centers can reduce total ownership costs for their customers by at least
$53.7 million during FY's 2000 through 2005 by using a combination of both cost and
price-based acquisition tools and negotiating a long-term commercial type contract with
Allied for sole-source spare parts. On a broader systemic level, DoD took some
actions to address the previous audit results, but additional measures were needed.

Summary of Recommendations. We recommend that the Under Secretary of Defense
for Acquisition and Technology provide additional guidance to the DoD acquisition
community on exactly how price-based acquisition procedures should be used to obtain
fair and reasonable prices for sole-source noncommercial spare parts. The guidance



should also indicate whether cost-based acquisition procedures should be used in
conjunction with the price-based procedures. We recommend that the Director, DLA
require acquisition officials at the DLA supply centers and the Defense Contract
Management Command to negotiate a cost-based pricing methodology with Allied for
sole-source noncommercial spare parts and provide oversight to ensure spare parts
prices are calculated correctly. We recommend that the Director require acquisition
officials to review average order quantities, core items, and use breakout procedures
when appropriate. We also recommend that the Director devote the necessary
resources to negotiating a long-term requirements contract using a combination of cost
and price based acquisition tools that includes either continuous improvement
performance parameters or share in savings requirements.

Management Comments. In response to a memorandum from the Inspector General,
DoD, that addressed the results of recent spare parts audits, the Under Secretary of
Defense for Acquisition and Technology expressed concern about the characterization
of the procurements as being price-based versus cost-based. The Under Secretary was
also concerned about the comparison of estimates made, in advance of manufacturing,
to actual prices only available years after the award was issued. In response to the draft
report, the Deputy Under Secretary of Defense (Acquisition Reform) commented that
the Department supports the acquisition reform initiative on avoiding requests for both
certified and uncertified cost data because the data leads to excessive proposal costs.

He also commented that price analysis and price-based acquisition should not be used
interchangeably. The Deputy Under Secretary believed that, with additional training of
contracting professionals to develop price analysis and market research skills, there will
be no need to revert to burdensome cost analysis techniques. He also stated that it was
premature to issue policy regarding price-based acquisition because the ongoing DoD
study on implementing price-based acquisition was incomplete.

The Director, DLA stated that the negotiated prices were fair and reasonable at the time
of contract award, although not so in light of actual cost experience. DLA concurred
or partially concurred with each recommendation and initiated efforts that should lead
to a more consistent and reliable pricing methodology with the contractor for sole-
source spare parts. These efforts include reviewing average order quantities and core
items. DLA agreed to determine whether it was legally acceptable to follow up with
non-responding solicited offerors, in regard to breakout. DLA also agreed to develop a
new contracting approach that will incorporate a combination of both cost-based and
price-based methodologies and that will consider all techniques, including those
addressed in the report. DLA stated that, while significant saving were anticipated, the
audit estimate could be overly optimistic.

Audit Response. Both the Under Secretary and the Deputy Under Secretary expressed
concern about our use of the terms price-based and cost-based. Our use of the terms
cost-based and price-based is consistent with the definitions currently used by the
majority of the DoD acquisition community. Cost-based relies on an evaluation of the
separate cost elements and profit whereas price-based involves a process that does not
evaluate the separate cost elements and profit. The terms price analysis and price-based
acquisition are generally considered synonymous and confusion may ensue if other
definitions are introduced. In any event, the ongoing DoD study of price-based
acquisition should help clarify these definitional issues.
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The comparison of estimates made, in advance of manufacturing, to actual costs to
manufacture the items was done to determine the overall effectiveness of the
contractor’s estimating system and the negotiation process. The goal of any estimating
system is to provide estimates that reflect, as close as possible, what actual costs will
be. Had either the contractor’s estimating system considered factors such as small
order quantities used to prepare proposals for significantly larger order quantities or the
DLA contracting officers been provided this information, better prices could have been
negotiated. Instead, DLA contracting officers relied extensively on the proposals
prepared from the contractor’s estimating system. In order to provide value for future
negotiations, we used more current and less subjective actual cost data for our
comparisons.

In regard to the additional proposal costs associated with obtaining either certified or
uncertified cost data, we believe that contracting officers are fully capable of factoring
in such costs when determining the desirability of obtaining cost data. Assumptions
that obtaining even uncertified cost data would not be cost effective because proposal
costs would be excessive clearly do not apply in all situations.

Although additional training in price analysis and market research for contracting
professionals will be beneficial, the training is of limited value if the Department fails
to provide additional guidance to its acquisition community on exactly how price-based
acquisition procedures can be effectively used in a sole-source environment. We agree
that completion of the Under Secretary’s team’s report on price-based acquisition is a
logical precursor to implementing our first recommendation and to continuing the

- dialogue on these important issues.

The DLA management comments to the draft were responsive.
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Audit Background

Spare Parts Audits. This report is one in a series involving prices paid for
commercial and noncommercial spare parts. The first two reports covered
Defense Hotline allegations involving commercial pricing of spare parts. The
first report discussed an allegation that the Defense Logistics Agency (DLA)
paid a contractor significantly higher catalog prices for commercial items than
the cost-based prices previously paid for the items. The second report discussed
an allegation that DLA was procuring commercial and noncommercial items
from another contractor on a sole-source basis. The sole-source prices were
significantly higher than the competitive (breakout) prices previously paid by
DoD for the items. Both allegations were substantiated. This report and a third
report involving pricing of commercial spare parts are not Hotline related, but
were initiated because of the problems identified by the first two audits. The
third audit showed that DLA paid Allied Signal Incorporated (Allied) higher
than fair and reasonable prices for commercial items when compared to
noncommercial prices for the same items and failed to take full advantage of the
contractor’s commercial capabilities. In fact, effective implementation of the
commercial buying practices and direct vendor delivery stipulated in the contract
would have helped offset the higher prices.

This report addresses sole-source noncommercial spare parts procured from
Allied. During FYs 1996 through 1998, DLA issued 5,767 delivery orders
totaling $115,465,821 (169 orders over $100,000 totaling $41,302,321 and
5,598 orders under $100,000 totaling $74,163,500) to Allied on a Navy basic
ordering agreement (BOA) N00383-95-G-M120. We reviewed a total of 131
orders valued at $32,156,223 (117 orders over $100,000 totaling $30,536,480
and 14 orders under $100,000 totaling $850,705). A total of 95 different
national stock numbers (NSN) were procured on the 131 orders, therefore many
orders were for the same NSN. The DLA supply centers used the contract to
purchase items to include housings, shafts, nozzles, gears, couplings, and
valves. DoD buying offices also used eight additional contracts to procure items
from Allied during FY's 1996 through 1998; however, those contracts were
primarily used to procure services and items other than noncommercial spare
parts.

Meaning of Cost and Price-Based Acquisition Procedures. In this report, the
term cost-based acquisition procedures refers to using uncertified cost data in
contractor format to calculate prices. The term price-based acquisition
procedures refers to relying on price analysis, primarily comparisons of
previous contract prices to current contractor proposed prices. As discussed
elsewhere in the report, the Under Secretary of Defense for Acquisition and
Technology and the Under Secretary of Defense (Acquisition Reform) define
price-based acquisition quite differently.



Audit Objectives

The primary audit objective was to determine whether DoD negotiated fair and
reasonable prices with Allied for sole-source noncommercial spare parts. The
adequacy of the DLA management control program was addressed in Inspector
General, DoD, Report No. 98-088, therefore we did not review it further. See
Appendix A for a discussion of the audit scope and methodology, and Appendix
B for a summary of prior audit coverage related to the audit objectives.



Negotiating Prices for Spare Parts

DLA contracting officers did not effectively negotiate fair and reasonable
prices for sole-source noncommercial spare parts procured from Allied.
This occurred because DLA contracting officers:

e relied on cost proposals developed from the Allied estimating
system that did not consider all the factors that would affect price
negotiations;

o used price analysis (comparisons to previous prices), which
was ineffective in this case, and failed to effectively use breakout
procedures when appropriate; and

e did not implement an effective long-term commercial buying
strategy for sole-source Allied spare parts in the acquisition reform
environment.

As a result, DLA supply centers paid about $4.9 million or 18 percent
more than fair and reasonable prices for the $32.2 million of spare parts
procured from Allied. DLA supply centers can reduce total ownership
costs for their customers by at least $53.7 million during FYs 2000
through 2005 by using a combination of both cost and price-based
acquisition tools and negotiating a long-term commercial type contract.

Guidance on Contracting By Negotiation and Contractor
Estimating Systems

Federal Acquisition Regulation (FAR) subpart 15.4, “Contract Pricing.”
This subpart of the FAR prescribes the cost and price negotiation policies and
procedures for pricing negotiated prime contracts.

FAR 15.401, “Definitions.” This guidance defines cost or pricing data and
information other than cost or pricing data.

FAR 15.402, “Pricing policy.” This guidance defines an order of preference
for contracting officers to determine the type of information required when
negotiating prices for supplies and services.

FAR 15.407-5, “Estimating systems.” This guidance defines an acceptable
estimating system for proposal preparation and provides guidance for reviewing
those systems.



Defense Federal Acquisition Regulation Supplement (DFARS) 215.407-5
Estimating Systems. This part of the DFARS provides supplemental guidance
for DoD relating to disclosure, maintenance, and review requirements for
contractor estimating systems.

Prices for Sole-Source Noncommercial Spare Parts

Noncommercial Spare Parts. The items reviewed were noncommercial spare
parts that Allied neither stocked nor provided as direct vendor delivery items.
Accordingly, the parts were not purchased or manufactured by Allied until
orders were received. The lead-time for the majority of the items exceeded 181
days.

Figure 1 shows the first scheduled delivery date for 128 of the 131 orders
reviewed (data pertaining to 3 orders were unavailable).

0 to 90 days
Over 360 days 2% (3 orders)
91 to 180 days

14% (18 orders)
. % (12 orders)

271 to 360 days
28% (36 orders)

181 to 270 days
47% (59 orders)

Figure 1. Number of Days to First Scheduled Delivery

Negotiating Prices. DLA contracting officers did not effectively negotiate fair
and reasonable prices for sole-source noncommercial spare parts procured from
Allied on Navy BOA N00383-95-G-M120. This occurred because DLA
contracting officers relied on cost proposals developed from the Allied



estimating system that did not consider all the factors that would affect price
negotiations. DLA also used ineffective price analysis procedures and failed to
implement an effective long-term commercial buying strategy for sole-source
Allied spare parts.

For the 131 orders we reviewed, negotiated prices were about $4.9 million or
18 percent higher than fair and reasonable prices when compared to updated
prices using actual costs, standard costs, or breakout prices. Allied prepared
cost proposals from different estimating systems using either actual costs
(weighted averages of actual costs for selected closed production releases) or
standard costs (standard labor hours that do not fluctuate for different orders)
depending on where the parts were manufactured or purchased. Other than for
the breakout items (items that could be procured from the actual manufacturers),
we calculated fair and reasonable prices using cost-based acquisition procedures
(uncertified cost data obtained from Allied in contractor format).

Table 1 shows that negotiated prices were 20.8, 9.6, and 69.8 percent higher
than fair and reasonable prices when compared to cost-based prices using actual
costs and standard costs or breakout prices, respectively. See Appendix E,
“Review of Spare Parts Prices on Navy BOA N00383-95-G-M120 Based on
Actual Costs” and Appendix F, “Review of Spare Parts Prices on Navy BOA
N00383-95-G-M 120 Based on Standard Costs” for details.

Table 1. Negotiated Prices for Sole-Source Spare Parts
Were Higher Than Fair and Reasonable Prices
Basis Number Total Fair and
For of Negotiated  Reasonable Dollar Percent
Comparison  Orders Price Price Difference Difference
Actual Costs 94  $21,440,128 $17,745,234 $3,694,894 20.8
Standard Costs 35 9,900,363 9,034,340 866,023 2.6
Breakout 2 815,731 480,529 335,202 69.8
Total 131 $32,156,222 $27,260,103 $4,896,119 18.0

Cost Proposals From the Allied Estimating System

Reliance on Cost Proposals from the Allied Estimating System. DLA
contracting officers relied on cost proposals developed from the Allied
estimating system that did not consider all the factors that would affect price
negotiations. Proposals prepared by Allied estimators were “cost based” but did



not adequately consider changes in manufacturing location, make/buy decisions,
and used limited cost data from significantly smaller production quantities that
were not representative of the quantities being procured to price proposals.
Proposals also contained errors and costs for purchased parts that were not
always accurate. Neither DLA contracting officers nor the Defense Contract
Management Command (DCMC) contract administrative officers located at
Allied questioned or challenged the reliability of Allied’s proposals.

Proposals Based on Actual Costs. For 94 of the orders reviewed, the cost
proposals prepared by Allied estimators were based on actual costs. Although
the proposals were developed with cost data that came from the Allied
estimating system, Allied estimators did not consider all the factors that would
affect price negotiations. Discrepancies between proposed costs and actual costs
were caused by either a change in the manufacturing location, or the use of
limited cost data from closed releases (actual production lots), often for
significantly smaller quantities than those being procured. Two proposals had
errors and costs for purchased parts were not updated. This caused both
significant increases and decreases in actual costs.

Change in Manufacturing Location. Allied estimators did not provide
DLA and DoD officials information on changes in manufacturing location that
would significantly affect price negotiations. For example, in September 1997,
the Defense Supply Center Richmond iDSCR) issued delivery order JIIJIR for
172 fan assemblies (NSN . The negotiated unit price was
$1,236.16 and the total order price was $212,620. The DSCR contracting
officer determined that the price was fair and reasonable based on price analysis
and a cost breakdown from Allied. We requested and obtained an updated cost
proposal with detailed support from Allied in August 1998. The information
showed that labor hours had actually increased from those negotiated. A fair
and reasonable unit price was calculated at $1,627.11, meaning that Allied had
actually lost about 24.0 percent or $67,243 on the total order. To support this
price, the Allied estimator provided us 5 closed releases that had opened
between November 1996 and April 1997 for quantities ranging from 2 to 22.
Delivery of the items was scheduled for 20 units per month starting in April
1998 (the first delivery was later changed to June 1998 in amendment
. Because the data selected by the Allied estimator and provided to us
was old, we requested updated cost data specifically for those items
manufactured in 1998. In January 1999, the Allied estimator provided updated
cost data that was based on 5 closed releases that had opened between March
and July 1998, for quantities ranging from 2 to 58. This new data showed that
the part was now being manufactured in Mexico, and that the fair and
reasonable unit price was only $675.11, not the negotiated unit price of
$1,236.16. Allied had actually made an additional 83.1 percent profit or
$96,501 on the order instead of a loss.

