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CQMFTROLLER OENERAL OF THE UNITED ST4TES 

W‘W+lNQTON. D.C. 2HW 

B-177748 

The Honorable William Proxmire 
Chairman, Subcommittee on Priorities _ ., 

; I and Economy in Government 
\ Joint Economic Committee 

Congress of the United States 

Dear Mr. Chairman: 

In response to your request, we have summarized our 
recent work in evaluating Department of Defense prime con- 

,’ tractor and subcontractor procurement activities. We also 
were concerned with whether any prime contractor-subcontractor 
relationships violated the AntiyKickback Act (41 U.S.C. 51-54). 

At two prime contractor locations, we irrquired into the 
possible existence of kickbacks without any previous indica- 
tion that such activities were occurring at these locations. 

At four other prime contractor locations, we looked 
into the overall effectiveness of the purchasing and subcon- 
tracting systems, including the Government’s surveillance 
of system operations. 

ANTI-KICKBACK ACT AND PRIME 
CONTRACTOR-SUBCCPJTRACTOR RELATIONSHIPS 

The Anti-Kickback Act prohibits the payment of any fee or 
gratuity by a subcontractor to a prime contractor or higher 
tier subcontractor as an inducement for award of a subcontract. 
This law applies toil negotiated contracts and provides for crim- 
inal &penalties and recovery by the Government of the amount of 
the fee. There is, howeverp no specific contract clause now in 
use to preclude such payments as those addressed by the act OK 
those which tend to promote favoritism in the award of subcon- 
tracts. 

In reviewing records at two prime contractors’ plants 
and at selected subcontractor plants, we noted a number of 
transactions and relationships which we considered question- 
able becailse they involved the payment of gratuities or be- 
cause they otherwise violated good procurement p: zctices. FOK- 

exampf e: 

1. Some subcontractors had given gifts to and had 
frequently entertained prime contractor employees 
who were in positions where they could influence 
purchasing decisions, 



,2.- Sam? prime eon:ractor employees were involved in 
appareLt conflict-of-interest situations. 

3. Some purchases. had bertn made through sales agents 
for no apparent rearonp and the prices had been 
increased to cover the sales agents' fees- 

4. Other situations involved questionable transactions 
and relationships. These examples are described 
in detail in appendix I. 

We discussed with appropriate law enforcement officials 
those transactions devzloped during our review where the facts 
and circumstances indicated possible violations of the Anti- 
Kickback Act. We understand that the Internal Revenue S rvice 
and/or the Department of Justice is currently investigating 
some of these transactions. 

The Department of Justice officials told us in informal 
discussions that the exchange of low-dollar-value gratuities, 
such as we foundl would not generally be important enough to 
warrant investigation and prosecution. 

Appendix II discusses three kickback c.zses which were 
reported to the Department of Justice, independent of our 
review, Two of these cases are currently under investigation 
and one-- involving kickbacks paid before 1968~-resulted in 
a conviction . 

Both prime contractors we reviewed had a policy which 
discouraged their employees from accepting entertainment, 
gifts, or other gratuities when such activities were consid- 
ered unusual or when they mignt influence, or be thought to 
influence, employees' judgment in making a purchase oc other 
type business decision. Eb'either of the two prime contractors, 
howeverp had defined what constituted unusual entertainment, 
and therefore accepting or rejecting offers was left to the em- 
ployee's subjective judgm,.:+. The possible range of acceptable 
activity is illustrated by the following statements. 

--The procurement department manager of one of the two 
prime contractors said that accepting entertainment 
from local subcontractors more than two or three times 
a year was unjustified. 

--The security department officials of the same con- 
tractor believed that nominal entertainment (e.g. meals 
and drinks costing from $5 to $ 7.50) received as often 
as 20 to 30 times a year was not as important as one 
major entertainment costing from $200 to $150. 
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in contrast to the prime contractors’ policies discussed 
above, another major Defense prime contractor’s policy iS to 
prohibit the employees’ accepting gratuities. For example, 
the prime contractor’s policy statement provides that eacn 
employee must : 

--Decline any entertainment, gift, gratuity, compensa- 
tion, or favor offered by suppliers and promptly 
report such offe, to his immediate supervisor. 

--Promptly report to his immediate supervisor any gift, 
gratuity, compensation) or fa;ror receive9 by him from 
suppliers and then return it to thz sznder or otherwise 
dispose of it as directed by his supervisor. 

