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Mr. Chairman and Members of the Subcommittee: l
’ {

/

We ajye pleased to be hele today tH discuss ouﬁ/iiewa on ’{
contract /aanngement issues Jit the DepArtaent of “n#rgy (DOE). f"
Cur testinony will draw prifaarily on ‘our December 1992 report x!
LOE contract management.'’ JOE’s contract managemejit was the P
subject of one of 17 report’s we issued in areas we believe are%
especiallr vulnerable to waste, fraud, and abuse tghroughout thi
federal guovernment. I would like to commend you, ﬁr. Chairmani
and the mombers of this Subcommittee for your contjinued suppor
in helping to strengthen federal programs and contiact management

in particular.
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A3 you know, we have appeared before this Subcommittee a
number of times in the past few years to discuss persistent
problems with civilian agencies’ contracting practices. As
recently as December 1992, we testified before your Subcommittee
to highlight actions agencies could take to improve their
oversight and management of contractors.

In recent testimony,? the Comptroller General pointed out
-that. the state of management in the federal government is not
good. Too many principles, structures, and processes that may
have worked well years ago no longer allow the government to
respond quickly and effectively to a rapidly changing world.
This situation is exemplified in DOE’s approach to managing
contracts.

In summary, DOE’'s fundamental weaknesses in contract
management have resulted in widespread mismanagement of federal
property and funds. Our work has shown that DOE’s lenient
approach to contract management jeopardized the nation’s
multibill.'on-dollar investment in the nuclear weapons complex and
nat.ional .l .aboratory network.

At tlre core of DOE‘s problems is a contracting philosophy
dating back to the Manhattan Project of World War I1I, when the
federal government sought to obtain private industry’s
participation in dangerous and uncertain activities by giving
contractors wide latitude in operating the government’s weapons
research and production facilities. Under the veil of national
security, contractors operated largely without oversight or
financial risk.

1High-Risk Series: Department of Energy Contract Management
(GAO/HR-93-9, Dec. 1992).

‘Major Issues Facing a New congress and a New Administration
(GAO/T-0CG-93-1, Jan. 8, 1993).




Operating under this "philosophy of le:st interference," DOE
and its predecessor agencies never developed adequate controls or
supporting management sysritems to p-ovide information for
effective oversisht. Over time, DOE’s abilj%y to oversee
ccrtractors 2aroc:.xl even further, leaving thf Department iff a
wisker positio» to exercise ove.:sight. As Jhe condition Jf the ‘
#eapons comple¢s/Ceteriorated a%id environmi/ital problems W:gan to ‘/
ijurface, weax ' {sses in DOE’s /ibility to cversee contractors came
‘nto sharp fok:d.

Today, D ¥ is trying tolivercome this legacy of inadequate
oversight. &and, to its credit, recognizes that its contract
management. philosophy has placed at risk the government’s
tremendou~ annual investment in contractors’ services. 1In
response + calls for increased oversight made by GAO and others,
DOE has made Improving its contracting management practices a
departmental priority. DOE has begun to implement new
contracting rules and has taken steps to instill a new
organizational culture that acknowledges management shortcomings.
We applaud these efforts. But these new initiatives also raise
new concerns about fundamental weaknesses in management
information necessary to support changes. As a result,
implementing change in DOE is not an easy task. It is an
obligation that will require more focused attention on
fundamental issues plaguing DOE’'s progress. Changing a contract
management approach that led to so many problems will take time
and a significant commitment on the part of DOE's leadership.

Our testimony today will begin with background inform#@tion
on management and operating contractors and then provide an
overview of the dimensions of DOE’s contracting problems and the
obstacles to efficient contract management, address DOE's
contract management initiatives, and, finally, assess the action
needed to strengthen contract management.