Proposals Based on Small Quantity Production Releases. Allied
estimators did not adequately consider the impact of using small quantity
releases to prepare proposals for the significantly larger quantities that were
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ordered by DLA. The proposals based on the smaller quantities were
not accurate to price the larger quantities that DLA purchased. For example,
the Defense Supply Center Columbus (DSCC) (then Defense Electronics Supply

Center) issued delivery order , in July 1996, for 106 turbine wheel
assemblies (NSN at a unit price of $1,544.60. Subsequent
orders were issued by DSCC in November 1996, delivery order for 64

items at a unit price of $1,684.21, and in March 1997, delivery order for
30 items at a unit price of $2,110.01. The DSCC contracting officers
determined that prices were fair and reasonable based on price analysis. Our
discussions with Allied showed that the labor hours proposed for the first
delivery order (Il were based on a weighted average of 3 closed releases
for small quantities of 2, 8, and 11. The negotiated labor hours based on that

roposal were 7.98 hours per unit. Negotiations for delivery orders [l and

were similar. However, the weighted average for the last 5 closed

releases for quantities that ranged from 1 to 96 was 2.51 labor hours per unit.
Based on the 2.51 labor hours, the fair and reasonable unit price for the turbine
wheel assemblies was $705.22 not $1,544.60, a difference of 119 percent or
$88,974 for the total order. Accordingly, the $705.22 unit price was also fair
and reasonable for the other 2 delivery orders versus the negotiated prices of
$1,684.21 and $2,110.01, or differences of 138.8 and 199.2 percent and
$62,655 and $42,144 for the total orders, respectively.

Another example of an Allied estimator using limited small quantity releases
occurred in March 1997, when DSCC issued delivery order , for 122
turbine wheels (NSN at a unit price of $3,213.35 based on
price analysis. The negotiated labor hours were 13.82 per unit based on the
weighted average of 2 closed releases for quantities of 12 and 16 units.
Although 2 additional releases that had closed just prior to the selected releases
were for quantities of 84 and 94, the Allied estimator did not use these releases
because the planned shop release for the item was 20 units. Average labor
hours per unit for those releases not used were of 6.12 and 1.12, respectively.
The additional releases show the significant variation in labor hours based on
quantities produced. The weighted average for the last 5 closed releases for
mixed quantities (8 to 30) showed the unit labor hours at 6.27. Based on the
6.27 labor hours, the fair and reasonable price was $1,674.66, not $3,213.35, a
difference of 91.9 percent or $187,720 for the total order.

Allied Estimator Errors. Allied estimators also made errors when
preparing proposals. These errors appear to relate to the selection of limited
cost data by the Allied estimators. For example, DSCC issued delivery order
BN in January 1997, for 231 valve assemblics (NSN RSN 2 2
unit price of $425.45. Although the DSCC contracting officer noted that the
price had increased significantly from prior buys using price analysis, the price
negotiation memorandum showed that the Allied estimator indicated that the
price increase was because of a rate increase, and because two of the
components had more than doubled in cost. Although there were three closed
releases for quantities of 3, 3, and 1 that may have supported this contention, a
review of Allied cost data showed that the justification for the price increase was
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not supportable for the larger quantity. During our initial discussions with
Allied, the contractor stated that the estimator had made an error and that the
fair and reasonable unit price for the part should have been $138.72 not
$425.45, a difference of 206.7 percent or $66,235 for the total order.
Additional comments from Allied indicated that no error was made and that a
reasonable buyer and seller would have reached similar agreements on a price of
$425.45 based on the facts available. We disagree with Allied. In fact, a
release for 107 units that closed in November 1996, prior to the issuance of the
delivery order, supported the lower price of $138.72. All releases for
representative quantities that closed before or after the small quantity releases
support the lower price.

Another error was made on order il issued by DSCR in February 1998.
The order for 91 housing assemblies (NSN was negotiated at
a unit price of $4,239.70. A review of Allied cost data showed that the fair and
reasonable price should have been $3,043.56, a difference of 39.3 percent or
$108,849 for the order. Allied again stated that the price difference was
because of an estimator error. The proposal used for negotiations included an
extra part that had been erroneously included ($574 material cost and .17 labor
hours).

Changes in Costs for Purchased Parts. Allied’s actual costs for
urchased parts changed from the costs negotiated. For example, delivery order
was 1ssued in October 1997 by DSCR for 76 shaft and wheel motors

(NSN at a unit price of $2,204.61. DSCR issued an
amendment for 76 additional motors in December 1997 at a unit price of
$2,292.79. Allied stated the negotiated prices were based on estimates prepared
in August 1997 that were quantity curved for the increased quantities.

However, in September and October 1997, prior to issuance of either the
delivery order or the amendment, Allied placed individual purchase orders with
a new supplier at significantly lower prices. Based on the lower prices, a fair
and reasonable price for the motors was $1,082.02, a difference of 103.7 and
111.9 percent from the negotiated prices or $85,317 and $92,019 for the total
order and amendment.

The primary reason for the instances where the costs to Allied were actually
higher than the negotiated prices was because of changes (increasesi in
purchased parts costs. For example, DSCC issued delivery order in
April 1996 for 301 gearshafts (NSN NN 2t 2 unit price of $505.
The fair and reasonable unit price for the parts was $685.40, a 35.7 percent
difference. The difference was because a major component had increased in
price from $247 to $436.

Considering All the Factors that Affect Price Negotiations. For the
orders reviewed, Allied estimators did not consider all the factors that would
affect price negotiations when preparing proposals. As a result, DLA
contracting officers that relied on the Allied proposals were unable to negotiate
fair and reasonable prices. In fact, DLA contracting officers would be unable to
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negotiate fair and reasonable prices without facts on changes in manufacturing
locations, significant differences in quantities ordered from those used for
proposals, and accuracy of purchased parts costs.

The Allied Aerospace Equipment Systems (Torrance site) cost system showed
source data from the last 5 detail part and last 10 assembly releases that closed
within the last 36 months. The source data is an excellent tool for preparing
proposals as long as there are no significant manufacturing changes and there
are sufficient closed releases of representative quantities.

The DCMC office at Allied, in conjunction with the DLA supply centers, needs
to negotiate a pricing methodology with Allied that considers all the facts
necessary to negotiate fair and reasonable prices and use the negotiated
methodology to calculate prices for sole-source spare parts. Furthermore, the
DCMC office at Allied needs to provide appropriate oversight to ensure that
spare parts prices are calculated correctly using the negotiated methodology and
the resulting prices are fair and reasonable.

Proposals Based on Standard Costs. For 35 of the orders reviewed, the cost
proposals prepared by Allied estimators were based on standard costs. Standard
costs were used to price proposals for work performed at Allied facilities in
South Bend, Indiana; Rocky Mount, North Carolina; and Eatontown, New
Jersey. The proposals prepared from standard costs did not require the type of
personal judgments and selections of cost data described for the proposals
prepared from actual costs. We identified differences between the negotiated
prices and the fair and reasonable prices for standard cost items. The
differences related to time studies used to calculate labor hours before standard
costs were established and overall lower indirect rates from the time orders were
proposed and negotiated to the time parts were actually manufactured. Two
other areas of concern relating to standard parts were average order quantity
(AOQ) and core items.

Time Studies Used to Estimate Labor Hours. Allied used time studies
to estimate labor hours for a large quantity of gearshafts because the
manufacturing facility for the items had changed, and standard costs had not yet
been established. In November 1996, DSCC issued four delivery orders for
988 gearshafts (NSN [N -: 2 total price of $1,380,282 (each
order was under $500,000). Unit labor hours for the orders were negotiated
between 5.011 and 5.125 based on time studies performed by Allied. Actual
standard labor hours for the part were lower, 3.762 based on an AOQ of 60,
resulting in the negotiated price being about $226,282, or 19.6 percent higher
than the fair and reasonable price. Allied stated that time studies were a valid
measure to use to prepare estimates and in 1996, when the estimate was
prepared, the labor hours were valid and based upon a reasonable estimating
technique. Later, the manufacturing process was improved and make/buy
changes resulted in a reduction of labor hours.

9
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Average Order Quantity. Allied’s AOQ has decreased, which
increases the labor hours and associated costs for production setup. For
proposals prepared from standard costs, the AOQ (quantity of parts in a
production run) determines the total hours of setup time charged to DLA. For
example, if DLA issues an order for 100 units and the AOQ is 25 with a setup
time of 25 hours, then total setup time for the order is 100 hours (100 units
divided by AOQ of 25 equals 4 production runs times 25 hours of setup equals
100). However, if the AOQ were 50, then the total setup time for the order
would only be 50 hours.

DSCC issued delivery order Il in July 1996 for 329 rotor post assemblies
(NSN i) The negotiated unit price was $1,515.21 and the

total price for the order was $498,504. The proposal shows that a lower level
part ( had setup time of0.34 hours per unit based on an AOQ of 64.
Meaning that production lots were run in quantities of 64, and total setup time
was 21.76 hours per lot of 64. An updated proposal obtained during the audit
showed the setup time for the same lower level part at .927 hours per unit based
on a revised AOQ of 24. Here, production lots were run in quantities of 24 and
setup time was 22.25 hours per lot of 24. Consequently, the total setup time for
the order using an AOQ of 24 was 304.98 hours (.927 x 329) versus 111.86
hours (.34 x 329) for an AOQ of 64. The total difference was 193.12 hours or

for the order using a standard labor hour rate of [JJlill. Finally, the
order calls for delivery of 26 units per month raising additional questions about
why the AOQ would be 24. Allied stated that its ability to deliver 26 units per
month does not make the AOQ of 24 for the lower part questionable.

Another example of a questionable AOQ was delivery order , issued by
DSCC in September 1996, for 261 cylinder blocks (NSN

with a unit price of $1,504.41 and a total order price of $392,651. The updated
cost proposal (11/7/98) showed that the AOQ was 24 for the major component
with set-up time (setup labor hours for the component were .928 per unit);
however, the order calls for delivery of 30 units per month. Again, questions
are raised about how many units Allied produces in a production run and
whether it is more efficient to produce 24 units at a time versus a larger
quantity.

Allied stated that AOQs are established and/or changed to maximize shop
performance by manufacturing engineers, and that AOQs are not established for
proposal preparation. Allied’s production operations support a wide variety of
products, often in a flexible manufacturing environment, to support multiple
customers in the marketplace. Allied also stated that it was possible to run two
batches per month to satisfy monthly delivery requirements.

DLA supply centers and the DCMC Allied offices need to review the AOQ on
standard cost proposals and determine whether it is appropriate, efficient, and
agrees with actual quantities produced in production runs.
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Core Items. Three NSNs manufactured at the Eatontown, New Jersey
facility had subparts with core charges. These parts may be reworkable. All
three items were described as “rotor, generator” and were classified as
consumable jtems. - NSNs NSNS, NN, -

all had subpart core charges that totaled over $350,000. Allied stated
that there was currently no repair program for the cores of these parts.
However, if DLA wanted to fund and pursue a study, Allied would be willing to
evaluate the adaptability of a repair program for the cores. Allied stated that it
was always open to repair items versus buying new, and that this is generally
how business is conducted with the other Military Services, and the commercial
marketplace.

DLA supply centers, DCMC Allied offices, and Allied need to review
consumable parts with core charges and determine if it is practical and cost
effective to develop repair programs for the cores versus buying new.

Price Analysis and Breakout

Effectiveness of the Price Analysis. For the items reviewed, DLA supply
centers used price-based acquisition procedures (primarily comparisons to prior
prices) to negotiate prices for sole-source spare parts procured from Allied.
This price analysis was used to justify prices as fair and reasonable on 115 of
the 128 orders reviewed or 89.8 percent of the orders (we could not make a
determination for 3 of the orders). Price analysis was not an effective
acquisition tool for negotiating fair and reasonable prices for the items
reviewed, and in our opinion would not be an effective acquisition tool for
future procurements from Allied, based on the problems previously discussed
with the Allied estimating system. In addition, manufacturing processes,
locations, and quantities are frequently changing, causing significant impact on
costs and prices. Even though a previous price may have been fair and
reasonable, that price may no longer be an acceptable basis to determine future
prices.

Baseline for Future Negotiations. The negotiated prices for only 28 percent of
the items reviewed (37 of 131) resulted in an acceptable baseline for future
price-based negotiations (within plus or minus 10 percent of the fair and
reasonable prices). Consequently, without acquiring initial insight into the cost
basis of the proposed prices, there appears to be no means for DLA to negotiate
fair and reasonable prices for the majority of the Allied items. Likewise, the
contracting officers lack the tools for periodically reviewing the adequacy of the
price baseline, should the procurement remain sole-source.
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Percent Variation

Figure 2 shows that the price analysis alone would be an ineffective negotiating
tool for future negotiations because the majority of the prices that would be used
for comparison purposes were not fair and reasonable. In short, contracting
officers would not have a logical/reasonable starting point to use in evaluating
the contractor’s proposal. Percent variations from the fair and reasonable price
were capped at 100 percent and negative variations represent the fair and
reasonable price divided by the actual price; therefore, positive and negative
variations are proportional.
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Figure 2. Negotiated Prices Varied Significantly From Fair and Reasonable
Prices (10 percent plus or minus variation)®
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The acquisition reform initiative has provided a major shift away from cost-
based negotiations toward price-based negotiations. However, questions remain
on just how DoD can use the price-based approach to obtain fair and reasonable
prices for sole-source spare parts. Various factors significantly change a
contractor’s manufacturing costs, for example, outsourcing items outside the
United States. DoD has no visibility over these changes. Without periodically
performing some type of cost analysis, DoD will pay excessive prices.

The Under Secretary of Defense for Acquisition and Technology should provide
guidance to the DoD acquisition community that demonstrates exactly how
contracting officers should use price-based acquisition procedures to negotiate
fair and reasonable prices for sole-source spare parts when either certified or
uncertified cost or pricing data are not obtained. The guidance should also
indicate how cost-based acquisition procedures (analysis of various cost
elements and profit) should be used in conjunction with price-based acquisition
procedures to periodically reestablish fair and reasonable price baselines.

Breakout Procedures. DSCR contracting officers purchased two items from
Allied that should have been procured from the actual manufacturers using
breakout procedures. Both NSNs were classified as “suitable for competitive
acquisition for the second or subsequent time.” In addition, DoD had
previously purchased both items from the actual manufacturers (Allied procures
the items from the same manufacturers). Both manufacturers were subsequently
contacted by the audit staff and provided quotes and delivery schedules better
than those offered by Allied.

manufactures NSN ,a
deflector assembly. The company provided a quote of $800 each with delivery
of 60 to 70 units per month starting 8 months after receipt of an order.

I 1 onufactures NSN wecﬁon
nozzle. The company responded to the solicitation ( for 593

units that was placed with Allied and had offered a better price and delivery
schedule. The | price was $222.14 each (with a 100 percent option price
of $231.03). Delivery of 300 units was offered 150 days after the date of the
order with the balance delivered within 180 days of the order. I also
stated that it routinely entered into long-term agreements with its customers
(including Allied) that establish fixed prices based on various quantities for a
base year and 4 option years.
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Table 2 shows that breakout procedures provided the best value based on price
and delivery for DoD.

