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General Accounting Office 
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December 28, 1987 

The Honorable Mervyn M , Dymally 
House of Representatives 

Dear M r. Dymally: 

This report responds to your request that we review the Army’s proce- 
dures in awarding and administering contracts for the procurement of 
the 600 gallon per hour (Cm) reverse osmosis water purification unit 
(IK~WPIJ). We previously reported to you on the Army’s procurement of 
the 3,000 GPIl HOWITJ.~ The ROWFTJ, which is used to convert contaminated 
water to potable water, is essential in areas where adequate sources of 
fresh water are not available to meet the needs of US. armed forces, 
The HOWNJ system, including the ROWPIJ, trailers, tanks, and other equip- 
ment, is included on the Army’s Critical Items List.’ 

Your request stemmed from the concerns and allegations of a ROWPIJ con- 
tractor who maintained that the failure of the Army, the Small  Business 
Administration (SBA), and the Department of Commerce’s Economic 
Development Administration (EDA) to comply with existing laws, regula- 
tions, and policies had severely damaged his company’s financial status 
and ability to continue as a viable business. The contractor stated that 
many of the Army‘s actions were intended to deny his company further 
participation in the ROWPU program and to injure it financially. Appen- 
dix III discusses our evaluation of the concerns raised. Your office 
requested that we also include general information on the Department of 
Defense’s policy on industrial preparedness. (See app. IV for a discus- 
sion of this policy.) 

Appendix I to this report discusses our objectives, scope, and methodol- 
ogy. Appendix II discusses the history of the Army’4 600 GPIl R~WPU 
program. 

We found that the Army had administered the ROWP~J contracts with the 
contractor in accordance with existing regulations and had complied 
with the Federal Acquisition Regulation (FAR) in seeking competitive 

Procurement: Restricted Competit ion for Water Purification Equipment Not Justified, GAO/ 

“he Ckitical kern!, I,ist is a priority listing of materiel considered to be necessary for sustained com- 
bat opcrtitions. 
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bids  for the 1986 contract. Following competitive procedures in con- 
tracting for the fisca l year 1986 N O W PU requirement, the Army selec ted a 
new contractor and saved about $15.4 million, compared to the most 
recent noncompetitive price. Further, we believe the SBA acted with 
allowable discret ion in graduating the contractor from its  8(a) progrti’ 
after 14 years of partic ipation. W e cannot comment on EDA’S actions at 
this  time due to ongoing litigation. W e also found that the Army had 
acted with allowable discret ion in determining that the mobilization base 
or war reserve needs for the 600 GPH ROWPU would not be compromised 
by awarding the 1985 contract to a new contractor and by allowing the 
old contractor’s  production line to c lose. 

W e did not find ev idence that Army or other government offic ials  had 
deliberately  tried to cause the contractor injury . Although there were 
ins tances in which government offic ials  could have acted with greater 
speed in resolv ing differences  with the contractor and in processing cer- 
tain contract changes, we do not believe that these ins tances were 
unusual or intentional. Further, we believe that many of the concerns 
raised by the contractor resulted from misunderstandings and differ- 
ences of opinion regarding how var ious  matters should be handled and 
how quic k ly  resolution should occur. 

As agreed with your office, we met with responsible offic ials  from the 
Army and the O ffice of the Ass is tant Secretary of Defense and obtained 
their comments. These offic ials  agreed with our observations . W e did 
not obtain offic ial agency comments. 

%edion 8(a) of the Small Business Act, as  amended, gives SBA the authority to enter into procure- 
ment contracts with federal agencies for the purpose of subcontracting pith soc ially  and economi- 
ca lly  disadvantaged small businesses. This authority is  intended to help these small businesses 
achieve competitive positions in the marketplace. 
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We are sending a copy of this report to Senator Jesse Helms. Unless you 
publicly announce its contents earlier, no further distribution of this 
report will be made until 30 days from its date. At that time, we will 
make copies available to the Secretary of Defense, the Secretary of the 
Army, and other interested parties. 