BACKGRCUND

During World War II, the Manhattan Engineer District of the
U.S. Army Corps oi Engineers--a predecessor to DOE--was
responsible for developing and producing the first atomic b« mb.
More commonly knowr as the Manhattan Project, the enterprlse was
based on contractual arrangements among the War Department,
industry, and academic organizations and created an unprecedented
approach to contract management in response to the exigencies of
war.

After the war, the newly created Atomic Energy Commission
decided that special incentives were needed to retain the
participation of its management and operating contractors. Under
a "philosophy of least interference," the Commission gave its
contractors virtual independence in managing and operating the
sprawling 12-state network of weapons facilities. External

2



oversight of the contractors’ activities was limited by ..ationai
security concerns. The Commission’s lack of involvement in
operating the facilities was reflected in contract clauses that
relieved the contractors of virtually all financial risk and
exerpted them from most federal and state environmental laws.
DOE carried jover this approach to contract management intact.

Today, §DOE is th@ only cabinet-level office that contracts
out. its majfir missicn?. Providing employment to about 140,000
contractor and 20,000 federal personnel (witkh 000 field
employces directly -.verseeing contractors), is also the
largesl civilian c@atractgnc agency in thes7Wiere.’ AR S
In fislal year 1997 abouea $15:85 bikIvore wef™E", J2V wili10n
procurement buddet’ went to management and operating con*ractors
who design, test, develop, and produce the nation’s nuclear
arsenal; manage the country’s national laboratories; and conduct

basic research in science and energy.

To manage and operate its facilities, DOE has entered into
52 fully cost-reimbursable contracts with 35 contractors. These
include multinational firms and academic organizations, such as
Westinghouse, General Electric, AT&T, and the University of
California. The University of California and AT&T have operated
some of DOE's facilities continuously since 1943 and 1949,
respectively.

DOE’'s predecessors chose cost-reimbursable contracts because
of the difficulties of estimatinc production and research work
loads in advance. DOE has continued this approach as its
principal relationship with contractors. DOF uses primarily two
types of cost-reimbursable contracts: - the cost-plus-award-fee
and the cost-plus-management fee. The majority of DOE’s
contracts--28 out of 52--are held by profit-making firms and are
cost-plus-award-fee contract.s. A cost-plus-award-fee contract
compensates a firm for costs incurred, provides a "base fee" for
operating the facility, and provides an additional fee (the award
fee) on the basis of DOE’'s evaluation of the company’s
performance. In fiscal year 1991, contractors earned award fees
ranging from $673,000 to $18 million. Most of the remaining 24
contracts are with nonprofit organizations and are cost-plus-
management-fee agreements that, in addition to reimbursing all
costs, provide a supplemental management fee agreed upon during
contract negotiations.

DIMENSIONS OF THE PROBLEM

Much of DOE'’s vulnerahility to waste, fraud, abuse, and
mismanagement stems from long-standing inadequacies in the
Department’s oversight of contractors’ operations and activities.
DOE’s management approach has led to negligible control and
limited contractor responsibility.



For example, DOE’s ineffective contract managemert has
resulted in the following incidents:

~- Missing sncret documents. The management and operating
contractor at Lawrence Livermore National Laboratory

l“ could not acriyunt for 10,000 of 600,000 secret documents

W on nuclenxr#@Es»ons and laser technology. DOE‘s reviews

of the comnyligi,

this breiciifysg

r's controls were inadequate to identify
curity.
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-- Tripled subccﬁ?_ st ccais. DOE’s failure to oversee O\
subcontractor’ G lit«gfts ©1 Fcocedures and
fabrication methoas on containers used to transport
nuclear waste cost taxpayers millions of dollars. DOE
remained uninvolved while the subcontractor designed,
tested, and produced the containers. Ultimately, DOE
paid the prime contractor about $14 million tor 15
containers that met design criteria--or about the same
amount that the prime contractor had originally agreed to
pay the subcontractor for 52 containers. This tripling
of unit costs could have been avoided if DOE had
monitored the subcontractor’s activities from the start.