Table 2. Breakout Provides the Best Value for Price and Delivery

Allied Breakout Difference

Unit Total First Unit Total First Total
NSNs Qty. Price Price  Delivery  Price Price  Delivery Dollars Percent

(55 pex)

.

I 436 $1,456.40 $634,990 240 days  $800.00 $348,800 240 days $286,190 82.1
[

[

593 304.79 180,740 270 days  222.14 131,729 150 days 49,011 37.2

Total $815,731 $480,529 $335,202 698

In the commercial marketplace, the elimination of middlemen that provide no
added value is standard practice. For the two breakout items, DSCR can
procure the parts from the actual manufacturers at lower prices with
improved delivery.

DSCR needs to use commercial buying practices to eliminate middlemen that
provide no added value and procure breakout items from the actual
manufacturers using long-term agreements.

Long-Term Commercial Type Buying Strategy

DLA Buying Strategy. DLA supply centers failed to implement an effective
long-term commercial type buying strategy for sole-source Allied spare parts in
the acquisition reform environment. During FYs 1996 through 1998, the
centers purchased over $115 million of spare parts from Allied using a Navy
BOA. A BOA is not a contract but an instrument for placing orders that
basically become individual contracts. The supply centers negotiated 5,767
individual orders that became contracts. In fact, the supply centers used

33 different contracting officers to negotiate 128 of the orders reviewed (data
pertaining to 3 orders were unavailable). The Navy BOA was issued to allow
for ease of ordering spare parts but required significant contracting resources to
negotiate the large number of orders. In addition, contracting officers at the
DLA supply centers are removed from the cost data located at the Allied facility
that is necessary to effectively negotiate prices in a sole-source environment.
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Figure 3 shows that DSCC negotiated the largest number orders on the BOA.

DISC
1,438

($14,562,118)

Figure 3. Orders Negotiated by DLA Supply Centers on BOA

Requirement or Indefinite-Quantity Contract. A better contract vehicle may
be a requirements contract or an indefinite-quantity contract. Fixed prices for
various quantities could be priced by Allied using the negotiated cost-based
pricing methodology previously recommended with only one negotiation.
Responsibility for this negotiation would primarily rest with the DCMC office
located at Allied. This would enable contracting officers to greatly reduce order
time since prices were already negotiated. Negotiating one contract instead of
5,767 different contracts should also significantly reduce the DLA and Allied
resources needed for negotiations.

DLA supply centers and the DCMC office at Allied need to devote the
necessary resources to negotiate a requirements contract or an indefinite-
quantity contract with Allied for sole-source noncommercial spare parts.

Arthur Anderson Study on Commercial Buying Practices for DCMC.
Arthur Anderson prepared a study “DCMC World Class Commercial Buying
Practices Review,” September 17, 1998, based on interviews with nine world
class commercial procurement organizations and seven world class purchasing
executives who joined in a roundtable forum with DCMC professionals to
exchange ideas on best practices. The study focused on three principle areas of
interest: price reasonableness, contract administration, and financial oversight.
The study showed that industry saw little value in rationalizing costs and
preferred to apply energy and resources to reducing costs over the long term.
However, the study also showed that industry had superior pricing
knowledge compared to DoD, because most companies could “make” the
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products they bought and could create appropriate cost detail in-house if
the market did not provide sufficient information. [emphasis added]
Reasonable price was strongly influenced by both competition and the possibility
of competition because overpriced items could be reverse engineered and the
loss of future business was a penalty that most companies would not risk with a
large program buyer. Industry used future business opportunities as leverage to
influence both supplier performance and compliance.

Two of the contractual arrangement areas addressed in the study were prime
vendor contracts with continuous improvement performance parameters, and
share in savings.

Prime Vendor Contracts with Continuous Improvement Performance
Parameters. As stated in the study, multiyear agreements contained specific
out-year targets for price reduction through continuous improvement.

Most industries reviewed have shifted contract administration
focus from cost justification and compliance toward a
continuous improvement orientation aimed at price reduction
over time. This is viewed as a more effective allocation of
purchasing and business resources. Many industry multiple-
year agreements contain specific out-year targets for price
reduction through continuous improvement. In most cases,
larger buyers assist smaller suppliers with continuous
improvement through joint training and direct involvement in
process improvement or problem-solving  sessions.
Normally, the buyer initiates continuous improvement action
when trends indicate the supplier is not meeting agreed-to-
performance parameters.

Share-in Savings. The study also showed that price reductions over the
course of multiple year agreements were expected and sometimes mandatory.

Industry interviewees were remarkably consistent in citing
50-50 as the rule for share in savings when suppliers initiated
innovation leading to savings. They were equally consistent
in noting that there was no sharing when the innovation
resulting in savings was initiated by the buyer. Price
reduction over the course of multiple year agreements is
expected and in one case, mandated at 5% per year. Share-
in-savings incentives, however, are offered beyond pre-
planned price reductions. The 50-50 share for voluntary
savings by suppliers is exactly the same as that specified in
the Value Engineering clause currently in use under the
FAR.
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Allied Long Term Agreements With Its Suppliers. Allied has negotiated
various productivity savings clauses in its long-term agreements with its
suppliers. The productivity savings clauses require that long-term Allied
suppliers improve performance to lower costs and subsequent prices to Allied on
future procurements.

Prime Vendor Contract with Allied. The situation with Allied, where DLA
procures large quantities of sole-source noncommercial spare parts, provides an
ideal situation for DLA to aggressively try to implement a long-term prime
vendor contract with continuous improvement performance parameters and
share in savings. As in the commercial market, it may also be important to
leverage future business opportunities to influence contractor performance. For
example, perhaps contractors willing to negotiate long-term agreements with
DoD that effectively control spare parts prices should receive significantly more
consideration for work on future weapons systems. Contractors that are less
willing to negotiate these types of agreements perhaps should receive less
consideration for future work.

DLA supply centers need to use a combination of cost and price-based
acquisition tools to négotiate a long-term commercial type contract with Allied.
The commercial type contract needs to include continuous improvement
performance parameters or share in savings requirements. Minimum goals
should be to reduce previous price-based prices by 17 percent for the base year
and reduce option year prices by an additional 2.5 percent, annually. See
Appendix D, “Acquisition Pricing Models,” for examples of various pricing
models.

Potential Cost Avoidance. To calculate the potential cost avoidance, we
determined the average annual procurements from Allied on the Navy BOA for
the past 3 years ($38,500,000). Table 1 shows an 18 percent difference
between the negotiated price and the fair and reasonable price and when
breakout items were excluded, the difference was 17 percent. The 17 percent,
based on our judgmental sample, represented the best number available and that
number was used as a price reduction goal for our model. Therefore, based on
the 17 percent price reduction goal from previous prices negotiated on the Navy
BOA, and an additional 2.5 percent annual performance improvement goal, we
calculate that DLA could reduce costs by a least $53.7 million during FY's 2000
through 2005. Our calculation did not consider the fact that spare prices on the
Navy BOA had steadily increased from year to year.
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Table 3 shows the potential cost avoidance using a cost-based requirements
contract with continuous improvement performance parameters or share in
savings requirements.

Table 3. Potential Cost Avoidance
Savings Goals
Average Annual Long-Term
Navy BOA Prime Vendor
Contract Years Amount Percent Amount Amount
Base Year $ 38,500,000 17.0 $ 6,545,000 $ 31,955,000
Option Year 1 38,500,000 19.5 7,507,500 30,992,500
Option Year 2 38,500,000 22.0 8,470,000 30,030,000
Option Year 3 38,500,000 24.5 9,432,500 29,067,500
Option Year 4 38,500,000 27.0 10,395,000 28,105,000
Option Year 5 38,500,000 29.5 11,357,500 27,142,500
Total $231,000,000 $53,707,500 $177,292,500

Summary

Obtaining Fair and Reasonable Prices. The audit showed that there were
significant difficulties in obtaining fair and reasonable prices from Allied for
sole-source noncommercial spare parts using price analysis.

Actions Taken by DLA. In response to the audit, DLA has taken aggressive
action. On February 8, 1999, DLA issued a memorandum to alert procurement
personnel at the supply centers of the problems identified in the audit.

In June 1999, the Director, DLA, and the Deputy Under Secretary of Defense
(Acquisition Reform) signed a charter to establish a rapid improvement team for
the development of a new DLA/Allied strategic alliance relationship. The team
was chartered to identify a mutually acceptable strategic alliance approach
between DLA and Allied premised on a near-term, performance-based
implementation plan. We support this initiative and commend both DLA and
Allied for this cooperative effort, which could easily have wide ramifications.

Comments from Allied. In response to an in-process review on the audit,
Allied provided comments that were considered in preparing this report. The
comments also addressed the use of a prime vendor contract that used both cost
based and price based methodologies.
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Allied Signal has been on the leading edge of working
with DLA to develop a long term, price based commercial
type contract. To explore the approach outlined by the
DoDIG, Allied Signal would be willing to team with the
government to develop new contracting approaches that
incorporate a combination of cost based and price based
methodologies.

Allied also commented that it had made several previous attempts to establish
price list type contracts with DLA. In September 1995, Allied provided pricing
information on a list of 900 items, supported by cost and price data for a sample
of the items to serve as a methodology for pricing all of the items. In 1996,
Allied Signal provided updated pricing because the data provided in 1995 had
not been reviewed. In October 1997, Allied Signal submitted a scaled down
proposal of 110 items that did not result in a contract award. In November
1998, Allied Signal submitted a final updated proposal for the parts discussed
with pricing for four quantity ranges per item but the proposal expired without
award. Allied stated that it felt a successful agreement depended on DLA
establishing a dedicated team.

As a result of a history of failed attempts, AlliedSignal
feels very strongly that progress depends on the
establishment of a dedicated team, including representation
from DLA HQ in any subsequent effort to establish a long
term contracting vehicle. The team will need funding
authority and the ability to establish buy in from all three
DLA centers.

Recommendations, Management Comments, and Audit
Response

1. We recommend that the Under Secretary of Defense for Acquisition and
Technology provide guidance to the DoD acquisition community that
demonstrates exactly how contracting officers should use price-based
acquisition procedures to negotiate fair and reasonable prices for sole-
source spare parts. The guidance should also indicate whether cost-based
acquisition procedures should be used in conjunction with price-based
procedures to periodically reestablish fair and reasonable price baselines.

Management Comments. The Deputy Under Secretary stated that issuing
guidance on when price-based acquisition procedures were appropriate would be
premature until the completion of the Section 912(c) report for the Under
Secretary of Defense for Acquisition and Technology. This report will include
recommendations that address applications for price-based and cost-based
acquisition, how to apply price-based tenets to acquisition, and what new price-
based acquisition tools (including education) need to be developed.
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Audit Response. We agree that implementation of the Recommendation should
then logically await completion of the Section 912(c) study report. The insights
developed by the joint DLA/Allied strategic alliance effort should also be
valuable.

2. We recommend that the Director, Defense Logistics Agency:

a. Require that the Defense Contract Management Command
office at Allied Signal Incorporated, in conjunction with the supply centers,
negotiate a cost-based pricing methodology for sole-source noncommercial
spare parts that considers all the factors necessary to negotiate fair and
reasonable prices.

b. Require that the Defense Contract Management Command
office at Allied Signal Incorporated provide appropriate oversight to ensure
spare parts prices are calculated correctly using the negotiated cost-based
pricing methodology and ensure that the resulting prices are fair and
reasonable.

c. Require that acquisition officials at the supply centers and the
Defense Contract Management Command offices review the average order
quantity used by Allied Signal Incorporated on standard cost proposals and
determine whether it is appropriate, efficient, and agrees with actual
quantities produced in production runs.

d. Require that acquisition officials at the supply centers review
consumable parts with core charges and determine if it is practical and cost
effective to develop repair programs for the cores versus buying new items.

e. Require that the supply centers use commercial buying
practices to eliminate middlemen that provide no added value and procure
breakout items from the actual manufacturers using long-term agreements.

f. Require that headquarters, the supply centers, and the
Defense Contract Management Command devote the necessary resources fo
negotiate a long-term requirements or indefinite-delivery type contract with
Allied Signal Incorporated for sole-source nencommercial spare parts.

g. Require that headquarters, the supply centers, and the
Defense Contract Management Command use a combination of cost and
price-based acquisition tools to negotiate the requirements contract (long-
term commercial type) with Allied with either continuous improvement
performance parameters or share in savings requirements. Minimum goals
should be to reduce previous price-based prices by 17 percent for the base
year, and option year prices by an additional 2.5 percent annualily.
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Management Comments. The Defense Logistics Agency concurred or
partially concurred with each recommendation and initiated efforts that should
lead to a more consistent and reliable pricing methodology with the contractor
for sole-source spare parts. These efforts include reviewing average order
quantities and core items. The Defense Logistics Agency agreed to determine
whether it was legally acceptable to follow up with non-responding solicited
offerors, in regard to breakout. The Defense Logistics Agency also agreed to
develop a new contracting approach that will incorporate a combination of both
cost-based and price-based methodologies and that will consider all techniques,
including those addressed in the report.

Management Comments on the Finding and Audit Response

The Under Secretary of Defense for Acquisition and Technology provided
comments related to both this report and Report No. 99-217. In addition, to
comments on the recommendations, both the Deputy Under Secretary of
Defense (Acquisition Reform) and the Defense Logistics Agency provided
specific comments on the finding. We made changes to the report that were
considered appropriate.

Under Secretary of Defense for Acquisition and Technology Comments

Management Comments on Characterization of Procurement. The Under
Secretary’s memorandum is at Appendix C. The Under Secretary commented
that he was concerned with the characterization of the procurement as being
“priced-based” versus “cost-based.”

Audit Response. We believe our use of the terms price-based and cost-based is
consistent with the definition used by the majority of the DoD acquisition
community. Price-based involves a process that does not evaluate the separate
cost elements and profit whereas cost-based relies on an evaluation of the
separate costs elements and profit. This issue is also discussed in Inspector
General, DoD, Report No. 99-217.

Management Comments on Comparison of Data. The Under Secretary was
also concerned with the comparison of estimates made, in advance of
manufacturing, to actual prices only available years after the award was issued.

Audit Response. We found that the comparison of estimates made, in advance
of manufacturing, to actual costs to manufacture the items was an extremely
effective tool for determining the accuracy of the estimates. By doing so, we
were able to determine the reasons for differences between the estimates and
actual costs. For example, when an estimate was based on small quantity
production runs, the contractors actual costs to manufacture the items were
much less when the production quantity was increased. More importantly, we
learned that price analysis, a primary tool used for price-based acquisition, was
not an effective negotiating tool for subsequent buys because the previous
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negotiated prices were too high. Consequently, without performing cost
analysis on these subsequent buys, DoD would have virtually no visibility of the
lower manufacturing costs achieved by the contractor, the reasons for the lower
costs, and there would be no means to correct prices paid that were too high on
these future buys.