Also each November the prime contractor sends L letter to all 
active vendors reminding them of the company’s policy on gra- 
tuities. The letter includes th: following statement, 

“All * * * personnel are prohibited from accepting 
any gifts oe favors and are required to return 
anything and everything they receive, whether it 
be received at work or at home. The value of the 
gift is not a criterion and all gratuities will 
be returned to the sandier.“’ 

Officia.ls of the prime contractor discussed above 
believe their program is effective because the gifo. offerings 
by vendors has almost stopped over the last 10 years, and 
they cited two examples of brayers who were alleged to have 
been receiving gratuities and whose employment \;as terminated. 

One of the subcontractors we contacted told us tharL gifts 
and gratuities of the type we noted during our review were 
‘rax deductible as business expenses. Generally entertainment 
expenses are deductible under the Internal Revenue Code when 
incurred in connection with or related to the production of 
income. Gifts and gratuities are also deductible as business 
expenses with the limitation that they not exceed $35 a per- 
son e Illegal payments, however@ are not allowable business 
expenses under the Internal Revenue Code. Since it is diffi- 
cult to prove that small-dollar-value gifts and gratuities 
such as we noted had influenced the award of subcontracts and 
therefore violated the Anti-Kickback Act, it appears that such 
gifts and gratuities could be claimed as business expenses for 
income tax purposes. 
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Cc)NCLUSION 

We are concerned abodL gifts and gratuities that have been 
given to contractor and su!xont:actor employees who w?re in po- 
sitions where they could influence contract awards to lower tier 
contractors. Because it is difficult to prove that the small- 
dollar-value gift, OK gratuities we noted were given to influence 
the award of sutccntracts, we plan to take no recoupment action 
under the Anti-Kickback Act. Nevertheless such gifts or gratui- 
ties, in our opinion, should be discouraged because they tend 
to promote favoritism in awarding Government subcontracts, 
particularly when a pattern of reoeated gratuities or entertain- 
ment has been established P even thcrugh each individual instance 
may be of small value. 

RECO!4MENDATION 

We recommend that, as a means of fostering pub1 ic policy 
against improper or questionable practices, such as those dis- 
cussed in this report ; hs a deterrent to such practices; and 
as a means of increasing the integrity of the Federal procure- 
ment process, the Secretary of Defense amer.d the Armed Services 
Procurement Regulataon to require that in e,37ch negotiated Gov- 
ernment contract a clause be included specifically prohibiting 
payments of gratuities by subcontractors to higher tier con- 
tractors involved in Government contracting. 

The clause is intended to prohibit the payment of gifts and 
gratuities, regardless of whether a direct relati,3nship between 
the payment and the specifl,c contract award can be established 
It is antended also to prohibit paymentr by sl:bcontractors to 
higher tier contractors similar to those we noted durkng our re- 
Vl@W, since the clause does not require that it be shown that 
payments were made as an inducement for or as an acknowledgment 
of contract awards. Additionally the clause will provide for 
contract termination--a remedy which is not included in the 
Anti-Kickback Act but which is in furtherance of public policy 
against favoritism in awarding Government contracts and subcon- 
tracts o Finally the cl&i3se will require that violations or 
suspected violations of the Anti-Kickback Act be brought to 
the attention of cppsopriate Government officials. 

We suggest that the clause be worded along the following 
linesB similar to the present rc;rtract clause prohibiting giv- 
ing gratuities to Governmeat emF.Lyees. 
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PRIHE CbNTRWCTOh-~UB.~O~~TKWCTOR GPATUITIES 

“(a) No officer, partner, employee, or agent of 
the contractor or any tier subcontractor holding 
a contract, agreement p or purchase order to per- 
form all or any part of the work required under 
a negotiated Government contract shall solicit or 
accept, directly or indirectly, any gift, gratuity, 
favor, entertainment, loan, fee, commission, or 
any other thing of monetary value from any officer, 
employee I or agent of a subcontractor at any tier 
which obtained I or is seeking to obtain, work 
under or related to Government contracts with 
the contractor or any higher tier stibcontractor. 

“(b) The Government mayl by written notice to 
the contractor, terminate the right of the con- 
tractor to proceed under this contract if it 
is found, after notice and hearing, that gratui- 
ties, as descrioed in paragraph (a) hereof, have 
been solicited or accepted. 

“ (c) If this contract is terminated as provided 
in paragraph (b) hereof p the Government can 
pursue the same remedies against the contractor 
as it could pursue if there were a breach of 
the contract by the contractor. 

“(d) If the contractor has information of 
violations OH suspected violations of this 
clause or of 41 ‘J.S.C. 51, the contractor shall 
report the facts and circumstances to the appro- 
priate Government contracting officials. 