-- Funding of construction projects without required

- congressional authorization. 1In 1991, DOE’s Inspector
General (IG) reported that the operating contractors at
DOE‘’s Savannah River production facilitv improperly
charged a construction account (1) $13 million to fund a
warehouse complex, directly circumventing congressional
funding authorization; (2) $33 million to purchase
nnauthorized capital equipment; and (3) $13 million to
cover a shortfall in operating funds. These practices
enabled the facility to avoid reporting potential funding
problems. At the time of the IG’s audit, a Savannah
River plant contractor was conducting a complete
inentory of the capital equipment acquired through thease
improper procedures. Contractor officials estimated that
as much as 25 percent of this equipment might he missing.

-=- Reimbursement of contractors for thefts by employees.
Some contract clauses could require DOE to reimburse
contractors for all costs--even those DOE considers
unreasonable--unless the Department could demonstrate
that the costs had been incurred through the willful
misconduct or bad faith of corporate management.
Consequently, a contract clause required DOE to reimburse
a contractor for $420,000 in money and materials that a
contractor’s employee had stolen. Such payments reflect
a1 irresponsible use of government funds.

Thes examples demonstrave the systemic nature of DOE's
ccntract nanagement problems. Ve will nov examine some of the
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basic weaknesses that have contributed to this situation.

OBSTACLES TO EFFICIENT CONTRACT MANAGEMENT

DOE’s weak oversight of its contractors remains one cf the
Department’s fundamental problems and significantly affects the
ability to control costs. Yet DOE lacks the tools and resources
to effectively oversee its contractors. For example, DOE’s
current information systems do not provide the kinds of data the
Department needs to effectively manage contracts. Furthermore,
DOE’'s oversight of the award and management fees process, under
which contractors receive millions of dnllars, is weak and
lacking in guidelines. Finally, DOE has historically accepted
nonstandard contract clauses, limiting the Department’s control
over contractors’ activities. Better contract management becomes
particularly urgent as DOE moves to correct s.gnificant
environmental, safety, and health problems at nuclear plants.
This work is expected to cost at least $160 billion and will, in
large part, be performed by contractors.

DQE Lacks Essential Decision-Making Information

Lack of management information is a fundamental weakness in
DOE’s contracting practices. DOE spends about $1.6 billion
annually to provide its managers and staff with information to
help them accomplish DOE’s mission. Yet DOE's managers still do
not have management and financial information essential for
effective contract management. For example, DOE’s financial
systems were designed to meet program managers’ needs when
producing weapons was more important than providing oversight.
Now that DOE is attempting to strengthen oversight, these systems
cannot reliably produce the information needed to gauge either
the status or the costs of its contractors’ activities.

DOE also lacks adequate systems to budget for certain types
of financial commitments to contractors, called "uncosted
obligations." These are obligations that DOE has made to
contractors for goods and services that have not yet been
provided and for which no costs have been incurred. Although DOE
ended fiscal year 1991 with approximately $9.7 billion in
uncosted obligations, it had not, as we testified in March
1992,° established a system for ensuring that these obligations
were analyzed during its budgel preparation. Without adequate
information on uncosted obligations and systematic reviews of its
financial commitments, DOE cannot guarantee that its budget
requests represent the minimum amount needed for annual
operations.

3Energy Management: Systematic Analysis of DOE'’s Uncosted
Obligations Is Needed (GAO/T-RCED-92-41, Mar. 24, 1992),
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DOE’'s Oversjght of the Award Fee Process 1s Weak