Deputy Under Secretary of Defense (Acquisition Reform) Comments

Management Comments on Using Terms Interchangeably. The Deputy
Under Secretary commented that using price analysis and its definition
interchangeably with price-based acquisition was wrong and should be corrected
in the final report.

Audit Response. We agree there is definitional confusion; however, we have
used these terms in this report as they are most commonly used currently by
DoD acquisition personnel.

Management Comments on the Call to Issue Policy. The Deputy Under
Secretary commented that it was premature to issue policy regarding price-based
acquisition because the Section 912(c) integrated product team on price-based
acquisition would shortly forward its recommendations to the Under Secretary
of Defense for Acquisition and Technology.

Audit Response. We agree.

Management Comments on Fairness to DLLA. The Deputy Under Secretary
commented that calling DLA to account for its actions based on cost information
that was not available was grossly unfair and to reason that mandatory
disclosure of cost information would have resulted in a different outcome was
unsupportable. Further, the argument that a cost-based acquisition system
would have prevented the over-pricing is flawed because the systems that
support a cost-based system were in place.

Audit Response. The audit did not call DLA to account for its actions because
DLA was basically following current acquisition reform guidance. However,
had DLA contracting officers obtained and reviewed available cost data and
appropriate support, the information available at the time of negotiations would
have enabled the DLA contracting officers to negotiate better prices. Instead,
DLA contracting officers relied on price analysis and the contractor’s estimating
system to consider all the factors that would affect price negotiation, which it
did not. Although the contractor did have a cost-based system in place, DLA
contracting officers had no visibility of the cost data and the other factors that
affect price negotiations. Factors such as cost proposals being based on low
order quantities, when significantly larger and more economical order quantities
were being produced or procured, were unknown to the DLA contracting
officers, and therefore were not considered in the negotiations.
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Management Comments on Impartiality of Report. The Deputy Under
Secretary recommended that the Inspector General reconsider the overall
approach used in the audit and perform additional research in order to present a
more balanced and impartial report.

Audit Response. We stand by the balance and impartiality of this report.

Management Comments on Cost Information. The Deputy Under Secretary
commented that the draft report cited instances where cost information was
obtained, but not certified, because purchases were below the threshold for
TINA certification and that errant information was provided by the contractor
because of estimating system problems. The Deputy Under Secretary stated that
the Department did not agree with the lesson drawn from the report that
additional cost data should be obtained, and cost analysis performed on below
TINA threshold procurements, because the Department does not have the
necessary resources. The Deputy Under Secretary concluded that “the
Department must place greater emphasis on improving our procurement
professional’s price analysis skills.”

Audit Response. Although there were instances where “summary” cost data
was provided for purchases below the TINA threshold, the DLA contracting
officers had no insight into what supported the cost data. For example,
contracting officers did not know if the data was based on previous
procurements of similar quantities, or whether the data was based on costs
associated with small quantity procurements that were not representative of the
manufacturing costs associated with the quantity of items being procured. It
does not generally take excessive resources to perform limited cost analysis and
the benefits can, in some instances, far outweigh the cost. We support measures
to improve the contracting professionals’ command of both cost and price based
acquisition techniques.

Management Comments on Orders Exceeding the TINA Threshold. The
Deputy Under Secretary commented that the audit failed to mention what
happened when orders issued exceeded $500,000 and the required certified cost
or pricing data was obtained. The Deputy Under Secretary also wanted to know
the Inspector General’s feelings on requesting certified cost or pricing data for
orders below the $500,000 threshold and should the contractor have been
targeted for defective pricing audits.

Audit Response. The information follows. Seven orders that exceeded the
$500,000 TINA threshold. For 2 of the orders, the negotiated prices were 6.8
and 0.4 percent less than the fair and reasonable price. Certified cost or pricing
data was obtained for one of these orders and the data was waived for the other
order because cost analysis had been performed on the comparison buys used
for the price analysis.
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For a third order certified cost or pricing data was obtained and the negotiated
price was only 5.6 percent higher than the fair and reasonable price.

For two other orders, the negotiated prices were 13.5 and 22.7 percent higher
than the fair and reasonable prices. The Defense Contract Audit Agency
reviewed both proposals and certified cost or pricing data was obtained for the
second order. The two parts were manufactured at the contractor’s facility in
New Jersey and the reason that the negotiated prices were higher than the fair
and reasonable prices was that the contractor’s indirect rates had decreased from
the time proposed to the time the parts were manufactured.

For the sixth order, certified cost or pricing data was obtained. The difference
between the negotiated price and the fair and reasonable price was 16.1 percent.
Although both the DSCR Cost and Price Analysis Branch and DCAA reviewed
the proposal, the negotiated price was higher than the fair and reasonable price.
The reason for the difference was that the labor and material costs used for the
proposal were based on small quantities (10 to 20) and costs were trending
down. The actual order for 120 parts allowed the contractor to achieve greater
efficiencies and lower its costs.

For the seventh and largest order, about $2.6 million, the negotiated price was
41.3 percent higher than the fair and reasonable price. After the Defense
Industrial Supply Center (DISC) had performed cost analysis, the contractor
increased its price to include a new manufacturing/engineering estimate resulting
from additional testing requirements. Actual costs have come in significantly
less than the contractor’s estimate.

The seven orders that exceeded the TINA threshold are excellent examples of
what happens in the acquisition world even when cost data is obtained.
Negotiated prices for the first three orders were right in line with the
contractor’s estimates. However, negotiated prices for the last four orders
were higher than the contractor’s estimates. This occurred because the
contractor was able to lower indirect rates, achieve greater efficiencies from
larger production quantities, and improve on a manufacturing/engineering
estimate. Whether the cost or pricing data was certified or not had no bearing
on the lower prices and there were no defective pricing issues. However, price
analysis would not have identified any of these issues and the cost analysis
performed on these orders should lead to lower prices on future buys. Similar
cost analysis for each order reviewed was provided to DLA for future use.

Management Comments on Market Research. The Deputy Under Secretary
commented that effective price analysis rests on the ability of the buyers to
perform thorough market research, and that the Department supports the
acquisition reform initiative on avoiding requests for both certified and
uncertified cost data because the data leads to excessive proposal costs.
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Audit Response. Unfortunately, market research is not an option for buyers
procuring sole-source military specific spare parts because there is no
commercial market for the items and because normally, the buyers have never
seen the items they are procuring. FAR 15.404-1, “Proposal analysis
techniques,” “(b) Price analysis,” addresses market research but the key word is
competitive.

(iv) Comparison with competitive published price lists,
published market prices of commodities, similar indexes, and
discount or rebate arrangements.

We would welcome the Deputy Under Secretary to explain how he intends for
DoD buyers to perform effective market research in a sole-source environment.
We also wonder whether the statement that requests for cost data lead to
excessive proposal costs is an anecdotal statement, or whether the Deputy Under
Secretary has support for this statement. During the audit we obtained cost data
from the contractor in the contractor’s format and learned how to accurately
interpret the data without placing any undue burden on the contractor’s staff.

Management Comments on Developing Buyers Skills. The Deputy Under
Secretary commented that the Department intends to maximize the use of price-
based acquisition techniques and that buyers must find other ways to determine
fair and reasonable prices without reliance on cost information submitted by the
contractor. Further, he believe it makes more sense to develop price analysis
and market research skills of contracting professionals than to revert to cost
analysis techniques.

Audit Response. As shown by this audit and the other related audits, price
analysis and market research have not been effective negotiating tools thus far
for contracting professionals with regard to sole-source, military specific spare
parts. We strongly support efforts to improve price analysis and market
research skills but we remain skeptical about the applicability of these skills in a
sole-source environment.

Management Comments on the Validity of the Statement. The Deputy
Under Secretary commented that the statement that price-based acquisition
procedures were “an ineffective tool for negotiating fair and reasonable prices
for sole-source spare parts” was invalid for three reasons. First, price-based
does not preclude the use of cost insight to identify cost drivers and to drive
down cost. Second, the report makes no attempt to estimate the premium the
Government pays to obtain and analyze cost data from its suppliers. Third,
additional training and education is necessary for buyers to become experts in
their commodity areas and lack of knowledge does not invalidate price-based
acquisition as a methodology.

Audit Response. The only way to obtain “cost insight” for sole-source spare
parts is by obtaining cost data from the contractor, which the Deputy Under
Secretary previously stated was unacceptable. The audit staff (2-team members)
performed cost analysis for 131 items with no advance knowledge of the
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contractor’s estimating system. The team members determined that negotiated
prices were about $4.9 million or 18 percent higher than fair and reasonable
prices. One would have to consider this return on the resources invested to be
excellent and the dividends should be significantly greater when future orders
are negotiated for these items. Finally, the question still remains on how DoD
buyers are going to become experts in their commodity areas. No amount of
additional training and education will compare DoD pricing knowledge with
industry because most companies can “make” the products they buy and create
appropriate cost detail in-house if the market does not provide sufficient
information.

Management Comments on Contradictions in the Recommendations
Section. The Deputy Under Secretary commented that the Summary of
Recommendations section was contradictory, because the first sentence
recommended price-based procedures, while the third sentence recommended
cost-based procedures for sole-source spare parts.

Audit Response. Neither the Summary of Recommendations section nor the
recommendations themselves are contradictory.

Management Comments on Buying for the Actual Manufacturers. The
Deputy Under Secretary commented that the standard industry vernacular of
“Original Equipment Manufacturers” or “OEMs” should be used in place of
“actual manufacturers” throughout the report.

Audit Response. Using the industry vernacular would be incorrect because it
may refer only to the design control organization. DFARS, Appendix E, “DoD
Spare Parts Breakout Program,” part E-103.4, “Actual Manufacturer,” clearly
defines the term actual manufacturer as used in the context of this report.

Actual manufacturer is defined as an individual, activity, or organization that
performs the physical fabrication processes that produce the deliverable part or
other items of supply for the Government.

Management Comment on “Change in Manufacturing Location.” The
Deputy Under Secretary commented that the criticism of DLA for its ineffective
use of data that was not available at the time of award was unjustified,
inappropriate, and should be deleted from the report as discussed in the
paragraph “Change in Manufacturing Location.”

Audit Response. DLA was never criticized in the subject paragraph for
ineffective use of data. The purpose for the paragraph was to show that costs to
manufacture items can change significantly for various reasons, including a
change in manufacturing location. In this instance, without obtaining cost data,
DoD had no visibility into these significantly lower manufacturing costs or
means to determine that the previous negotiated price was not an acceptable
baseline price for future price-based negotiations.
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Management Comments on the Delta for Percent Difference. The Deputy
Under Secretary commented that under “Changes in Cost for Purchased Parts,”
the percent difference is in the order of 50 percent.

Audit Response. Throughout the report, the delta was always reflected to show
how much higher the actual price was in regard to the fair and reasonable price.
For example, if the negotiated price was $100 and the fair and reasonable price
was $50, the negotiated price would be 100 percent higher. The delta would
have been 50 percent, had we shown how much lower the fair and reasonable
price is, in regard to the negotiated price.

Management Comments on the Statement Regarding Excessive Prices.”
The Deputy Under Secretary commented that the statement that “without
periodically performing some type of cost analysis, DoD will pay excessive
prices” shows the audit’s lack of understanding of price-based acquisition
techniques and a bias toward a predetermined solution. The Deputy Under
Secretary also commented that in the subsequent draft report 8CF-1003,
“Procuring Sole-Source Commercial Spare Parts — A Success Story,” the
auditors admitted that there were instances where the commercial price was less
than the cost-based price.

Audit Response. The Deputy Under Secretary previously commented that the
Section 912(c) integrated product team on price-based acquisition was preparing
a report that will have the solutions on exactly how DoD contracting
professionals can use price-based acquisition procedures to obtain fair and
reasonable prices for sole-source spare parts. We look forward to the
explanation of what those solutions might be.

In regard to the instances where the cost-based prices were actually higher than
the commercial prices, the Deputy Under Secretary has taken the statement out
of context. He failed to mention that, overall, the commercial prices were S|}
million, or |l percent higher than the cost-based prices. The contractor had
informed us that for various reasons commercial items were sold below cost, but
only in a few rare instances.

Defense Logistics Agency Comments

Management Comments on Using Actual Costs. DLA commented that it was
not reasonable to use actual cost data to determine what should have been a “fair
and reasonable” firm-fixed contract price at the time of award.

Audit Response. The objective of any firm-fixed price contract negotiation
(based on a proposal from a contractor’s estimating system) is to negotiate a
price as close to the actual cost to produce the item as possible. One of the
objectives of the audit was to identify the reasons that negotiated prices were not
always representative of actual costs. We found that significant differences
occurred when the proposed prices were based on manufacturing quantities that
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were not representative (too low) of the quantities being procured. This
information was available to the contractor’s buyers at the time of negotiations,
but was not made available to the DLA contracting officers for consideration
during negotiation.

Management Comments on Certified Cost or Pricing Data. DLA
nonconcurred with the assertion that the Allied estimating system did not
consider all the factors that would affect price negotiations for four of the orders
that were subject to TINA. DLA also thought that it was plausible that some
underruns occurred because of unanticipated events that occur after negotiations.

Audit Response. Unfortunately, the mere fact that the contractor provides
certified cost or pricing data does not always enable contracting officer to
negotiate fair and reasonable prices. Knowledge of what the data represents is
what enables contracting offices to effectively negotiate prices. For example,
one of the orders where certified cost or pricing data was obtained was based on
labor and material costs associated with the production of small quantities (10 to
20) and costs were trending down. The current order was for 120 parts;
therefore, with the knowledge that the proposal was based on small quantities, a
factor that would need to be considered during negotiations was the greater
production efficiencies and lower costs that would result from the higher
production quantity. The Allied estimating system did not consider this factor
and the DLA contracting officers had no knowledge that the proposal was based
on smaller production quantities. Consequently, as would be expected, the
negotiated price was 16.1 percent higher than the fair and reasonable price. In
this instance, knowledge of the contractors estimating system and the basis for
the proposal were more important than the certification of the data.

We agree that some underruns occurred because of unanticipated events. We
also believe that the only effective way to identify these underruns and ensure
the information is passed on to DoD in subsequent buys is through some type of
cost analysis on a periodic basis.

Management Comments on Effectiveness of Price Analysis Techniques.
DLA did not agree with the categorical assertion in the draft that price analysis
techniques were not an effective negotiating tool for sole-source spare parts. In
fact, the average percentage difference for the orders where certified costs or
pricing data were obtained was about the same as those orders which relied on
price-based acquisition.