Sincerely yours, 

Henry W. Connor 
Senior Associate Director 
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Appendix I 

Objectives, Scope, and Methodology 

Our objectives were to evaluate the Army’s administration of contracts 
for procurement of the 600 gallon per hour (GPH) reverse osmosis water 
purification unit (ROWPIT) and to determine whether actions the Army 
took were in accordance with federal procurement regulations. Also, we 
considered allegations that actions were taken by government personnel 
with the express purpose of financially injuring a ROWPU contractor. 

We reviewed pertinent documentation from the contract files and inter- 
viewed responsible government officials at Fort Belvoir Research and 
Development Center, Fort Belvoir, Virginia; Troop Support Command, 
St. Louis, Missouri; Defense Contract Administration Services Manage- 
ment Agency, Los Angeles, California; and U.S. Marine Corps Headquar- 
ters, Arlington, Virginia. We also interviewed personnel from the offices 
of (1) the Army Deputy Chief of Staff (Logistics) at the Pentagon and 
(2) the Deputy for Procurement, Deputy Assistant Secretary of the 
Army (Acquisition), at the Pentagon. We contacted Small Business 
Administration (SBA) officials concerning the 8(a) program and reviewed 
SBA'S regulations for administering the program. In addition, we inter- 
viewed the contractor and reviewed documentation provided relating to 
his allegations. 

We selected items from the Army’s Critical Items List (GIL) to determine 
the Army’s practice concerning planned producers. Since we did not 
select the items statistically, we can draw no conclusions regarding the 
entire list. (See app. IV for detailed discussion.) 

We reviewed the regulations and guidelines pertaining to the Industrial 
Preparedness Planning Program and discussed the program with 
responsible officials in the Offices of the Army Deputy Chief of Staff 
(Logistics) and Deputy Chief of Staff (Research, Development and 
Acquisition). 

Our work was performed from February 1986 through April 1987 in 
accordance with generally accepted government auditing standards. 
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g&y of the 600 GPH ROWU Program 

Under section 8(a) of the Small Business Act, as amended, federal agen- 
cies may award prime contracts to the SBA, using noncompetitive pro- 
curement procedures, with the intent that SBA will subcontract work to a 
socially and economically disadvantaged small business. Under this pro- 
gram, the Army, on January 31,1980, awarded a contract (DAAK70-80- 
C-0026) to SBA for 30 600 GPH ROWPUS. SBA, on February 22,1980, 
awarded a subcontract to manufacture these ROWPUS to a participant 
who had been in the 8(a) program since 1970. 

The total noncompetitive contract price was negotiated at $4,724,936, 
with the Army agreeing to pay $3,826,000 and SRA paying $899,935 as a 
business development expense. The business development expense rep- 
resented the difference between the price the Army believed was fair 
and the price that could be negotiated. In addition, SBA granted the con- 
tractor $322,961 for capital facilities and equipment needed to perform 
the work. 

This initial contract contained an option for 11 additional units. This 
option was exercised by the Army on September 30, 1980, at a cost of 
$961,462. Over the next 24 months, additional requirements for HOWPUS 
were generated, and through supplementals and options, the contract 
was increased to 441 units and a total price of about $61.2 million. The 
contractor completed the contract in February 1984. 

The Army received a congressional inquiry in December 1982, regarding 
the fact that the contract’s price had increased from about $6 million to 
about $61 million without competition. The congressman expressed 
interest concerning whether future contracts ‘for the ROWPU would be 
open to small business competition. 

On April 28, 1983, the Army solicited competitive proposals for an addi- 
tional 152 HCJWPUS. This proposed procurement was advertised in the 
Commerce Business Daily as a loo-percent small business set-aside. The 
small business set-aside program, sponsored by SBA, is aimed at assisting 
small business and permits the use of competitive contracting proce- 
dures in lieu of sole source or noncompetitive contracting procedures. 
However, before the Army could respond to inquiries received from 67 
firms, SBA requested the Army to again contract withy it on a noncompet- 
itive basis so that it could make the work available to the previous 
contractor. 