Another weakness in DOE’s contract management is that DOE
cannot always support the millions of dollars in award or
management fees that it pays to contractors. Award fees are a
primary tool for changing contractor behavior. Yet DOE does not
provide objective criteria for the award or management fees it
pays contractors, leaving open the possibility of abuse. Thus,
contractors are sometimes rewarded for questionable performance.
For example, in 1989 we pointed out problems in DOE'’s award fee
process and recommended that DOE restructure the process to
reduce the level of discretion exercised in making a final award
determination. The problems we identified still exist. In March
1992, we reported that a fee of nearly $2 million was awarded
to the Rocky Flats management and operating contractor even
though a DOE review board, in its initial rating of the
contractor’s performance, had recommended no award at all on the
basis of established evaluation criteria. The review board
raised 30 significant deficiencies, chief of which was the
contractor’s poor performance on environmental, safety, and
health issues. However, a subsequent management review
discounted the review board’s recommendation and significantly
increased the score to award a fee of $1.7 million.

Management fees paid to nonprofit organizations reflect
similar problems. According to its IG, DOE lacks written
criteria for establishing managerient fees. The IG report noted
that DOE and the University of California negotiated a management
fee of $12 million for the University to operate three weapons
laboratories.® This fee was to be increased automatically each
year by $250,000 for fiscal years 1987 through 1992. Although
DOE did not provide detailed justifications for these increases,
current DOE contracts indicate that $8 million of the management
fee is in lieu of reimbursing the university for indirect costs.
The university is required to spend "a significant portion" of
the remaining fee (which was about $4.75 million in fiscal year
1991) on "complementary and beneficial activities." DOE was
unable to identify these "activities," yet it paid the $4.75
million fee. Because DOE has no guidelines for these fees, it is
virtually impossible to evaluate whether they are reascnable.

‘Nuclear Health and Safety: Increased Ra Regults in Award
Fee to Rocky Flats Contractor (GAO/RCED-92-162, Mar. 24, 1992).

SGeneral Management Inspection of the San Francisco QOperations
Office (DOE/IG-0290, Sept. 20, 1990).
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Many Contracts Contain Nonstandard Clauses

Compounding DOE’s proeblems in contract management is the
continued use of contract provisions that limit the Department’s
control. Nearly 70 percent of DOE’'s management and operating
contracts do not contain standard clauses commonly used by other
federal agencies tc protect the government’s interests. Thus,
from the outset DOE is contractually precluded from axercising
wuch of the authority it normally would have to control
contractors’ activities. DOE’s extensive use of nonstandard
contract clauses hac restrict2d the agency’s ability to control
costs. This fundamental weakness dates back to the use by DOE’s
predecessor agencies of special incentives they believed were
necessary to attract and retain contractors. Since then, DOE’s
contractors “ave been reluctant to negotiate contracts with more
stringent clauses.

Consequently, DOE’s contracts with the University of
California for operating three national laboratories did not
include the standard procurement clause that would require the
contractor to obtain DOE’s approval of vehicle leases. Thus, the
Lawrence Livermore Laboratory was able to lease 58 vehicles from
the university at commercial rates without obtaining DOE’s
approval. Under the university’s rates, DOE paid about $600,000
more for the vehicles than it would have paid under government
rates. When DOE directed the laboratory to terminate some
comnercial leases to reduce its fleet size, the laboratory did
not comply, citing a contract clause requiring that DOE and the
university "mutually" agree on property management issues. As a
result, the contract terms prevented DOE from correcting this
waste ci funds.

Improved Contract Management Is Critical for Environmental
Cleanup

DOE’s fundamental contracting weaknesses have contributed to
significant environmental, safety, and health problems at the
Department’s nuclear weapons plants. Because contractors will
have a significant role in correcting these problems,
improvements in DOE’s contract management wil) be critical. As
DOE has admitted, its contractors have released radioactive
contaminants at many, if not all, of its weapons producticn
sites. 1In addition, years of neglect have made the complex
obsolete and unsafe.