“(e) The contractor shall insert a similar 
clause establishing the right of the prime 
contractor or any subcontractor hereun ^er at 
any tier to terminate lower tier subcontracts 
AE gratuities as defined in this clause are 
sol icited or accepted O a 

Since the above clause does not make the payment of 
gratuities illegal. and since it is difficult to prove such 
payments violate the Anti-Kickback Act or other laws, the 
Congress may want to consider action to make such payments 
clearly illegal by amending 41 U.S.C. 5L-54 to prohibit 
such payments as those addressed by the clause or amending 
Lhe Internal Revenue Code to prohibit deducting such 
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payments as business expenses when paid by a subcontractor to 
a higher tier Government contractor. 

OVERALL EFFECTIVENESS OF 
PRIME CONTRACTOR PROCUREMENT SYCTER 

Our review of the procurement systems of four other 
prime contractors generally showed their purchasing policies, 
proceduresp and internal controls were based on sound procure- 
ment principles. biowever 8 several areas needed attention. 
For example : (1) contractors generally compared past and 
current prices to measure the reasonableness of current 
prices for noncompetitive awards valued under $100,000 
although conditions which cculd affect prices had changed 
since the past prices were established and (2) other weak- 
nesses in procurement procedures and internal controls at 
individual contractors* plants, such as failure to con- 
solidate purchase of low--dollar-value item~~ weakness in 
bid control proce lures, and lack of controls over purchase 
orders, These areas are discussed in detail in appendix III. 

c;wEa~sneriT SURJEILLAMCE 

Government surveillance of contractors' purchasing sys- 
tems is done through annual contractor procurement system 
reviews, ongoing surveillance by administrative contracting 
officers, and periodic audits by defense contract auditors. 

The Government's annual procurement system reviews are 
made for the administrative contracting oEficer to deterAmine 
whether the contractor's grocuremect system and practices 
conform with applicable lawsl Gobarnment procurement regula- 
tions, contract clauses D and sound industrial practices and 
adequately protect the Government's interests. A fatlorable 
determination results in system approval and, in mu,t cases, 
elimination of the need for Government review and approval 
of individual subcontractors. Government procurement regula- 
tions require cogrtizant administrative contracting officers 
tc maintain an adequate level of sueveillance to insure that 
the contractor's procurement system continues to warrant an 
approved status. 

Government surveil.lance regar-.ing kickbacks was limited 
to determining the acceptability cf the contpactorfs written 
policies on gifts and gratuities and ascertaining, thrcugh 
discussion: with purchasing management, that the policy and 
the qovisik>ns of the Anti-Kickback Act P::d been made known 
to the pnrch.?sing organization and t.3: vendor community. 
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If Government representatives detect a violation or suspect 
a violatior of the Anti-Kickback Act, they are to refer the 
matter to higher headquarters for a dec;sion on action to be 
taken I in accordance 9/d eh procurement regulations. 

In ev.?luating the overall surveillance of procurement 
activities at four contractor plants, we found that the 
contractors’ systems had been reviewed and approved on the 
basis of recent procurement system reviews. Ongoing sur- 
veillance was generally restricted to required review and 
consent to specific types of subcontracts, and annual 
procurement system reviews were relied on to identify system 
weaknesses. 

The weaknesses we noted bad not been identified by 
either the ongoing surveillance or the periodic procurement 
system reviews. 

RECQHHENDATIQX 

We recommend that the Secretary of Defense direct pro- 
curement f eview teams I during their reviews of contractor 
procurement systems f to give greater attention to determining 
vl!z?ther contractors are conducting adequate price-cost 
anz+Jysi.s for procurements under $100 p 000 0 

We have discussed the matters presented in this report 
with local contractor and agency officials but, as vour 
office requested p we have not submitted this report >o the 
Departmen= of Defense for formal written comment. 

As you know, section 236 of the Legislative Reorganiza- 
ti-n Act of 1970 requires the head of a Federal agency to 
subszit a written statement on actions taken on our recommen- 
da:ions to the Bouse and Senate Committees on Gcvernment 

? 4 r’ Operations not later than 40 days after the date of the 
L repo:t and to the Pause and Senate Committees on Appropria- -.’ ’ 1 

tiox with the agency’s first request for appropriations made 
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more t-han 60 days after the date of the report. We will be 
in touch with ycx office in the near future to arrange for 
copies of this report to be sent to the Secretary of Defense 
and the four other Committees to set in motion the require- 
zents of section L-6. 