Before responding to this request, the Army discovered that the U.S. 
Marine Corps, the service for which the Army was buying ROWPUS, 
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A p p e n d i x  II 
History of  the  6 0 0  G P H  R O W P U  P r o g r a m  

_ L  

w a n te d  to  d e fer  th e  p r o c u r e m e n t u n til s o m e  techn ica l  p r o b l e m s  d iscov-  
e r e d  in  th e  R O W P U S  cou ld  b e  reso lved.  B e fo re  th e  p r o b l e m s  cou ld  b e  
so lved,  h o w e v e r , th e  U n d e r  S e c r e tary  o f th e  A rmy  a p p r o v e d  S B A 'S  
r e q u e s t, a n d  th e  Assis tant  S e c r e tary  o f th e  A rmy  (Research ,  Deve lop -  
m e n t a n d  Acquis i t ion)  d i rec ted th a t a  letter c o n tract! b e  a w a r d e d  to  th e  
p rev ious  c o n tractor. T h e  c o n tract ing o ff icer just i f ied th e  u s e  o f th e  let- 
te r  c o n tract a n d  exped i t ious  a w a r d , s tat ing th a t th e  c o n tractor’s p roduc -  
tio n  l ine  w a s  b e i n g  k e p t o p e n ; th a t, by  a w a r d i n g  th e  c o n tract to  th e  
current  c o n tractor, a  b e tte r  pr ice  cou ld  b e  o b ta i n e d ; a n d  th a t th e  con-  
tract a w a r d  se rved  th e  g o v e r n m e n t’s interest  in  ass is t ing a  soc ia l ly  a n d  
economica l l y  d i sadvan taged  smal l  bus iness .  T h e  letter c o n tract fo r  1 6 8  
R O W P U S  a t a  ce i l ing  pr ice  o f $ 2 3  m i l l ion w a s  i ssued  to  th e  c o n tractor o n  
January  3 1 , 1 9 8 4 . 

T h e  letter c o n tract, h o w e v e r , w a s  n o t i ssued  in  tim e m to  p r e v e n t th e  con-  
t ractor’s p r o d u c tio n  l ine  f rom c los ing  d o w n  b e tween  c o n tracts. A lso, 
acco rd ing  to  a  M a r i n e  Corps  o fficial, th e r e  w a s  n o t e n o u g h  tim e  to  so lve  
th e  techn ica l  p r o b l e m s  i d e n tifie d  ear l ier .  A s  a  result ,  fou r  ma jo r  c o m p o -  
n e n ts w e r e  d e l e te d  f rom th e  letter c o n tract. Incorpora t ing  th e s e  c o m p o -  
n e n ts in to th e  c o n tract a t a  later  d a te  c a u s e d  c o n fus ion,  a d d i tio n a l  cost, 
a n d  p r o d u c tio n  de lays .  

O n  Ju ly  2 7 , 1 9 8 4 , a  f ixed-pr ice incent ive  c o n tract, D A A K 7 0 - 8 4 - C - 0 0 1 2 , 
w a s  n e g o tia te d  to  d e fin i t ize th e  letter c o n tract a t a  ta r g e t pr ice  o f 
$ 1 9 ,1 6 4 ,8 2 7 , n o t inc lud ing  th e  fou r  e n g i n e e r i n g  c o m p o n e n ts, fo r  1 6 6  
W W P IJS. T h e  incent ive  pr ice  a r r a n g e m e n t p rov ided  fo r  th e  g o v e r n m e n t 
to  rece ive  8 6  p e r c e n t o f a n y  sav ings  rea l i zed  by  g o o d  c o n tract per fo rm-  
a n c e  a n d  th e  c o n tractor to  rece ive  1 5  p e r c e n t. Further,  it p rov ided  fo r  
th e  g o v e r n m e n t, u p  to  a  ce i l ing  pr ice  o f $ 1 9 ,5 6 9 ,0 0 0 , to  a b s o r b  8 6  per -  
c e n t o f a n y  cost  ove r run  a n d  fo r  th e  c o n tractor to  a b s o r b  1 6  p e r c e n t. 
Th is  is a  typical  incent ive  a r r a n g e m e n t. A fte r  severa l  e n g i n e e r i n g  a n d  b  
de l ivery  schedu le  c h a n g e s , wh ich  i nc luded  th e  fou r  e n g i n e e r i n g  c o m p o -  
n e n ts, th e  c o n tractor fin i s h e d  de l ivery  o f th e  1 6 5  R O W P U S  in  Apr i l  1 9 8 6  
b u t h a d  n o t de l i ve red  al l  d a ta  ite m s  requ i red  by  th e  c o n tract. T h e  m o s t 
recent  ta r g e t pr ice  w a s  set  a t $ 2 3 ,4 4 7 ,2 6 7 , o r  a  uni t  p r ice  o f $ 1 3 6 ,0 4 2 . 
A t th e  c o m p l e tio n  o f ou r  rev iew,  th e  fina l  p r ice  h a d  n o t b e e n  n e g o tia te d . 