Resolving safety issues at DOE facilities corntinues to be a
significant problem for DOE. Safety concerns led to DOE’s
closing much of the complex and are an important reason why many
key facilities remain closed. On the environmental side, DOE’s
efforts to clean up the legacy of weapons production have been
hampered by technological, compliance, and management problems
that have led, in turn, to missed milestones and escalating
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budgets. In the quest for weapons supremacy, DOE and its
contractors placed an overriding emphasis on weapons production
and relegated environmental, safety, and health issues to a minor
role.

Over the yuars, contractors’ concerns with meeting
production quotas and DOE’'s inattention to oversight compounded
DOE’s environmental problems. Today, it is estimated that it
will cost as much as $160 billion to clean up the nuclear weapons
complex and restore it to a safe condition. Given that
contractors will be receiving much of this money, correcting
DOE’s contract management problems remains urgent.

DOE’'S CONTRACT MANAGEMENT INITIATIVES

DOE acknowledges its contract management problems, having
identified contract management as a material weakness in its
three most recent Federal Managers’ Financial Integrity Act
reports to the President on internal control weaknesses. DOE is
changing its contracting practices to address these concerns and
is also attempting to change its "culture" from one that
emphasizes weapons production at all costs to one that is
sensitive to environmental, safety, and health issues and
. accountability. , o

Changes Address Issues of Accountability and Oversight

With new contract terms and conditions, DOE hopes to make
its contracting relationships more consistent with the
government’s interests. For example, DOE is incorporating 4 new
accountability rule into its contracts with profit-making
organizations. Under this rule, DOE will (1) hold contractors
liable for costs that could have been avoided by proper contract
performance and (2) increase contractors’ potential award fees to
offset the increase in their financial risk.

DOE is also attempting to delete as many nonstandard
contract clauses as possible. 1In fact, the Department recently
concluded riegotiations with the University of California, and
some contract clauses requiring "mutual" agreement on property
management issues have been eliminated. Finally, DOE is
introducing "task order contracting," a practice that will
require DOE to specifically authorize each task before money can
be obligated or work can begin.

To increase contractors’ compliance with environmental,
safety, and health standards, DOE has instituted a requirement
that at least 51 percent of a contractor’s award fee must be
based on these important performance measures. Furthermore, DOE
will deny the entire award fee if performance in any of these
areas is unacceptable.



DOE has also proposed a new contracting approach for
Ccleaning up contamination at the nation’s nuclear weapons sites.
This new approach would t.ransfer cleanup responsibilities at each
DOE facility from an existing management and operating contractor
to an environmental restoration management contractor. Goals
include improving contractors’ performance, lowering costs,
achieving more timely restoration, and increasing accountability.
DOE has recently begun a pilot test of this approach at the
Fernald, Ohio, site and is in the process of awarding another
contract for the Hanford, Washington, site.

DOE has also increased it field staff. In fiscal year 1992,
DOE added about 400 additional employees to its field offices,
which brings the staff level to nearly 5,000. DOE believes these
changes will help address weaknasses in its contract oversight.

Cultural Change Reinforces Reforms

One of DOE’s most important changes is to instill a new
culture within the agency. This change in culture acknowledges
the systemic nature of Dii{i's contract management problems and
institutes reforms in oversight and contractor liability.

The new culture is an attempt to embrace the development of (1)
compatibility betwsen DOE's mission to produce nuclear weapons
‘and its mission to clean up the environment--intended to replace
almost 50 years of production at environmental expense, (2) a
workplace culture that demands excellence and personal
accountability--intended to replace DOE'’s ambiguous lines of
authority, and (3) an atmosphere tha: welcomes openness and
constructive criticism--intended to replace DOE’'s practice of
making decisions under extreme secrecy.

The importance of a change in culture is paramount. Even if
DOE staff are provided with a range of improvements in
contracting practices, nothing will improve if the staff do not
apply these practices properly.