Audit Response. Unfortunately, the only means to determine the effectiveness
of price analysis techniques was to perform some type of cost analysis. Price
analysis also does not provide a means to determine which prices were
reasonable or unreasonable for use on future buys. One of the greatest
advantages of using cost-based acquisition procedures is their self-correcting
nature on future buys. For example, on the largest order reviewed

($2.6 million), DLA obtained cost data, performed cost analysis and in our
opinion did everything correctly. However, the negotiated price was still
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41.3 percent or $750,500 higher than the fair and reasonable price. The reason
the negotiated price was higher than the fair and reasonable price was because
the proposal was based on a manufacturing/engineering estimate for a new
testing procedure. Consequently, through no fault of the contractor or DLA,
the estimate was significantly higher than the actual cost. On the next buy, the
contracting officer can see that the previous buy was determined to be fair and
reasonable based on cost analysis. Therefore, using price analysis techniques,
the contracting officer has no reason to question the reasonableness of a
proposed price that is in-line with the previous price, when in fact, that price
could be unreasonable.

Management Comments on Breakout Efforts. DLA did not agree with the
statement that its buyers failed to adequately consider breakout procedures when
appropriate and commented that its buyers made conscientious efforts to obtain
offers from the actual manufacturers. DLA also commented that the statement
that both manufacturers were contacted and provided quotes should be clarified
to read subsequently contacted by the auditors.

Audit Response. Although some effort may have been made to use breakout
procedures, the effort was not effective. However, we have changed the final
report to read “effectively use” in place of “adequately consider” breakout
procedures and have clarified the statement about contacting the manufacturers.

Management Comments about Fair and Reasonable Prices. DLA
commented that fair and reasonable prices that were developed after completion
of orders, based on actual costs, should be revised to read contractor’s actual
incurred cost plus profit. DLA also commented that there were no savings
associated with breakout because the actual manufacturers did not submit offers.

Audit Response. We recognize that a fair and reasonable price determined at
the time of negotiations may differ from the fair and reasonable price based on
actual costs. However, the goal of any negotiations should be for the negotiated
prices to mirror the actual costs; therefore, we believe the best way to reflect
fair and reasonable prices is to use the actual costs. We also believe that with
only slightly more effort, DLA could have obtained offers from the actual
manufacturers.

Management Comments on Cost Reductions in Long-Term Contracts. DLA
commented that the audit calculation of savings may be unduly optimistic and
not fully achievable.

Audit Response. We believe the calculation of savings is realistic. Once the

contract is negotiated, a final determination on achievable cost avoidance can be
made.
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Appendix A. Audit Process
Scope

Work Performed. We reviewed DLA procedures and support contract
documentation for delivery orders issued by DSCC, DSCR, and DISC to Allied
under Navy BOA N00383-95-G-M120. During FYs 1996 through 1998, DLA
issued 5,767 delivery orders totaling $115,465,821 (169 orders over $100,000
totaling $41,303,231 and 5,598 orders under $100,000 totaling $74,163,501) to
Allied on Navy BOA N00383-95-G-M120. We judgmentally reviewed a total
of 131 orders valued at $32,156,223 (117 orders over $100,000 totaling
$31,305,518 and 14 orders under $100,000 totaling $850,705). Percentages in
the report developed from the judgment sample do not generalize to the
universe. A total of 95 different NSNs were procured on the 131 orders. Our
review focused on determining whether negotiated prices were fair and
reasonable based on cost data obtained from Allied for the NSNs reviewed.

DoD-wide Corporate Level Government Performance and Results Act
(GPRA) Goals. In response to the GPRA, the Department of Defense has
established 6 DoD-wide corporate level performance objectives and 14 goals for
meeting these objectives. This report pertains to achievement of the following
objectives and goals.

Objective: Fundamentally reengineer the Department and achieve a 21st
century infrastructure. Goal: Reduce costs while maintaining required military
capabilities across all DoD mission areas. (DoD-6)

DoD Functional Area Reform Goals. Most major DoD functional areas have
also established performance improvement reform objectives and goals. This
report pertains to achievement of the following functional area objectives and
goals.

Acquisition Functional Area. Objective: Internal Reinvention. Goal:
Eliminate layers of management by streamlining processes while reducing the
DoD acquisition-related workforce by 15 percent. (ACQ-3.1)

General Accounting Office High-Risk Area. In its identification of risk areas,
the General Accounting Office has specifically designated risk in Defense
Contract Management as high. This report provides coverage in that high-risk
area.

Methodology

Use of Computer-Processed Data. To achieve the audit objectives, we relied
on computer-processed data from DLA supply centers to determine the audit
scope. The computer-processed data were determined reliable based upon the
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significant number of contract actions we reviewed and compared to the data
output from the supply centers. Although we did not perform a formal
reliability assessment of the computer-processed data, we determined that the
contract delivery order numbers, award dates, and amounts generally agreed
with the information in the computer-processed data. We did not find errors
that would preclude use of the computer-processed data to meet the audit
objectives or that would change the conclusions in the report.

Universe and Delivery Orders Reviewed. Table 4 summarizes the DLA
delivery orders reviewed on Allied contract N00383-95-G-M120.

Table 4. DLA Delivery Orders Reviewed on
Allied Contract N00383-95-G-M120

Over $100,000
Total Delivery Orders Delivery Orders Reviewed
FY Number Amount Number Amount
1996 37 $ 8,836,588 26 $ 6,557,051
1997 75 20,736,863 65 18,183,524
1998 57 11,728,870 26 6,564,943
Subtotal 169 $41,302,321 117 $31,305,518
Under $100,000
Total Delivery Orders Delivery Orders Reviewed
FY Number Amount Number Amount
1996 1,501 $ 18,159,275 6 $ 278,990
1997 1,986 25,702,884 8 571,715
1998 2,111 30,301,341 0 $0
Subtotal 5,598 $ 74,163,501 14 $ 850,705
Total 5,767 $115,465,822 131 $32,156,223

Fair and Reasonable Prices. Fair and reasonable prices were calculated using
updated Allied cost data based on either actual costs or standard costs, and from
comparisons to breakout prices. Other than for the breakout items, cost-based
acquisition procedures were used to calculate fair and reasonable prices. We
obtained detailed uncertified cost data and updated price proposals from Allied
in contractor format. The cost data and updated price proposals were discussed
in detail with Allied in November 1998. Whenever possible, the same profit rate
was used that was used on the negotiated orders. Detailed analysis schedules
for the parts reviewed were provided to Allied, DLA headquarters, and each
supply center.
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Audit Type, Dates, and Standards. We performed this program audit from
November 1998 through February 1999 in accordance with auditing standards
issued by the Comptroller General of the United States, as implemented by the
Inspector General, DoD.

Contacts During the Audit. We visited or contacted individuals within the
DoD and Allied Signal Incorporated. Further details are available on request.
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Appendix B. Summary of Prior Coverage

During the last 5 years, the General Accounting Office has issued two audit
report and the Inspector General, DoD has issued four audit reports discussing
either contractor estimating systems or prices for spare parts in the acquisition
reform environment.

General Accounting Office

General Accounting Office Report No. NSIAD-99-90, “DoD Pricing of
Commercial Items Needs Continued Emphasis,” June 1999.

General Accounting Office Report No. NSIAD-94-153, “Contract Pricing, DoD
Management of Contractors with High Risk Cost-Estimating Systems,”
July 1994,

Inspector General, DoD

Inspector General, DoD Report No. 99-217, “Sole-Source Commercial Spare
Parts Procured on a Requirements Type Contract,” July 21, 1999.*

Inspector General, DoD Report No. 99-026, “Commercial Spare Parts
Purchased on a Corporate Contract,” October 30, 1998.*

Inspector General, DoD, Report No. 98-088, “Sole-Source Prices for
Commercial Catalog and Noncommercial Spare Parts,” March 11, 1998.*

Inspector General, DoD, Report No. 98-064, “Commercial and Noncommercial
Sole-Source Items Procured on Contract NO00383-93-G-M111,” February 6,
1998.*

*Only redacted versions of these reports will be available on the Internet at
www.dodig.osd.mi./audit/reports. These reports belong to the series of reports discussed in the
Executive Summary and elsewhere in this report.
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Appendix C. Memorandum from Under
Secretary of Defense for Acquisition
and Technology

FOR OFFICIAL USE ONLY
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MEMORANDUM FOR INSPECTOR GENERAL, DEPARTMENT OF DEFENSE
SUBJECT: Results of Recent Spare Part Audits

Thank you for your memorandum of March 10, 1999, providing me
with information on your on-going subject audits. I also
appreciate your staff meeting with Mr. Stan Soloway to discuss
the report findings, conclusions, and recommendations.

Your memorandum and the feedback from the meeting with Stan
have raised some important issues for the Department. We
clearly need to continue the efforts we began after the release
of your first three spare parts audits to educate our buyers on
commercial spare parts buying practices. However, your draft
reports raise three important issues.

First, the implication in your reports is that our approach
to price-based acquisition needs to be rethought. However, one
report lauds Bell Helicopter and the Defense Logistics Agency
(DLA) for developing a methodology for establishing fair and
reasonable prices for parts. While the report characterizes
this methodology as “cost-based”, the nature of the process
employed by Bell Helicopter and DLA is fully consistent with my
vision of “price-based acquisition”. I believe the real issue is
the fostering of partnerships with our suppliers in which there
is a sharing of information, including information on key cost
drivers, as well as the use of tools such as parametric pricing.
As such, I strongly urge you to modify the language in your
final report by removing the references to “price” and “cost” -
based contracting and instead discuss the importance of
information sharing of a type that is common to the best
commercial practices.

With regard to the Allied Signal report, I am again concerned
about the characterization of the procurements as being “price-
based” versus “cost-based.” Moreover, the most relevant issue
would appear to be the methodology used in the Allied Signal
audit. Allied Signal raises some valid issues regarding
comparison of estimates made, in advance of manufacturing, to
actual prices only available years after the award is issued. I
believe this methodological issue must be addressed before the

FOR OFFICIAL USE ONLY
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final report is released in order to make the audit findings
meaningful.

Finally, your audit reports contain a number of findings,
conclusions, and recommendations. RAs stated above, they also
raise some issues. I intend to seek the assistance of a
manufacturing expert from outside the Department to help us
better understand the issues and to assess what actions we
should take to address these issues. Included in that
assessment will also be further analysis of the Hamilton-
Standard report, which would appear to involve a number of
issues, including internal DoD and military service practices.
I welcome your support of this course of action.

Should you have any questions concerning these issues, please
contact Mr. Stan Soloway, Deputy Under Secretary of Defense
{Acquisition Reform) at (703) 695-6413.

. S. Gansler

FOR OFFICIAL USE ONLY
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Appendix D. Acquisition Pricing Models

Price-Based or Cost-Based Acquisition Procedures. FAR 15.402 establishes
an order of preference in determining the type of information required for
negotiations. Competition is the first preference but unavailable in the sole-
source spare part environment. Price-based acquisition (price analysis)
procedures are the second preference and cost-based acquisition procedures are
the third preference. Unfortunately, there are inherent problems with relying
strictly on price-based or cost-based negotiating tools; however, using these
tools and other commercial buying practices in conjunction, may enable DoD
and DLA to attain the best value and lower overall costs for spare parts.

Price-Based Acquisition Procedures. After competition, price-based
acquisition procedures (price analysis) are the preferred method of negotiating
prices. This method provides DoD with no visibility over contractor costs and
provides contractors with maximum incentive to control costs because every
dollar saved results in additional profit. Price-based acquisition procedures
(price analysis) also provide virtually no incentive for contractors to lower the
prices that DoD pays in a sole-source environment. Our review of price
negotiation memoranda showed that DoD contracting officers rarely question
annual price increases up to 25 percent from prior prices based on price
analysis. In fact, DFARS 215.404-1, “Proposal analysis techniques,” requires
proposal analysis for spare parts only when the proposed price exceeded
25 percent or more of the lowest price the Government has paid for the item
(within the most recent 12-month period).
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Dollars (millions)

Figure 1 shows a price-based acquisition model with prices increasing at 5
percent annually and cost decreasing at 5 percent annually and the resulting
windfall profits for the contractor. Actual price increases and cost decreases
could be significantly higher in a sole-source environment. History has shown
that this method of procurement in a sole-source environment has resulted in
unreasonable prices and excessive profits and was the reason for TINA.

Price
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Figure 1. Price-Based Acquisition Model with Prices Increasing and Costs
Decreasing at 5 Percent Annually

Figure 1 shows that in the base year the contractor would receive $15 million
profit (15 percent) on costs of $100 million but that by year 5 the contractor has
lowered costs and increased prices resulting in excessive profits of

$58.33 million (71.6 percent) on costs of only $81.45 million.
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Cost-Based Acquisition Procedures. Although cost-based acquisition
procedures provide DoD with visibility over contractor costs, and establish
profit as a fixed percentage of those costs, sole-source contractors have little
incentive to keep costs from increasing because higher costs mean higher overall
profit dollars.

Figure 2 shows a cost-based acquisition model with costs increasing at 5 percent
annually and corresponding price increases. Although the profit rate remains
fixed at 15 percent, total profit dollars increase as costs increase. Actual price
increases may be higher or lower depending on costs. This method of
procurement results in fewer instances of unreasonable prices and excessive
profits, and when problems do occur, are normally corrected in subsequent
negotiations when cost data is obtained.
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Figure 2. Cost-Based Acquisition Model with 5 Percent Cost Increase and
Corresponding Price Increases

Figure 2 shows that in the base year the contractor would receive $15 million
profit (15 percent) on costs of $100 million. By year 5, the contractor still earns
15 percent profit but because its costs have increased to $121.55 million, the
total profit is $18.23 million.
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Utilizing All Acquisition Tools. Prices for spare parts should be
reasonable and both the Government and contractor should be striving for cost
reduction continually. The best commercial-type approach may be to negotiate
a long-term prime vendor contract with continuous improvement performance
parameters and some type of share-in-saving using both cost and price-based
acquisition procedures. For example, using cost-based data, DLA could
negotiate base-year contract prices and provide that option year prices would be
price-based as long as continuous improvement performance parameters or
share-in-savings conditions were met. Accordingly, DLA would not request
further cost data for option year prices unless the contractor failed to achieve
performance and savings goals for the total contract.