In  1 9 8 6 , th e  A rmy  a n d  th e  M a r i n e  Corps  d e v e l o p e d  : requ i rements  fo r  
a d d i tio n a l  R O W P U S , a n d  th e  A rmy  d e c i d e d  th a t th is  q r o c u r e m e n t w o u l d  
b e  a  smal l  bus iness  set-as ide.  H o w e v e r , th e  A rmy  d i scovered  th a t th is  

‘A  let ter cont ract  is a  wr i t ten p re l im inary  cont rac tua l  ins t rument  that  au thor i zes  the  conttxt ir  to  
b e g i n  immedia te ly  manu fac tu r i ng  supp l ies  o r  pe r fo rm ing  serv ices.  
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Appendix Xl 
History of the 600 GPH IWWPU Program 

was not possible because, during the performance of the previous con- 
tract, a large business had become a planned producer (a contractor that 
agrees to produce an item in time of emergencies) under the Army’s 
mobilization program (see app. IV), and in accordance with Army Regu- 
lation 700-90, part 2-12, this business had to be given a chance to com- 
pete for the requirement. Accordingly, the procurement was advertised 
as open to competition, 

Several congressional inquiries were made concerning this 1986 procure- 
ment. Some congressmen suggested that the previous contractor, as a 
small business planned producer under the mobilization program, be 
given part or all of the requirement on a sole source or noncompetitive 
basis. 

The Army answered these inquiries by pointing out that (1) the 600 GPII 
IWWPU had never been procured competitively although many firms had 
the capability to produce it, (2) the quantity being procured was too 
small to split and still be an economical quantity to pjrocure, and (3) 
being a planned producer of an item only meant that @  firm  would be 
given an opportunity to compete for that item. The Army also noted that 
a large business had become a planned producer of the HOWPIJ and there- 
fore must be given an opportunity to compete and th& other Members 
of Congress had suggested that the procurement be opened to 
competition. 

On July 8, 1986, the Army issued iw invitation for bio for 111 units, 
with an option of up to 111 additional units. The inv$ation requested 
that firms furnish prices for both the basic quantity and the option 
quantity. Twenty-three firms submitted bids. The lay responsible bid- 
der, a small business, won the competition for the 222 units with a bid of 
$14,‘704,846, or a unit price of about $66,238. This unit price was about 
$69,804 less than the unit price paid under the 1984 eontract. The previ- 
ous 8(a) contractor was the 1 lth lowest bidder with &  bid of 
$23,316,667, or a unit price of about $106,030. A  fixed-price contract 
was awarded to the winner on October 31, 1985. 

On *July 22, 1986, the Army again solicited bids, usin’ full and open 
competition, for an additional 638 600 GPH ROWPUS. T e low responsible 
bidder offered a total price of $40,463,722, or a unit 1 rice of $63,423. 
This contractor was not the firm  that had won the contract awarded in 
1985. The 1986 winner was the eighth lowest bidder.~ The 8(a) contrac- 
tor was the 13th lowest bidder at a total price of $481987,816, or a unit 
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price of $76,783. The contract was awarded on February 10,1987. The 
first delivery of production units is not due until September 5, 1988. 
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Apbndix III 

GAO’s Evalu%tion of Concerns Raked 

Our evaluation of the allegations raised by the 8(a) contractor concern- 
ing Army practices and procedures in procuring the initial 600 GPII 
ROWP~JS is discussed below. 