Sincerely yours, 

Cdmptroller General 
of the United States 

8 



APPEND1 i; i APPFYDIX I 

PRIME CONTRACTOR-SUBCONTRACTOR - 

RELATIONSHIPS 

In reviewing the subcontracting activities of two prime 
contractors, where special attention was given to possible 
kickbacks, we found several questionable transactions and 
relationships. 

PRIME CONTRACTOR EMPLOYEES 
?R~vIDED GIFTS AND FREQUENT ENTERT~~N~~ENT 
BY SLJBCONTRACTO2S 

Following are examples of situations where subcontrac- 
tors gave gifts or favors to the prime contractor employees. 

Example 1 

Two local subcontractors that made over 9v percent of 
their sales to a Government prime contractor frequently enter- 
tained selected employees of the prime contractor. Prime con- 
tractor records as of March 29, 1974, showed that these two 
subcontractors each held over 400 outstanding subcsntractsp 
many more than most other subcontractors. The majority of 
the subcontracts had been awarded by buyers supervised by 
procurement employees who had been most frequently erlter- 
tained. One subcontractor entertained three of the prime 
contractor’s employees a total of 65 times in 1 yeiir. The 
entertairment generally consisted of meals and drinks cost- 
ing less than $25 each time. 

The other subcontractor’s records showed that the prime 
contractor’s employees had been entertained 189 times during 
the 2-year period ended September 30, 1974. This entertain- 
ment, according to subcontractor records, generally consisted 
of meals and drinks. However, we found that this subcontrac- 
tor also had (1) purchased an airline ticket that was used by 
a prime contractor employee and (2) loaned credit cards and a 

. television set to a buying-g:oup supervisor. 

Example 2 

A large subcontractor paid over $200 for gifts and gratu- 
ities for a prime contractor’s buyer. The gifts and gratui- 
ties ranged rrom golf balls and green fees to an autographed 
football. During 1972 and 1973 the subcontractor was awarded 
subcontracts totaling more than $200,000 by this prime con- 
tractor. 
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The subcontractor told us that its policies and 
procedures on granting gifts and gratuities conformed to 
the Internal Revenue Service regulations. One Internal 
Revenuee Service sale (regulation 1.274-3) allows firms to 
deduct the cost of business gifts to individuals not in 
excess of $25 a year, Regulations 1.274-2(c) and 1.274-2(d) 
allows firms to deduct‘ the cost of entertainment directlv 
related to or as:;ociated with the active conduct of a trade 
or business and directly before or after a bona fide busi- 
ness discussion when the purpose represents an active effort 
by the taxpayer to obtain income or some other business 
benefit. 

Example 3 

A subcontractor’s sales representative entertained 13 em- 
ployees of a prime contractor at a total cost of $431. Those 
entertained included the former and current directors of ma- 
terial, the manager of central procurement, a buyer, and an 
expediter. The entertainment included a night at a dinner 
theater for three employees and their wives and meals and 
drinks at various clubs and parties for them and for othc r 
employees. 

Example 4 

In February 1973 a prime contractor procurement official 
purchased a used tractor from the subcontractor providing 
groundskeeping services. He paid $450 for the tractor and 
other equipment, The tractor’s needed repairs were made at 
a cost of $175, which brought his total investment to about 
$625. 

Local farm implement dealers told us that the market 
value of a tractor in 1ii.t. condition was between $1,000 and 
$1,200 and one in good condition was about $1,700. Another 
official of the prime contractor told us that he did not 
believe there was a conflict of interest because the procure- 
ment official did not get a very good deal on the tractor and 
there was no indication that favoritism was shown in approv- 
ing the .1??3-74 award to the subcontractor. 

RELATIONSHIP SETWEEN SDBCONTP.ACTORS 
AND SALES AGENTS 

There are manufacturers’ representatives, sales brokers, 
and engineering firms throughout the subcontracting structure, 
and generally they can provide good and valuable services to 
prime contractors and stibcontractors. 

10 
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Armed Services Procurement Regulation 15-205.37 dated 
April 16, 1973, recognizes that selling costs arise in the 
marketing of the contractor *s products and that these costs 
include sales promotions, negotiation, liaison between Govern- 
ment representatives and contractor’s personnelp and other 
related activities. 

The regulation states that the costs are allowable to 
the extent that t&y are reasonable and allocable to Govern- 
men t business. Allocability is to be determined in the light 
of reasonable benefit to the Government from such activities 
as technical, consulting, demonstration, and other services 
which are for such purposes as application or adaptation of 
the contractor’s product to Government use. 