Figure 3 shows a cost/price based model where initial contract prices are
established using cost data but subsequent option years are negotiated based on
price analysis. The model shows prices decreasing by 2.5 percent annually and
costs decreasing by 5 percent annually. This model is a win-win situation for
both the contractor and DoD because as contractor costs and DoD prices
decrease contractor profits increase.
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Figure 3. Cost/Price-Based Acquisition Model with Prices Decreasing by
2.5 Percent and Costs Decreasing by 5 Percent Annually
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Figure 3 shows that in the base year, the contractor would receive $15 million
profit (15 percent) on costs of $100 million, resulting in a total price to the
Government of $115 million. By the fifth year the contractor lowered its costs
to $81.45 million, and now earns a $27.6 percent profit ($22.48 million)
because the Government’s total price has been lowered to $103.93 million.
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Appendix E. Review of Spare Parts Prices on
BOA N00383-95-G-M120

NSN

AAARAMRRUARRANAEK
InnnininnEnEnnnnnnannnn i

Navy
Based on Actual Costs

Order Order
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11/20/96
3/4/97
1/30/98
3/26/97
114/97
11/28/97
9/5/96
218/97
3131197
4116/97
2/12/97
219/97
1/6/98
8/29/97
4/22/9%
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1/5/96
9/17/96
4124/97
9/9/97
1/26/96
1/15/97
4/129/97
9/26/96
3/10/97
1/21/97
10/15/96
412197
9/24/97
12/297
7123197
9/30/97
1/30/98
3/2/98
9/8/97

137
106
64
30
19
128
231
22
15
59
122
60
65
100
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125
109
21
174
50
101
125
157
28
17
30
70
12
37
42
45
82
250
134
172

Unit Price
Fair and

Total Price

Fair and

Increase

0. Date Qty. Negotiated Reasonable Negotiated Reasonable Amount Percent

$930.00
$1,544.60
$1,684.21
$2,110.01
$7,802.66
$1,566.52

$425.45
$6,420.83
$2,626.51
$3,106.52
$3,213.52
$5,073.26
$3,651.62
$3,620.00
$6,177.53
$5,957.29
$4,161.90
$3,803.80
$1,139.54
$2,424.11
$2,154.68
$2,011.29
$1,005.79

$806.16
$1,268.41
$6,163.45
$5,820.55
$6,349.38
$1,475.75
$1,569.61
$4,200.00
$5,395.00
$2,714.20
$2,449.00

$518.08
$1,994.00
$1,236.16
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$1,554.75
$705.22
$705.22
$705.22
$7,034.34
$942.60
$138.72
$6,371.25
$1,674.66
$1,674.66
$1,674.66
$3,039.14
$2,648.05
$2,648.05
$7,242.77
$5,332.06
$2,891.14
$2,891.14
$2,048.53
$2,048.53
$1,679.05
$1,679.05
$709.64
$709.64
$724.05
$6,667.61
$6,667.61
$7,299.39
$997.00
$997.97
$2,689.52
$3,073.80
$2,128.28
$2,128.28
$694.25
$1,475.24
$675.11

$127,410
$163,728
$107,789

$63,300
$148,251
$200,515

$98,279
$141,258

$39,398
$183,285
$392,049
$304,3%6
§237,355
$362,000
$296,521
$226,377
$191,447
$475,475
$124,210

350,906
$374,914
$100,565
$101,585
$100,770
$199,140
$172,577

$98,949
$190,481
$103,303

$18,835
$155,400
$226,590
$122,139
$200,818
$129,520
$267,196
$212,620

$213,001
$74,753
$45,134
$21,157
$133,652
$120,653
$32,044
$140,168
$25,120
$98,805
$204,309
$182,348
$172,123
$264,805
$347,653
$202,618
$132,992
$361,393
$223,290
$43,019
$292,155
$83,953
$71,674
$88,705
$113,676
$186,693
$113,349
$218,982
$69,790
$11,976
$99,512
$129,100
$95,773
$174,519
$173,563
$197,682
$116,119

Darkened areas (blank spaces) of this report represent data
considered “Allied Proprietary” which has been deleted.

($85,591)
$88,974
$62,655
$42,144
$14,598
$79,862
$66,235

$1,091
$14,278
$84,480
$187,741
$122,047
$65,232
$97,195

($51,132)
$23,759
$58,455

$114,083

($99,080)

$7,887
$82,760
$16,612
$29,911
$12,065
$85,465

($14,116)

($14,400)

($28,500)
$33,513

$6,860
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$97,490
$26,366
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($44,043)
$69,514
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-40.2%
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10.9%
66.2%
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0.8%
56.8%
85.5%
91.9%
66.9%
37.9%
36.7%
-14.7%
11.7%
44.0%
31.6%
-44.4%
18.3%
28.3%
19.8%
41.7%
13.6%
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7.6%
-12.7%
-13.0%
48.0%
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75.5%
27.5%
15.1%
25.4%
35.2%
83.1%



Increase

Amount Percent

_Unit Price _Total Price

Order Order Fair and Fair and

NSN No. Date OQty. Negotiated Reasonable Negotiated Reasonable
I B 52897 164 $630.77 $406.22  $103,446 $66,620
B Bl 1898 120 $7,243.24  $6,237.11  $869,i89  $748,453
I B 75097 40 $4,9%9.00  $5,229.06  $198,760  $209,162
I B o097 25 $7,424.00  $6,985.12  $185,600  $174,628
T Bl o397 30 3636000  $7,143.55 $190,800  $214,307
T B o097 118 $958.00 $945.85  $113,044  $111,610
I B o097 85 $2,484.46 $1,553.96  $211,179  $132,087
I B 3658 80 51,3168  $1,261.62 $105,346 $100,930
DS B o097 109 $3,776.00  $3,285.55  $411,584  $358,125
D B 21798 91 $4,23970 $3,043.56  $385,813  $276,964
IS B 21397 60 $2,610.00  $2,117.10  $156,600  $127,026
I B o057 62 3500000 $4,0485  $310,000  $251,032
T B 22298 8  $5,340.88  $4,240.91 $453,975 $360,477
D B (0309 141 $1,504.00  $1,102.91 $212,064  §155,510
I B ;797 20 $2,11863  $1,102.91 $42,373 $22,058
I B 5% 209 $753.26 $952.98  $157,431 $199,173
T B 3209% 195 $606.39 $548.81  $118,246  $107,018
IR BN 52098 2480 $183.00 $107.78  $453,840  $267,294
T B 52 1200 $1,02000 $920.00  $122,400  $110,400
I B 21497 1975 $1,300.00 $920.00  $2,567,500  $1,817,000
I B o557 110 $4,163.00 $3,857.83  $457,930  $424,361
IR B 098 440 $297.09 $296.86  $130,720  $130,618
T B 51397 39 $4,265.3¢  $3,443.26  $166,348  $134,287
N B o097 40 $4,355.42  $3,443.26 $174,217  $137,730
I Bl 2897 70 $1,52479 $1,500.86  $106,735  $105,060
I B 57/9% 137 $1,550.00  $1,910.08  $212,350  $261,681
N BN 95097 125 $1,718.00 $870.69  $214,750  $108,836
D B 11398 322 $446.75 $420.79  $143,854  $135,494
I B o27/% 29  $752.86 $752.86  $218,329  $218,329
I B /11/9% 301 $505.00 $685.40  $152,005  $206,305
I Bl 02896 310 $758.20 $685.40  $235,042  $212,474
I Bl 195 70 $580.91 $494.01 $40,664 $34,581
I B 2256 376 $525.00 $525.00  $197,400  $197,400
I B 5097 40 $3,490.84  $2,435.05 $139,634 $97,402
I B 15/% 38 $3,096.80  $1,616.51 $117,678 $61,427
I B 2197 63 $1,766.92  $1,657.57  $111,316  $104,427
D B o279 124 $1,448.80  $1,448.80  $179,651 $179,651
T B 12996 136 $670.00 $781.38 $91,120  $106,268
I B 110/97 308 $631.33 $781.38  $194,450  $240,665
I B o597 132 $1,958.68  $1,627.48  $258,546  $214,827
R B 102495 5 $5,552.00 $4,146.44 $27,760 $20,732
D B 515/% 27 $4,517.96 $4,146.44  $121,985 $111,954
I B 5597 12 $5565.12 $4,146.44 $66,781 $49,757
D Bl 3697 79 $4,919.00  $4,146.44  $388,601 $327,569
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$36,826
$120,736
($10,402)
$10,972
(823,507)
$1,434
$79,093
34,416
$53,459
$108,849
$29,574
$58,968
$93,497
$56,554
$20,314
($41,741)
$11,228
$186,546
$12,000
$750,500
$33,569
$101
$32,061
$36,486
$1,675
($49,331)
$105,914
$8,359
$0
($54,300)
$22,568
$6,083
$0
$42,232
$56,251
$6,889
$0
($15,148)
($46,215)
$43,718
$7,028
$10,031
$17,024
$61,032

55.3%
16.1%
-5.0%
6.3%
-11.0%
1.3%
59.9%
4.4%
14.9%
39.3%
23.3%
23.5%
25.9%
36.4%
92.1%
-21.0%
10.5%
69.8%
10.9%
41.3%
7.9%
0.1%
23.9%
26.5%
1.6%
-18.9%
97.3%
6.2%
0.0%
-26.3%
10.6%
17.6%
0.0%
43.4%
91.6%
6.6%
0.0%
-14.3%
-19.2%
20.4%
33.9%
9.0%
34.2%
18.6%



Unit Price Total Price Increase
Order Order Fair and Fair and

NSN No. Date OQty. Negotiated Reasonable Negotiated Reasonable Amount Percent
NN B 597 68 $2,491.00  $2,620.00  $169,388  $178,160  ($8,772)  -4.9%
D B 21797 80 $2,775.69  $2,508.00  $222,055  $200,640  $21,415  10.7%
B B 5309% 59 $3,279.90  $2,993.00 $193,514  $176,587  $16,927  9.6%
I B 93097 31 $3,795.00  $3,852.00  $117,645  $119,412  ($1,767)  -1.5%
N B 2497 124 $1,815.28  $1,346.15 $225,095  $150,423  $74,762  49.6%
I B :2797 126 $1,180.16  $1,128.62  $148,700  $142,206 $6,494  4.6%
I B 121595 163 $1,209.93 $956.56  $197,219  $155,919  $41,299  26.5%
I B 101597 178 $1,244.47 $956.56 $221,516  $170,268  $51,248  30.1%
N B 0309 335 $1,141.77  $1,067.9 $382,493 $357,767 $24,726  6.9%
D B 024/97 76 $2,204.61  $1,082.02 $167,550 $82,234  $85,317 103.7%
I B 121597 76 $2,292.79  $1,082.02 $174,252 $82,234  $92,019 111.9%
I B 2698 493 $1,275.00 $1,368.68  $628,575  $674,759  (346,184)  -6.8%
B B 09 140 $2,612.29 $2,476.13 $365,721  $346,658  $19,062  55%

Total $21,440,128 $17,745,234 $3,694,894  20.8%
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Appendix F. Review of Spare Parts Prices on
Navy BOA N00383-95-G-M120
Based on Standard Costs

Unit Price Total Price Increase
Order Order Fair and Fair and
NSN No. Date Qty. Nepotiated Reasonable Negotiated Reasonable Amount Percent
Bl 12595 60  $1,267.81 $1,576.30  $76,069 $94,578 ($18,509) -19.6%
B 25/% 329 $1,515.21 $1,548.38  $498,504  $509,417 ($10,913) -2.1%
B 12199 113 $1,556.12 $1,555.50  $175,842 $175,772 $70  0.0%
9/24/97 1026 $758.04 $761.15  $777,749 $780,940 (33,191) -0.4%
722197 795 $282.88 $227.78  $224,890 $181,085  $43,805 24.2%

7/12/9% 103  $1,802.53 $1,588.89  $185,661 $163,656  $22,005 13.4%
1/24/97 89  $1,804.47 $1,588.89  $160,598 $141,411  $19,187 13.6%

1/28/97 233 $491.06 $645.28  $114,417 $150,350 ($35,933) -23.9%
3/9/98 546 $231.65 $184.40  $126,481 $100,682  $25,799 25.6%
3/23/98 440  $1,039.42 $1,051.71 $457,345 $462,752  ($5,408) -1.2%
3/2/98 209 $498.03 $472.18  $104,088 $98,686 $5,403 5.5%
3/23/98 360 $492.19 $472.18  $177,188 $169,985 $7,204 4.2%
2/20/98 357 $594.05 $564.24  $212,076 $201,434  $10,642 5.3%

3/9/96 120  $2,735.28 $2,623.57  $328,234 $314,828  $13,405 4.3%
8/28/96 91  $2,155.37 $1,802.92  $196,139 $164,066  $32,073 19.5%
8/31/95 385 $1,997.50 $1,760.41 $769,038 $677,758 591,2-80 13.5%
7/25/9%6 73 $2,027.00 $1,760.41 $147,971 $128,510  $19,461 15.1%

11/12/96 344  $1,362.37 $1,163.89  $468,655 $400,378  $68,277 17.1%
11/25/96 231  $1,415.57 $1,168.89  $326,997 $270,014  $56,983  21.1%
11/26/96 281  $1,415.57 $1,165.70  $397,775 $327,562  $70,213  21.4%
11/26/96 132 $1,415.57 $1,182.17  $186,855 $156,046  $30,809 19.7%
9/27/9%6 261  $1,504.41 $1,637.55  $392,651 $427,401 ($34,750) -8.1%
6/26/97 102  $1,162.62 $1,178 47  $118,587 $120,204 (81,617 -1.3%

3/18/96 170 $259.96 $248.84 344,193 $42,303 $1,8%0 4.5%
277797 357 $257.92 $248.84 $92,077 $88,836 $3,242 3.6%
8/4/97 873 $263.85 $248.84  $230,341 $217,237  $13,104 6.0%

4/30/97 95  $1,373.54 $1,128.75  $130,486 $107,231  $23,255 21.7%
3/26/96 102  $9,719.00 $7,920.99  $991,338 $807,941 $183,397 22.7%
12/29/96 70  $6,045.00 $5,055.45  $423,150 $353,882  $69,269 19.6%
8/20/97 110  $5,336.26 $5,055.45 $586,989 $556,100  $30,889 5.6%
4/15/97 50  $5,341.00 $4,685.34  $267,050 $234,267  $32,783 14.0%
11/21/96 40  $2,658.00 $1,861.00  $106,320 $74,440  $31,880 42.8%
11/16/95 32 $4,295.00 $3,217.07  $137,440 $102,946  $34,494 33.5%
11/13/96 39  $4,014.00 $3,217.07  $156,546 $125,466  $31,080 24.8%
3/16/98 59  $1,875.00 $1,799.62  $110,625 $106,178 34,447 4.2%

Total $9,900,363  $9,034,340  $866,024 9.6%
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Appendix G. Report Distribution
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Other Defense Organizations (cont’d)

Commander, Defense Supply Center Columbus*
Commander, Defense Supply Center Richmond*
Commander, Defense Industrial Supply Center Philadelphia*
Director, National Security Agency
Inspector General, National Security Agency
Inspector General, Defense Intelligence Agency

Non-Defense Federal Organizations

Office of Management and Budget
Office of Federal Procurement Policy

Technical Information Center, National Security and International Affairs Division,
General Accounting Office

Congressional Committees and Subcommittees, Chairman and
Ranking Minority Member

Senate Committee on Appropriations*

Senate Subcommittee on Defense, Committee on Appropriations*

Senate Committee on Armed Services*

Senate Committee on Governmental Affairs*

House Committee on Appropriations*

House Subcommittee on Defense, Committee on Appropriations*

House Committee on Armed Services*

House Committee on Government Reform*

House Subcommittee on Government Management, Information and Technology,
Committee on Government Reform*

House Subcommittee on National Security, Veterans Affairs, and International
Relations, Committee on Government Reform*
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Under Secretary of Defense for Acquisition and
Technology Comments

OFFICE OF THE UNDER SECRETARY OF DEFENSE

3000 DEFENSE PENTAGON
WASHINGTON DC  20301-3000

ACDU!IN AND 25 MAY 1399

TECHNOLOGY

MEMORANDUM FOR INSPECTOR GENERAL OF THE DEPARTMENT OF DEFENSE
THROUGH: Director, Congressional Actions and Internal Reports

SUBJECT: Negotiating Prices for Sole-Source Spare Parts
(Project Number 7CF-0058.01 dated March 18, 1999)

I appreciate the opportunity to comment on the draft report
that examined spare parts prices negotiated by the Defense
Logistics Agency (DLA) for orders placed with Allied Signal.