Aby’s Participation The 8(a) contractor said that the Army had expressed dissatisfaction 

in’ the 8(a) Pilot with being chosen as the test agency for the pilot 8(a) program estab- 
,f lished by Public Law 95-507, October 24, 1978.” Further, the contractor 

]Program ,,J” suggested that if SBA had not obtained the ROWPU program through WA’S 
pilot program, the Army would not have made the ROWPU available to 
the regular 8(a) program. Records indicate that, although the Army had 
reservations about being chosen as the test agency, it was fully support- 
ive of the 8(a) program in general and was, at the time, considering 
offering the ~zow~u procurement to SBA for the regular 8(a) program. 

In March 1980, SBA testified before the Congress that the Army was the 
federal agency most supportive of the 8(a) program. The Army, how- 
ever, opposed its continuation as the test agency for the pilot program 
because it believed that greater benefits could be achieved if SBA 
obtained the participation of agencies that were not cooperating in fur- 
thering the regular 8(a) program. In our 1981 report to the Congress on 
the pilot program,:’ we endorsed the Army’s position on this matter. We 
concluded that, because the Army-a cooperative agency-had been 
selected as the test agency, the legislative objective to use the pilot pro- 
gram to help SBA secure more 8(a) procurements had not been fully 
tested. 

Further, in that same report, we stated that the Army’s contracting 
officer in charge of the ROWPU procurement had told us that, when this 
procurement was initially being planned, his office decided to place it in 
the regular 8(a) program. He informed us that the main reason this pro- & 

curement was in the pilot program was that SBA needed to quickly select 
and award a contract in the pilot program. 

%JA uses section S(a) authority of the Small Business Act, aa amended, 

4 

obtain contracts from 
federal agencies and subcontract them on a noncomlktitive basis to socia ly and economically disad- 
vantaged small businesses. In the regular 8(a) program, agencies volunt r these contra&s. In the 
pilot program, however, SRA has the exclusive authority under Public 96-607 to demand pro- 
curement requirements for firms. The pilot program was initially establis ed for a 2-year period, 
which ended September 30,1980, but was subsequently extended for 1 additional year. 

“The g(a) Pilot Program For Disadvantaged Small Businesses Has Not Been Effective, CED-81-22, 
, anuary 23,lQSl. II 

I 
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GAO’s Evaluation of Chwems Raised 

The 8(a) contractor suggested that the Army would not have followed 
through on its offer of ROWPIJ procurement to the regular 8(a) program 
once it had determined that the 600 GPH ~owpu program could involve 
almost $100 million. However, the contractor stated that SBA, under the 
pilot program, had been able to force the Army to follow through and 
give the program to SBA. It was not possible to determine what might 
have been the outcome if the pilot program had not been in effect. 

The 8(a) ROWI’IJ contractor stated that the Army had not originally 
wanted his firm  to participate in the ROWPIJ program. We found that 
there was reason for concern on the part of the Army and SBA as to 
whether the contractor could complete the ROWPU contract. In our 1981 
report, we noted that it was questionable whether the award of the 
IZOWP17 contract in 1980 to the contractor would further the aims of the 
pilot program. This conclusion was based on the fact ‘that the contractor 
had been in the regular 8(a) program for 9 years and had not made sat- 
isfactory progress. In fact, at the time the contractorwas being consid- 
ered for the ROWP~J contract, SBA’S Assistant Regional Administrator in 
Region IX, who was monitoring the contractor’s progress, was recom- 
mending that the contractor be terminated from the $(a) program based 
on nonprofitability, negative retained earnings, and diminished net 
worth due to questionable financial transactions, 

Army’s Desire to Open The 8(a) contractor alleged that the Army had violated normal procure- 

the F iscal Year 1983 ment practices in attempting to remove the 600 GPH HOWPIJ from the 8(a) 
program while his firm  was still producing the item and was in the 8(a) 