We identified the following relationships between sub- 
contractors to Department of Defense (DOD) prime contractors 
and sales agents that did not appear to benefit the prime 
contractor or DOD. 

Example i 

A manufacturer’s representative received $28,500 in com- 
missions from a subcontractor on sales to a DOD prime con- 
tractor. The subcontractor increased the price it offered 
the prime contractor by an amount equal to the commission. 
Subcontractor officials told us that the commission was not 
for obtaining business solely with the prime contractor. 
The commission had been paid under an agreement with the man- 
ufacturer ‘s representative who was to develop business for 
the subcontractor. Because the representative had not devel- 
oped any business for the subcontractor except that with the 
prime contractor, the agreelment had been terminateg3. 

Example 2 

A sales brakes who had no plant or equipment had received 
subcontracts from first-tier subcontractors of a DOD prime 
contractor. For the one subcontract we were able to fully 
trace, the sales broker had immediately resubcontracted the 
entire order to an unqualified producer, The sales broker 
charged the first-tier subcontractor twice the actual pro- 
ducer @s pricer and the DOD prime contractor paid almost three 
times the actual pr~ducer~s price. 

OTHER QUESTIONABLE TRANSACTIONS 
AND WELWT%ONSHIPS 

In reviewing prime contractor and subcontractor activi- 
ties, we found a number of other questionable transactions 
and relationships. 

11 
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Example 1 

Two employees of a first-tier subcontractor to a 
Government prime contractor received about $6,500 in con- 
sultant fees from a surplus-parts dealer. The payments were 
made after a sale to the surplus dealer rhat was handled by 
one of the two employees. The sale involved surplus parts 
built to the prime contractor’s specification. The sale 
price was $1,950 for parts having a current market value of 
about $190 (000. 

Neither the prime contractor nor the first-tier 
subcontractor has acknowledged that the sale resulted in a 
financial loss. However, the subcontractor dismissed the 
two employees shortly after we report& this matter to the 
subcontractor’s management. 

Example 2 

A contract for se:vicing prime contractor vehicles was 
awarded without competition to a sales firm that represents 
a number of the prime contractor’s suppliers. An official 
of the firm also owned and operated a service station. 

The sales firm official said that he had contacted one 
of his friends, a procurement official of the prime contrac- 
tor I* about getting some vehicle maintenance business. This 
official referred him to a buyer who, in turnl referred him 
to the manager of tsansportation material. The sales firm 
official Later received the contract. 

The sales firm official later purchased jewelry having 
a catalog value of $80 at a SO-percent discount for the 
manager of transportation I the employee who approved most 
of the sales firm$s vehicle maintenance. The employee reim- 
bursed th3 sales Pfrm for its cost of the jewelry. 

Tnis official is the same one mentioned in example 
3 under “Prime Contractor Employees Provided Gifts and 
Frequent Entertainment by Subcontractors” on page 10 and in 
example 1 under “Relationship Between Subcontractors 
and Sales Agents” on page 11. 

Exas 3 - 

A subcontractor I who had previously produced castings 
and who held the fooling under an earlier subcontract, had 
its low bid rejected on a follow-on requirement. Instead 
an award was made to another source whose price was about 
Sl4,OQQ higher. 
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. 

The original subcontractor had tooljnq in its plant 
from the previous order and proposed to u:;r! this tooling to 
produce-. under the new order, The prime (:ont.ractor ‘s buyer 
told the original subcontractor that company cnqinecrs had 
said that the tooling in. the subcontractur’s plant could not 
be used and that he had therefore rejected the subcontrac- 
tor ‘s offer o 

The subcontractor submitted a memorandum to the prime 
contractor’s management concerning the award to another 
source. Following investigation of the matter by contractor 
employees, the award to the second source was terminated and 
an award was made to the original subcontractor. The sub- 
conlrac%r delivered the castings on schedule, and the prime 
contractor accepted them. 

An official of the original subcontractor told us that 
he believed the buyer and an engineer had conspired to place 
the award with the other source because of a possible kick- 
back. tie do not, however, have any facts that indicate that 
prime contrac:or employees benefited from the award to the 
second source e 

Example 4 - 

A prime contractor’s quality control official respon- 
sible for accepting material from suppliers established a 
company to test the hardness of metal fasteners purchased 
by his employer from these suppliers. This employee-owncd 
company has been operating since 19G9 and has earned about 
$58,000, most of which was generated from testing done for 
prime contractor suppliers o No lot of items tested by this 
company had ever been re jetted by the prime contractor. 