I have several concerns with this draft report, including
the methodology used in its development and the
mischaracterization of price-based versus cost-based
acquisition.

While the facts stated in the report are accurate, the
conclusions reached are not. The definition and understanding
of price-based acquisition are inaccurate. The report makes
conflicting arguments regarding the use of price analysis and
cost-based acquisition as the best ways to protect the interests
of the Department. Using price analysis and its definition
interchangeably with price-based acquisition is wrong and should
be corrected in the final report. A call to issue policy
regarding price-based acquisition is premature, as the Section
912(c) integrated product team on “Price-Based Acquisition” will
forward its recommendations to the USD(A&T) shortly. Included
in this report are recommendations that address price-based and
cost-based acquisition applications, how to apply price-based
tenets to acquisitions, the tools available to support price-
based acquisitions, and what new price-based acquisition tools
{including education) need to be developed.

Calling DLA to account for its actions, based on
information that was not available during its operations in 1997
is grossly unfair. To make a leap in reasoning that the
mandatory disclosure of cost information would have resulted in
a different ocutcome is unsupportable. The audit should examine
the systemic issues that led to the determination that the
prices paid for the spare parts were unreasonable, as well as
remedies. The report makes a flawed argument that a cost-based

&
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acquisition would have prevented the over-pricing, but ignores
the point that the systems that support a cost-based system were
in place (certified MMAS and accounting system). As an
attachment to this cover memorandum, please find our specific
comments and recommendations regarding the draft report.

I recommend that the Inspector General reconsider the
overall approach used in this audit. I believe it warrants
additional research in order to present a more balanced,

impartial report.
%@wﬁ

Stan Z. Soloway
Deputy Under Secretary of Defense
(Acquisition Reform)

Attachment:
As stated

cc:
Deputy Under Secretary of Defense (Logistics)
Director, Defense Procurement
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Negotiating Prices for Sole-Source Spare Parts
General and Specific Comments

General Comments:

In the specific instances cited by the draft report, cost
information was obtained from the contractor, but was not
certified because the purchases were below the threshold for
Truth in Negotiation Act (TINA) certification. The report
indicates that errant information was provided by the contractor
due in part to issues with Allied Signal's estimating system.
Whatever the resolution of those issues, the Department does not
agree that the main lesson to be drawn from the report's
findings is that we should periodically plan on obtaining more
cost information and performing cost analysis on procurements
below the TINA threshold. The Department simply does not have
the resources to do so. Instead, the Department must place
greater emphasis on improving our procurement professional’s
price analysis skills.

The audit fails to mention what happened when orders issued
exceeded $500,000 and the required certified cost or pricing
data was obtained. Of note would be to gain the Inspector
General’s feelings on whether contracting officers should have
requested certified cost or pricing data below the $500, 000
threshold in order to better protect government interests. Was
Allied Signal, or should they have been, targeted for defective
pricing audits? The question of how the under threshold
valuation of the reviewed contracts impacted the findings should
be addressed in the audit. Doing so will lend greater
credibility to the audit findings and recommendations and will
show that all facets of the awarded orders and contracts were
considered.

Effective price analysis frequently rests on the ability of
our buyers to perform thorough market research to help them
identify the same level of information available to prudent
buyers in the commercial marketplace. The Department supports
the emphasis that acquisition reform initiatives place on
avoiding not only those requests for certified cost or pricing
data that are not necessary to determine a fair and reasonable
price, but also those requests for other than cost data, which
can still lead to excessive proposal costs.

The Department has indicated it intends to maximize the use
of price-based acquisition techniques. In the purest sense,
that means our buyers must find other ways to determine fair and
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reasonable prices without reliance on cost information submitted
by the contractor. This will be especially challenging when we
procure sole source military-unique items. Based on their
Xnowledge of the marketplace, our contracting professionals will
have to determine when the information they have on hand, e.g.,
historical prices paid for the same or similar items, is no
longer valid for price comparison purposes. It makes more sense
to develop the price analysis and market research skills of our
contracting professionals rather than to rely on a periodic
reversion to cost analysis techniques, especially when the
performance of cost analysis may no longer be feasible due to
the previous use of price-based acquisition.

The draft report includes a recommendation that
requirements-type contracts be considered as an alternative to
using basic ordering agreements for repetitive spare parts buys.
The Department agrees, in principle, that use of prenegotiated
prices, whether on a requirements-type contract or a priced BOA,
can be a useful means of avoiding repeated proposal and
negotiation efforts by both the government and the contractor.

As highlighted, though not specifically addressed in the
draft report, the failure to engage in prudent acguisition
practices should not cast acquisition reform in a negative
light. No matter what acquisition practices are in effect, if
one engages in poor practices, the results will be less than
optimal. Acquisition reform, in and of itself, still depends
upon sound practices to award contracts that are based on good
judgment and common sense.

Price-based acquisition should not be confused or used
interchangeably with price analysis. Price-based procedures are
still being defined as part of the Price-Based Acquisition 912c
studies and will be promulgated and implemented after the study
and its recommendations are complete. The 912(c) study findings
will include training, regulation, policy and communication
recommendations.

specific Comments:

1. The report’s executive summary opens with a discussion of
other audits on similar topics. The audit should focus on the
instant report and delete the other references to minimize
confusion. The report should specifically address what was done
for this audit and what contracts were reviewed.
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Final Report
Reference

2. The report states that DLA did not effectively negotiate
fair and reasonable prices for sole-source noncommercial spare
parts, at least in part, because DLA used price-based
acquisition procedures, “an ineffective tool for negotiating
fair and reasconable prices for sole-source spare parts..” {Page
3). The argument is invalid on three counts.

First, the report does not contain a clear understanding of
the concept of price-based acquisition. For example, the report
states that “this method provides DoD with no visibility over
contractor costs..” (Page 20). 1In fact, price-based does not
preclude the use of cost insight to identify cost drivers and to
drive down cost.

Second, the report does not consider the cost of doing
business when arguing that prices paid for spare parts are too
high. While the report discusses an 18 percent premium on spare
parts costs, there is also a premium to be paid for operating in
a Government-unique system. The report makes no attempt to
estimate the premium the government pays to obtain and analyze
cost data from its suppliers. Without determining the total
cost of the transaction, it is impossible to say whether or not
DLA paid more than it should for the parts it received.

Third, the use of price-based acquisition is predicated on
an informed buyer. Additional training and education is
necessary for buyers to become experts in their commodity areas.
Lack of knowledge does not invalidate price-based acquisition as
a methodology.

Based on the above, the report’s conclusion that “the issue
of price-based versus cost-based negotiations for sole-source
items will need to be closely monitored.” (Page 25) seems much
more reasonable and accurate than the comment that “the price-
based acquisition approach would be an ineffective tool” (Page
15).

3. To be more accurate, “price-based,” as used throughout this
audit, should be changed to read “price analysis” as defined in
various sections of the Federal Acquisition Regulation and the
Defense Federal Acquisition Regulation Supplement. The
references made in the audit typically refer to price analysis.
For example, in the “Meaning of Cost and Price-Based Acquisition
Procedures,” paragraph the definition of price-based acquisition
procedures really refers only to price analysis. The two should
not be used interchangeably so as not to put a negative spin on
how price-based procurement is defined in the report.
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4. The “summary of Recommendation” paragraph contradicts
itself with sentences one and three. The first sentence
recommends “...price~based acquisition procedures to obtain
sole-source noncommercial spare parts.” The third sentence
recommends “...a cost-based pricing methodology for sole-source
noncommercial spare parts.”

5. In the “History of Spare Parts” paragraph, the statement
“The current Acquisition Reform goal is to make DoD more like
commercial buyers” is inaccurate and should be deleted. The
goal of Acquisition Reform is to adopt better, faster, and
cheaper ways of doing business, regardless of whether those
practices are derived from industry or government sources.

6. The audit refers, in several places, to “closed releases.”
This term should be defined for the purpose of clarity.

7. References throughout the report that refer to buying from
the actual manufacturers should refer to them using the standard
industry vernacular of “Original Equipment Manufacturers” or
“OEMs .”

8. Under “Change in Manufacturing Location,”“ the report’s
criticism of DLA for its ineffective use of data that was not
available at the time of award is unjustified, inappropriate and
should be deleted from the report. The audit uses data
collected in January 1999. The negotiation took place in 1997.
The Allied Signal data was not available until March and July
1998.

9. Under “Changes in Cost for Purchased Parts,” the last
sentence changes the basis to overstate the percent difference.
on the negotiated basis, the delta is on the order of 50
percent.

10. Under “Baseline for Future Negotiations,” the last sentence
in the second paragraph, “Without periodically performing some
type of cost analysis, DoD will pay excessive prices,” is not
correct. Utilizing true price-based acquisition techniques, DoD
can ensure that it does not pay excessive prices. Stating
otherwise shows the audit’s lack of understanding of price-based
acquisition techniques and a bias towards a predetermined
solution. In fact, in a subsequent IG audit report, number BCF-
1003 “Procuring Sole-Source Commercial Spare Parts — A Success
Story,” the IG admits that “.timing relating to the issuance of
the 1999 commercial catalog and the last DoD repricing in 1998,
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there were instances where the commercial price was actually
less than the DoD cost-based prices” (Page 10). Beyond flukes
of timing, price-based acquisition techniques, effectively used,
can yield savings for the Department.
11. Under “Price-Based Acquisition Procedures,” the statement
“Price-based acquisition procedures also provide virtually no
incentive for contractors to lower the prices that DoD pays in a
sole-source environment” is erroneous and highlights a lack of
familiarity with true price-based incentives and tools. Price-
based acquisition offers a myriad of opportunities for
significant government savings. To summarily dismiss it out of
hand is inappropriate. The statement should be deleted.

We observe that the report recommends issuing guidance on
when price-based procedures are appropriate. The Under
Secretary of Defense (Acquisition & Technology) will issue
policy guidance upon the completion of the 912(c) study. Action
taken prior to receiving the report’s recommendations would be
premature.
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Defense Logistics Agency (Headquarters)
Comments

DEFENSE L.OGISTICS AGENCY
HEADQUARTERS
8725 JOHN J. KINGMAN ROAD, SUITE 2533
FT. BELVOIR, VIRGINIA 22060-6221

IN REPLY
REFER TO

DDAI 14 June 1999

MEMORANDUM FOR THE ASSISTANT INSPECTOR GENERAL FOR AUDITING,
DEPARTMENT OF DEFENSE

SUBJECT: Draft Report on Negotiating Prices for Sole-Source Spare Parts, 7CF-0058.01

Enclosed are DLA comments in response to your request of 18 March 1999. If you have any
questions, please notify Sharon Entsminger, 767-6274.

Encl

cc
DLSC-BO
DLSC-PPB

Federal Recycling Progrem w Printod on Recycled Paper
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JN 1} 199
SUBJECT: Negotiating Prices for Sole-Source Spare Parts, 7CF-0058.01

FINDING: DLA contracting officers did not effectively negotiate fair and
reasonable prices for sole-source noncommercial spare parts procured from Aliied.
This occurred because DLA contracting officers:

o relied on cost proposals developed from the Allied estimating system that did
not consider all the factors that would affect price negotiations;

e used price-based acquisition procedures (comparisons to previous prices), an
ineffective acquisition tool for negotiating fair and reasonable prices for sole-
source spare parts and failed to adequately consider breakout procedures when
appropriate; and

» failed to implement an effective long-term commercial buying strategy for
sole-source Allied spare parts in the acquisition reform environment.

As a result, DLA supply centers paid about $4.9 million or 18 percent more than
fair and reasonable prices for the $32.2 million of spare parts procured from Allied.

We calculate that DLA supply centers can reduce total ownership costs for their
customers by at least $53.7 million during FYs 2000 through 2005 by using a
combination of both cost and price-based acquisition tools and negotiating a long-
term commercial type contract.

DLA COMMENTS: Partially concur.

Partially concur in the IG finding that ‘DLA contracting officers did not
effectively negotiate fair and reasonable prices for sole-source noncommercial
spare parts procured from Allied.” In negotiating the order prices, DLA
contracting officers:

o limited requests for contractor price support information, in accordance
with Federal Acquisition Regulation (FAR) pricing policy (recently moved from
paragraph 15.802 to 15.402), to the minimum amount necessary to determine price
reasonableness. This rarely necessitated obtaining cost or pricing data as 124 of the
131 orders reviewed under this audit were for amounts below the $500,000 Truth in
Negotiations Act (TINA) cost or pricing data submission threshold,

1
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o compared offered prices to prior award prices (an analytical technique
used in most price-based acquisitions) and, when appropriate, used cost-based
analytical procedures. The cost-based analytical procedures included review of
limited cost information that was previously available, or, in exceptional cases,
cost data obtained from AlliedSignal Military Customer Support, Tempe, AZ
(Allied), to determine reasonableness of their offered price.

o limited requests for field pricing assistance to four instances involving
Allied’s cost or pricing data and in exceptional cases below the $500,000 TINA
threshold. This was in compliance with the applicable regulatory coverage at FAR
15.805(b) (since moved to DoD FAR Supplement (DFARS) 215.404-2(a)(ii)),

o limited the scope of reviews performed on individual proposals, relying, as
specified in FAR 15.407-5, on determinations that Allied had approved estimating
systems,

o negotiated fair and reasonable prices. However, because these were firm-
fixed price orders, procurement contracting officers did not have access to Allied’s
cost records during or following completion of the contract. The DoD IG was able
to review such records and represented Allied’s total actual costs, plus profit using
the rate negotiated for each such order, as portraying “fair and reasonable prices.”
It is not reasonable to use actual cost data to determine what should have been a
“fair and reasonable” firm-fixed contract price at the time of award.