Initiatives Raise New Challenges

We believe that DOE’'s efforts tc address these contract
management problems are significant positive actions. However,
the systemic nature of these weaknesses--insufficient oversight,
lack of information essential for management, nonstandard
contracts, and questionable fees--requires a major commitment not
only from DOE but also from its contractors. The initiatives
will take years to implement. Meanwhile, several prob.ems that
must be solved before improved accountability and performance can
be achieved are not being fully addressed.

DOE’s new rule to make contractors more accountable, for
example, requires that DOE (1) incorporate accountability
provisions into all cost-plus-award-fee contracts, (2) develop
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operational procedures to identify all avoidable costs, and (3)
train staff to implement the rule in a timely manner. Until DOE
compietes all of these actions, however, the management and
operating contractors may receive increased award fees without
incurring a commensurate incvease in risk. Furthermore, because
contractors can actually increase their earnings without
performing better, DOE’'s diligence in oversight is esrecially
important.. This situation occurs because, in return for
increasing contractors’ liability, DOE also substantially
increased the contractors’ fee pool (base fee plus award fee).
Consequently, a contractor may now recaive lower DOE ratings and
yet actually receive higher earnings because of the larger
amounts now available for distributioa.

Although DOE now requires that 51 percent of a contractor’s
award fee must be based on performance on environmental, safety,
and health issues, the fee determination process is still largely
subjective--as we found at Rocky Flats. DOE needs to show and
document clearly the relationship between a contractor’'s
performance and the amount of the award fee. The more DUE
reduces the level of discretion in the award fee ratings, the
more DOE must ensure that contractors are compensated
objectively.

Improving oversight through task order contracting will
require increased resources for administering contracts and
estimating costs. Although DOE is increasing its staff, it is
still not known whether DOE will have sufficicat resources for
these responsibilities. Field units are still reporting to
headquarters that they cannot meet their work load with existing
staff, including the demands for increased financial oversight.
Both GAO and DOE IG reports nave drawn attention to the need for
better trained staff to oversee contractors and to provide sound
technical oversight, particularly in the newer mission area of
environmental cleanup.

In addition, neither DOE nor its cont:actors have developed
adequate cost-estimating systems. Furthermore, DGE has not yet
developed its own cost estimates for task orders and will
therefore need to rely on estimates developed by contractors to
negotiate cost, schedule, and performance milestones.

The new approach to environmental restoration management
contracting carries over many problems from current management
and operating contracts. For example, DOE has stated that under
the new approach, site labor costs will not change. That is
primarily because environmental restoration contractors will be
required to hire as many of the existing management and operating
contractors’ staff as they can effectively employ, at their
present salary and benefit levels.
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Moreover, the new approach does not specify how
responsibility will be divided between DOE and the new
contractors or how it will be shared with the existing management
and operating contractors. Overseeing the environmental
restoration contractors will also require more and better-trained
staff. Thus far, DOE has largely ignored training because the
focus has been on contractor selection.

CONCLUSIONS

DOE’'s contract management philosophy has put at risk
billions of dollars in yearly contractors’ services. Spurred by
strong congressional oversight and recommendations from GAO,
DOE’'s IG, and others, DOE has begun to make contract management
reforms. The initiatives are steps in the right direction.

These reforms are directed at giving contractors more
incentive to act responsihly while simultaneously increasing
oversight of contractors’ activities. Nevertheless, actions
taken to date will take years to implement and must be
implemented ccrrectly in the spirit of change in culture sought
by management.

With the new administration, DOE has an opp.rtunity to build
on the momentum from recent changes in contract management. The
new administration needs to continue requiring increased
contractor accountability. Also, improved information and
financial management systems and better-trained technical staff
will be necessary to ensure that accountability.

Finally, changes of this magnitude will take long-term
commitment and sustained leadership to realize. DOE’s problems
will not be corrected overnight, and wholesale changes will
require concerted effort from DOE’s managers, employees, and
contractors, as well as continued congressional oversight.

Mr. Chairman, this concludes our prepared remarks. We will
be pleased to respond to any questions from the Subcommittee at
this time.
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