At the time this employee-owned company was established, 
the employee consulted management and they found no conflict 
of interest D 

Example 5 

In 1972 five subcontracts totaling $2,951 were awarded 
to a company whose principal stockholders were prime contrac- 
tor employees. Four of these awards showed that company as 
the only suggested source; the awards were initiated in the 
department where two stockholders vorked. The buyer who 
placed the orders told us that he had been unaware that 
prime contractor’ employees were stockholders in that company. 
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The prime contrac?or ‘s legal counsel told us that the 
conflict of interest committee reviewed the above matter and 
ruled that the three employees had a conflict of interest. 
As a result the committee directed that these employees dis- 
pose of their interests in the supplier company. The disposal 
action was delayed because of financial problems, and it had 
not been completed at the close of our review. 

14 
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KICKBACK CASES _I- 

APPEND1 X II 

One of the two prime contractors in this portion of our 
review acknowledged that it had been the victim of a kick- 
back scheme some years earlier, The second contractor told 
us that it had recently referred a kickback allegation to 
the Department of Justice. During our review a major sub- 
contractor developed evidence that it too had been the 
victim of a major kickback scheme. Brief synopses of these 
three cases follow. 

CASE 1 

A 1968 investigation by a prime contractor’s security 
group and the Department of Justice developed allegations 
that 10 of the prime contractor’s employees had received 
entertainment, gifts, transportation, and/or money from 
12 subcontractor firms. One employee admitted receiving 
a total of about $6,037 in cash from three subcontractors; 
other employees admitted receiving tickets to sporting cventsI 
trips to resort areas, moving expenses, and freqent entertain- 
ment. 

The employee who admitted receiving $6,037 and one of 
the presidents of a subcontractor firm who paid about $4,125 
to him were later convicted of violations of the Anti- 
Kickback Act. The employee was fined $5,000; the subcontractor 
official was placed on probation for 13 months. Five prime 
contractor employees, including the one convicted, resigned 
or had their employment terminated. One of these is now 
employed by a subcontractsr to the prime contractor. 

In this case the subcontractor made &>ayment to a ficti- 
tious firm established in tne employee’s wife’s maiden name. 
These costs were passed on to the prime contractoc as a 
part of the subcontractor’s total price. Repor ted?y, the 
scheme was disclosed during bankruptcy proceedings for one 
of the subcontractors. 

CASE 2 

During 1973 a second-tier subcontractor to a Government 
prime contractor had been asked by a first-tier subcontractor 
to create b fund to be used to pay kickbacks to a prime con- 
tractor employee. The fund was to be created by increasing 
the amount of the second-tier subcontract by $5,000. The 
second-tier subcontractor refuse? to do so and reported the 
matter to the prime contractor. 

15 
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Before we started our review, prime contractor officials 
had referred the case to the Department of Justice for in- 
vestigat ion. The prime contractor’s internal audit staff 
also investigated other subcontract awards to the first- 
tier subcontractor but did not make the results of its in- 
vestigation available to us. 

CASE 3 

Late in 1974 an affiliate of a Government prime con- 
tractor serving as a first-tier subcontractor discovered 
that, of about $151,000 billed by and paid to a second--tier 
subcontractor, $125,000 represented duplicate billings. 
Another second-tier subcontractor was paying a 20-percent 
commission on sales made to the same affiliate. About one- 
half, or about $20,000, of the commission was paid to the 
affiliate’s manager of subcontracts. The affiiiate, dis- 
missed nine employees who were directly or indirectly in- 
volved. 

This matter was discovered as the result of an oral 
report to the affiliate’s management by an informant and 
was later confirmed by one of the affiliate’s cost ac- 
countants. This case had been referred to the Department 
of Ju:.tice, and it was actively investigating this case 
at the close of our review. 
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OVERALL EFFECTIVEPJCSS c)F ~-I_---_-------- -- 

PRIME CONTRACTORS' PURCIIASING SYSTEMS --- --- ---------- 

SUBCONTRACTING VOLUME AND EXTENT OF COMPETITION ---- 

The amount of DOD procurement dollars awarded to prime 
contractors, which ultimately are passed on to subcontrac- 
tors, is important. The ratio of subcontracting volume to 
total sales for the four DOD prime contractors whose sub- 
contracting activities we examined during this review ranged 
from about 20 to 55 percent. In 1973 these prime contractors 
awarded subcontracts totaling approximately $540 million, 
including $210 million in subco.ltracts of less than $100,000 
each. 