Our position on the three causes cited by the DoD IG for these “negotiated vs
actuals” differences, and on the resulting audit conclusions (see final paragraph of
Finding), follows:

 First cause: Nonconcur that “DLA contracting officers relied on cost proposals
developed from the Allied estimating system that did not consider all the factors
that would affect price negotiations.”

We do not have access to, and have not reviewed, the actual cost information the
DoD IG obtained from Allied and used in formulating the reported finding.
However, Allied certified that cost or pricing data it furnished was current, accurate
and complete on four of the orders which were subject to the TINA. We, therefore,
nonconcur in the assertion regarding these four orders.
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Final Report
Reference

Because the total actual costs plus profit at the negotiated profit rates closely
matched the negotiated amounts for 28 percent of these buys and in another 11
percent an overrun occurred, it is reasonable to infer that all significant factors
were considered in Allied’s estimates, at least in these instances. It is also plausible
that for some of the remaining 61 percent of the orders, underruns could have
occurred because unanticipated events after negotiations forced Allied to shift the
performance of some contracts originally planned for domestic performance to
overseas, and/or from a “make” to a “buy” decision.

o Second cause: Nonconcur that “DLA contracting officers used price-based
acquisition procedures (comparisons to previous prices), an ineffective acquisition
tool for negotiating fair and reasonable prices for sole-source spare parts and failed
to adequately consider breakout procedures when appropriate.”

Current procurement regulations establish a preference for the use of price analysis
techniques in lieu of cost analysis techniques in evaluating offers, except when
TINA applies. We nonconcur in the categorical assertion that such procedures are
ineffective for negotiating fair and reasonable prices for sole-source spare parts.
And, as stated above (first paragraph of these comments on the audit finding), our
contracting officers did use both price-based and cost-based acquisition techniques
in assuring price reasonableness. In fact, using the IG’s methodology of comparing
actual cost plus profit to negotiated prices, the average difference for items
acquired with certified cost or pricing data is approximately the same as for those
which relied on price-based, or limited cost-based analysis.

We also nonconcur in the statement that DLA contracting officers “...failed to
adequately consider breakout procedures when appropriate.” Draft comments
concerning two DSCR orders state “...DSCR needs to...procure breakout items
from the actual manufacturers....” The contract files indicate that the buyers made
conscientious efforts to obtain offers from the actual manufacturers before
procuring the items from the Original Equipment Manufacturer (see our comments
regarding Recommendation 2e). Further, the statement that “Both manufacturers
were contacted and provided quotes and delivery schedules better than those
offered by Allied (under “Breakout Procedures,” page 16 of the draft)” should be
revised to clarify these contacts were subsequently made by the DoD IG during the
course of this audit (i.e., long after award of these orders).
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¢ Third cause: Partially concur that “DLA contracting officers failed to
implement an effective long-term commercial buying strategy for sole-source
Allied spare parts in the acquisition reform environment ”

DLA has, and continues to develop, an effective iong-term strategy for buying both
commercial and noncommercial items. However, a higher priority was assigned to
improving pricing and delivery performance for commercial items supplied by
Allied. In April 1998, before this audit began (announced July 15, 1998), we
recognized the need to comprehensively revamp our approach for obtaining Allied
sole-source parts. As it was deemed more important to improve support under a
commercial contract with Allied for sole-source commercial parts, senior
management of DLA and Allied established dedicated teams to expedite this effort
for commercial parts. This has been accomplished and we are now engaged in a
similar partnership to improve acquisitions of sole-source noncommercial parts.

The DLA supply centers and Allied are in the early stages of developing one or
several long-term indefinite-delivery type contract(s) for an estimated 15,000
commercial and non-commercial items, which should be a more cost-effective
means for the Government to acquire these parts (See our comments regarding
Recommendation 2f.).

e First conclusion: Nonconcur that “As a result, DLA supply centers paid about
$4.9 million or 18 percent more than fair and reasonable prices for the $32.2
million of spare parts procured from Allied.”

DLA contracting officers negotiated fair and reasonable prices prior to Allied’s
commencing performance. The DoD IG prices were developed after contract
completion and reflected actual costs. The DOD IG statement will be correct when
revised to state that we paid $4.6 million more than the contractor’s Gctual
incurred cost plus profit at the individual rates of profit negotiated on 129 of
these orders.” We nonconcur with the 1G that $0.3 million could have been saved
by award to actual manufacturers for two parts. As noted in our response to the
second cause of the audit finding (see page 4 above) these suppliers did not submit
offers and Allied accordingly received these awards. These corrections should be
made throughout the report, including the executive summary and the paragraph
entitled “Fair and Reasonable Prices (see “Methodology” section of Appendix A).”
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o Second conclusion: Partially concur that “...DLA supply centers can reduce
total ownership costs for their customers by at least $53.7 million during FYs 2000
through 2005 by using a combination of both cost and price-based acquisition tools
and negotiating a long-term commercial type contract.”

We have achieved significant cost reductions in previous long-term contracts and
hope to be able to pass on to Military customers opportunity savings reductions in
this order of magnitude. However,, we cannot forecast savings with any certainty,
and are concerned that the audit estimate is unduly optimistic and not fully
achievable.
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RECOMMENDATION 1: We recommend that the Under Secretary of Defense
for Acquisition and Technology provide guidance to the DoD acquisition
community that demonstrates exactly how contracting officers should use price-
based acquisition procedures to negotiate fair and reasonable prices for sole-source
spare parts. The guidance should also indicate whether cost-based acquisition
procedures should be used in conjunction with price-based procedures to
periodically reestablish fair and reasonable price baselines.

DLA COMMENTS: Defer to OSD as this recommendation is directed thereto
vice DLA.

DISPOSITION: Not applicable to DLA.

RECOMMENDATION 2.3.: We recommend that the Director, Defense
Logistics Agency, require that the Defense Contract Management Command office
at Allied Signal Incorporated, in conjunction with the supply centers, negotiate a
cost-based pricing methodology for sole-source noncommercial spare parts that
considers all the factors necessary to negotiate fair and reasonable prices.

DLA COMMENTS: Partially concur.

Currently, DLA supply centers procure noncommercial sole source items from
Allied under a Navy basic ordering agreement (BOA). As noted in the draft audit
report, during FY's 1996 through 1998, DLA issued 5,767 delivery orders totaling
$115 million under this agreement (N00383-95-G-M120). Allied uses cost-based
estimating procedures in pricing these noncommercial items. The draft reported
instances where the unit price-unit quantity relationships and/or specific cost
factors for certain past orders were more relevant than the specific orders the
company’s estimators relied on in developing its price estimates. Had our
contracting personnel been aware of these situations, it is probable that they would
have requested additional price support, obtained field pricing assistance and
sought greater reductions in price negotiations.

Knowledge and use of all of the factors affecting price improves the Government’s
negotiating position. However, we do not agree that full knowledge is necessary to
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negotiate fair and reasonable prices, nor that such use is the most cost-effective
solution across the board.

We have initiated efforts with the contractor which should lead to a more
consistent and reliable pricing methodology used by Allied for quotes for sole
source noncommercial items. Our supply centers, with assistance as necessary
from DCMC and DCAA, will negotiate a pricing methodology with Allied. Our
objectives are to reach an agreement on the levels and types of supporting data
Allied uses in preparing future price quotes, the data it will provide in support of
offered prices, and periodic oversight test mechanisms. Such test mechanisms are
necessary to validate that Allied’s estimating methodology and systems continue to
produce price forecasts which the Government can continue to rely on in its efforts
to procure these parts at prices that are fair and reasonable.

The aggregate award under long-term contracts using any such methodology will
substantially exceed the TINA threshold but is expected to include requirements
for many items of small dollar value which individually do not exceed this
threshold. The methodology employed will probably include both cost or pricing
data and other than cost or pricing data (sales prices, limited cost information, etc).
However, these details have not yet been worked out, so any definitive
commitments would be premature and unfounded at this point.

DISPOSITION: Ongoing. ECD: September 30, 2000.

RECOMMENDATION 2.b.: We recommend that the Director, Defense
Logistics Agency, require that the Defense Contract Management Command office
at Allied Signal Incorporated provide appropriate oversight to ensure spare parts
prices are calculated correctly using the negotiated cost-based pricing methodology
and ensure that the resulting prices are fair and reasonable.

DLA COMMENTS: Partially concur.

Cognizant DCMC offices are responsible for assuring reliable price estimates
under any resulting agreement. DCAA assistance will be requested as appropriate.
Implementing an acquisition strategy which establishes spare parts prices up-front
will bring greater involvement of onsite DCMC and DCAA personnel into the
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process of evaluating the proposed prices. However, this recommendation is
misdirected.

The responsibility for ensuring that negotiated prices are fair and reasonable rests
with the contracting officers. Since the supply centers have not delegated price
negotiation and order issuance to the contract administration office, they remain
responsible for ensuring price reasonableness, regardless of whether an agreed
upon pricing methodology has been established. In addition, as indicated in our
position on the previous recommendation, we do not agree that the methodology
should be limited to “cost-based.”

DISPOSITION: Ongoing. ECD: None.

RECOMMENDATION 2.c.: We recommend that the Director, Defense
Logistics Agency, require that acquisition officials at the supply centers and the
Defense Contract Management Command offices review the average order
quantity used by Allied Signal Incorporated on standard cost proposals and
determine whether it is appropriate, efficient and agrees with actual quantities
produced in production runs.

DLA COMMENTS: Concur.

This matter will be addressed in the price estimating methodology being developed
with Allied (see recommendation 2.a.).

DISPOSITION: Ongoing. ECD: September 30, 1999.

RECOMMENDATION 2.d.: We recommend that the Director, Defense
Logistics Agency, require that acquisition officials at the supply centers review
consumable parts with core charges and determine if it is practical and cost
effective to develop repair programs for the cores versus buying new items.

DLA COMMENTS: Concur.
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Final Report
Reference

The DSCR Value Engineering office, in coordination with the Services, is
reviewing the technical feasibility and cost effectiveness of developing repair
programs for the cores for the three NSNs mentioned in the audit v
continuing to buy new items. So far, they have found out that N'Sm
s used on the F-14A model only, which is expected to be retired trom
service by 2003. This item is not practical to remanufacture using a “core” since
we currently show a demand of 12 per year and an on-hand balance of 68. This is

enough stock to supply the life cycle needs for the item. Review of the other items
is continuing.

If changing one or both of the remaining items from consumable to repairable
proves cost-effective, this change will require approval from the Engineering
Support Activities (ESAs). The ESAs have configuration management and control
responsibility. If there is a potential cost saving involving either or both of the
remaining items and transfer of responsibility is technically acceptable to the
Services and appropriate, the conversion process will be initiated.

DISPOSITION: Ongoing. ECD: September 30, 1999.

RECOMMENDATION 2.e.: We recommend that the Director, Defense
Logistics Agency, require that the supply centers use commercial buying practices
to eliminate middlemen that provide no added value and procure breakout items
from the actual manufacturers using long-term agreements.

DLA COMMENTS: Partially concur.

The DoD IG cited two procurements where DSCR buyers procured items from
Allied which reportedly “should have been procured from the actual manufacturers
using breakout procedures (reference page 16 of draft report).” In fact, these NSNs
had already been broken out and in both cases, the actual manufacturers were
issued a Request for Proposal (RFP) and were identified as the approved sources in
the Commerce Business Daily. The RFPs closed and neither of the actual
manufacturers submitted an offer. The buyer opened negotiations with Allied and
negotiated prices determined to be fair and reasonable.
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We pointed out during our earlier review of a discussion draft that these
circumstances do not support the need for corrective action as recommended. And
further, that the contracting officer’s decision to continue with the procurement, in
lieu of issuing an amendment to allow for additional competition, was proper
considering the lack of response from the alternate sources.

DLA is a strong advocate of the breakout program and relies on this and other
initiatives to secure and improve participation in our procurements by value
added suppliers. However, efforts to improve competition, not efforts aimed at
identifying and eliminating middlemen from participation, is the most effective
means of satisfying the spirit and intent of the Competition in Contracting Act.

We are conducting a legal review to determine whether there are acceptable
circumstances for following up with a non-responding solicited offeror that
historically supplied the item at substantially more advantageous terms. If
permissible, we will consider the appropriateness of guidance addressing such
exceptional situations.

DISPOSITION: Ongoing. ECD: September 30, 1999.

RECOMMENDATION 2.1.: We recommend that the Director, Defense
Logistics Agency, require that headquarters, the supply centers, and the Defense
Contract Management Command devote the necessary resources to negotiate a
long-term requiremnents or indefinite-delivery type contract with Allied Signal
Incorporated for sole-source noncommercial spare parts.

DLA COMMENTS: Concur.

Allied has stated its willingness to team with DLA to develop new contracting
approaches that incorporate a combination of cost-based and price-based
methodologies. DSCC devoted resources to such effort and in December 1998
entered into a multi-NSN long-term contract with Allied. DSCR, in coordination
with DSCC and Allied, are in the early stages of developing a long-term
indefinite-delivery type contract (IDC) for an estimated 15,000 commercial and
non-commercial items. At present, Allied is identifying which of these items it
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believes are commercial vice non-commercial. DLA is establishing a consolidated
action plan for achieving the objectives of this recommendation, in one or several
long-term indefinite quantity type or requirements type IDCs.

DISPOSITION: Ongoing. ECD: September 30, 2000.

RECOMMENDATION 2.g.: We recommend that the Director, Defense
Logistics Agency, require that headquarters, the supply centers, and the Defense
Contract Management Command use a combination of cost and price-based
acquisition tools to negotiate the requirements contract (long-term commercial
type) with Allied with either continuous improvement performance parameters or
share in savings requirements. Minimum goals should be to reduce previous
price-based prices by 17 percent for the base year, and option year prices by an
additional 2.5 percent annually.

DLA COMMENTS: Partially concur.

In our comments in response to recommendation 2.f., we affirm that DLA is
seeking agreement with Allied on establishing one or several indefinite-quantity
type or requirements type IDCs, vice considering only the requirements type IDC
as stated in this recommendation 2.g. DLA plans to seek agreement with Allied
that one of the joint teaming objectives will be to develop acquisition tools with
performance parameters, performance measurement tools, and a program to
facilitate sharing in cost savings. All techniques, including those addressed in this
recommendation, will be considered. However, the pricing methodology,
incentives, and performance measure are matters to be worked out and topics for
the contracting officer’s consideration during negotiations. It would be unwise
and inappropriate to limit the flexibility and leverage of the contracting officer by
attempting to predetermine outcomes on one aspect of the negotiation.

DISPOSITION: Ongoing. ECD: September 30, 2000
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