At each of the four prime contractors, we examined about 
100 procurement transactions totaling almost $50 million, of 
which $7 million worth were under subcontracts of less than 
$100,000. Our sampling showed that about 61 percent of the 
subcontracts had been awarded-- 83 percent of the dollars-- 
noncompetitively. 

EXTENT OF PRICE OR COST ANALYSIS 
AT FOUR CONTRACTORS REVIEWED 

Effective price competition assures that the prices ob- 
tained are fair and reasonable. Dowever, in a noncompetitive 
environment other methods must be used to insure fairness and 
reasonableness of subcontract prices. The r;,z'chods contrac- 
tors use most often are price analysis and cost analysis. In 
certain situations, hokgeverr no analysis is deemed necessary 
because subcontractors are offering goods or services to the 
Government at the same prices they are offered to the public. 

Price analysis involves examining and evaluating a pro- 
spective price without evaluating the separate cost elements 
and proposed profit of the prospective supplier whose price 
is being evaluated. In contrast cost analysis is much more 
thorough and involves reviewing and evaluating a contractor's 
cost or pricing data and the judgmental factors applied in 
projecting from the data to the estimated cost to form an 
opinion on the degree to which the contractor's proposed 
costs represent what performance of the contract should cost, 
assuming reasonable economy and efficiency. 

For subcontracts betwee> $10,000 and SLOO,OGG, prime 
contractors generally used price analysis to measure reason- 
ableness. The following table compares noncompetitive awards 
sampled at the four contractors and :ne methods used to 
analyze the prices. 
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Number of 
ordtrs Total 

Price 
cost 

62 $2,579,381 
6 268,246 

None 39 1,229;320 

Total 107 $4,076,947 - 
For about half of the transactions, all that the prime 

contractors did in analyzing prices was compare proposed 
prices with previous prices. Further, in five instances the 
price analyses were made after the subcontracts were awarded-- 
these analyses seem to have been a waste of time since in most 
cases the prices were already established. In the remaining 
sample of subcontracts where price analyses were made, the 
methods used for evaluating the reasonableness of proposed 
prices included comparison of p.roposed prices qqith com7ctitive 
prices and with in-house technical or engineering estimates 
and comparisons based on buyers' or requesters' knowledge. 

EXAMPLES OF POOR PRICS ANALYSES 

A valid indication of the fairness and reasonableness of 
a proposed price can be obtained by comparing the proposed 
price with past prices when 

--past prices were bA.sed L)n competition or were properly 
tested for reasonableness; 

--other conditions affecting price, such as qu,lity, 
quantity, and schedule, either remain unchanged or 
can be reasonably well identified and projected; and 

--economic conditions remain stable. 

When any of these three conditions is not met, addi- 
tional price or cost information should be ob+ained to insure 
the reasonableness of the proposed price. Manv cubcontracts 
valued at less than $100,000 were awarded altho!!gh these 
conditions were not met, and the only work done was a com- 
parison between past and proposed prices. 

Past price not based on competition 

on August 13, 1973, a prime contractor awarded a noncom- 
petitive purchase order totaling; $60,815.65 for four different 
proprietary items, as shown below. 

1% 
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Description Unit price - 

_ - Coupling, half $28.81 
Czupl ina 24.61 
Coupling 32.119 
Coupling . 34.90 

The purchase order folio showed that, in evaluating the 
reasonableness of the quoted prices, the buyer considered the 
prices previously paid for four previous pucchases of ceupl- 
ing halves and three previous purchases of couplings. We 
determined that the previous buys used in the comparison were 
also noncompetitive purchases from the :;ame supplier. De- 
tailed cost and pricing data was not requested for the August 
1973 purchase. The buyer could rot give us any additional 
factors he had considered in aitelyzing prices for this pur- 
chase. The prices were accepted without negotiation. 

Quality, quantity, or schedule 
requirements changed 

For a September 1973 procurement totalipg $63,153, a 
prime contractor compared the unit prices of productior, hard- 
ware with prices paid in June 1973 for engineering hardware, 
as shown below. 

Proposed procurement 
Quantity Unit price 

11 $680 
6 605 
7 605 

19 233 
19 510 
16 510 

Previous procurerncnt 
Quantity Ur.lt price 

1 $405 
2 3:2 
2 322 
4 50 
3 239 
6 239 

In addition, the propose? procurement included $45,53 1 
for testing and data costs for production hardware compared 
with $15,670 for a previous procursment of engineering hardware. 
The buyer did not evaluate the difference in prices. Increas- 
ing the quantity and moving into pnodt.ction from engineering 
development generally should result ir: a reduced unit price. 
The prices in this easer howeverp were higher than the 
engineering hardware prices. 

Changed economic conditions 

On September 11, 1973, a $38,855 noncoxpetitive, sole- 
source purchase order for actuator cylinders was awarded to 
a supplier which was the only established, qualified source. 

19 
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The price analysis consisted of comparing the proposed price 
with previoo ; prices. This comparison showed rhe proposed 
unit price of $l,b50.23 to be more than double the latest 
purchase price of $922.74. The sti;Epl ier justified the in- 
crease on the basis that neqotiations in 1906 were based on 

3 
large lot runs and that the actual orders received had been 
in lots of one, five, etc. The supplier concluded that ac- 
tual cost data showed the part had been a source of profit 
erosion and that it was necessary to raise the price. There 
were no negotiatior;s, and the price was accepted. 

The purchase history record of this item shosit3 no at- 
tempts to analyze the reasonableness of the price increase. 

No price-cost analysis befo:e 
subcontract award 

At one contractor location, we identified 19 noncompe- 
titive procurements totaling $l,OOl,OOO, for which required 
analyses were not made before contract negotiations and award. 
In 7 cases no analyses were made; in 12 cases analyses were 
made after negotiations and award. These procurements were 
identified through random and judgmental selections of pro- 
curements. 

We compared the negotiation records for the 19 procure- 
ments with the sample procurements over $100,000 whose prices 
were analyzed before award and found that subcontract prices 
over $100,000 had been reduced by more than 10 percent and 
the 19 awards by only 0,l percent. 

Results of negotiation 
With price-cost Without price-cost 

analysis analysis 
(c,;isr $100,000) ($10,000 to $100,000) 

Proposed price $8,C49,878 $1,002,068 
Negotiated price 7,220,792 1,000,937 - 

Negotiated reduc- 
t ion $ 829,086 1,131 

Percent reduction 10.3 0.1 

One explanation for the greater negotiation success with 
contracts over $100,000 was the contract0 s’ obtaining cer- 
tified cost data from subcontractors and determining reason- 
ableness of price through cost analysis. 

20 
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OTHER WEAKNESSES IN CONTRACTORS’ 
PURCl:AS ING SYSTEMS 

Certain other matters needed attention for improved 
purchasifig efficiency and control. 

Failure to consolidate buys 
of low-dollar-value Items 

The procedures used at two contractor locations did not 
encourage consolidating low-dollar-value procurements. The 
way they were procuring low-dollar-value items resulted in 
(1) the avoidance of required procedures on competitive pur- 
chases and (2) costly administrative expenses which could be 
disproportionate to the value of the items purchased. 

Weaknesses in bid control ;rocedures 

At two contractor locations procedures for controlling 
incoming supplier quotations were weak and could possibly 
lead to bid manipulations. At each location bids were given 
directly to the buyers and were no;; recorded at the time of 
receipt by an independent unit. 

Lack of control over purchase orders 

One contractor had a lack of control over purchase 
orders e Under the contractor’s purchasing system, the same 
numbered document was used as both the purchase requisition 
and purchase order. Lne system entailed assigning blocks of 
purchase requisitions-purchase orders to the functional de- 
par tments throughout the plant e This procedure resulted in 
purchase requisitions-orders arriving in the procurement de.- 
partment out of numerical sequence. Complicating the prob- 
lem, the contractor did not keep a purchase order register. 

Lack of manaqement awareness c;F 
sangle/so%e-source procuremec& -- 

One contractor’s procurement officials were not prepar-mm 
ing a monthly single/sole-source report to the director of 
procurements contrary to the contractor’s regulations. The 
report was to insure compliance with the contractorBs intent 
to reduce noncompetitive procurements. We found that 62 of 
102 purchase orders had been awarded noncompetitively. 

Misleading and erroneous data 
kn contractor procuremeTTE?TIes 

At one contractor Iocation misleading procurement data 
in contractor files created an erroneous impression concern- 
ing the sequence in which purchase orders were awarded and 
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all??YZed* Documents in procurement files relative to 7 of 
iiie 19 procurements we identified as heinq placed before 
price-cost analyses by the responsible department (see 
p. 20) gave the impression that the analyses had been made 
before the orders were placed. Two purchase order dates 
had b&e-n changed, four purchase orders were postdated, and 
one price-cost analysis report date was changed by the buyer. 

We brought the matters discussed in this appendix to 
the attention of the responsible contractor officials at the 
close of our review. In most cases the contractors had taken 
or were considering corrective actions, 
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