ROWPU Requirements program. We have previously held that contracting agencies have broad 

Ipetition discretionary authority in deciding to let contracts to SBA for the 8(a) 
program. We have also held that no firm  has a right to a contract award 
under the 8(a) program, even when the action being challenged relates b 
to (1) a procuring agency’s decision not to set aside a procurement for a 
noncompetitive section 8(a) award or (2) an agency’s decision to with- 
draw a procurement from the section 8(a) progrxn4 

Contract records show that the Army wanted to solicit competitive bids 
for fiscal year 1983 requirements for the 600 GPH R~PU rather than 
make another noncompetitive award under SBA’S 8(a) program. We 
found no evidence, however, that the Army’s actions violated normal 
procurement practices. The Federal Acquisition Regulation (FAR) states 

“Aetna Ambulance Service, Inc., G&L Ambulance Service, IS-190187, March 31, 1978. 
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Appendix III 
GAO’s Evaluation of Concerns Raised 

that competitive procurement procedures should be used whenever 
possible. 

The first production contract for the 600 GPH ROWPU was awarded by the 
Army on January 31,1980, to SBA, which subcontracted under 8(a) 
authority to the contractor. In planning for a follow-on fiscal year 1983 
requirement for the 600 GPH ROWPU, the Army determined that, rather 
than award a second noncompetitive contract to SBA for subcontracting 
under the 8(a) program, it would announce the procurement as a lOO- 
percent small business set-aside. The Army decided not to contract with 
SRA because (1) other firms, including small businesses, were interested 
in bidding on the procurement, (2) the industrial base needed to be 
expanded, (3) a fair market price had not been established, and (4) SHA 
had not requested that the procurement be made aviailable to it for the 
8(a) program. 

The Army, on April 28,1983, advertised the procurement as a lOO- 
percent small business set-aside in the Commerce Business Daily and 
received inquires from 67 firms. However, before the Army had 
responded to these inquires, SBA asked the Army to make the procure- 
ment available under the 8(a) program. Although the Army had initially 
rejected this request, on appeal from SBA, the Under Secretary of the 
Army, on October 18, 1983, approved SBA'S request. In approving SRA'S 
request, the Under Secretary noted that several congressmen were inter- 
ested in making this procurement competitive and that the Army 
planned to open any future buys of the 600 GPN ROWPU to competition. 
He further stated that this last noncompetitive award should help the 
contractor graduate from the 8(a) program. 

I 

A/pproval of Some 
dontract Changes 
qelayed - 

The 8(a) contractor stated that the Army had deliberately delayed the 
approval of numerous modifications to the January 1984 contract in 
order to extend deliveries and to cause his firm  financial harm. Contract 
records show that the Army took several months to approve some engi- 
neering change proposals that made up the major contract modifica- 
tions However, the records also show that the contractor was slow in 
providing cost and pricing data and other information needed to negoti- 
ate prices for the modifications. We found no evidence that the Army 
had deliberately delayed the approval of the modifmations to harm the 
contractor. 

The letter contract awarded on January 31,1984, for 158 600 GPEI 
ltwI”IJS eventually had 19 modifications-l 1 to incorporate engineering 

Page 13 GAO/NSIAD-88-40 Water Purification Equipment Contracts 



Appendix lU 
GAO’s Evaluation of Concerns Raised 

change proposals and 8 to incorporate administrative, contract delivery 
schedule, and other changes and requirements. Although each of the 11 
modifications contained from 1 to 21 engineering change proposals, the 
contract file shows that only 1, modification 13, had a significant effect 
on increasing the price and extending the delivery schedule. It 
accounted for about 98 percent of the total increase in the price of this 
contract and about 62 percent of the total slippage in the delivery sched- 
ule. Modification 13 included four major items that had been placed on 
“engineering hold” at the time the letter contract was awarded. The four 
items could not be procured until they had been incorporated into the 
contract by later modifications. The modification also included a first 
article test and initial production testing. 

The contractor informed the Army that, to preclude any slippage in the 
delivery schedule, approval to procure the hold items was needed by 
July 6, 1984. On July 6, 1984, the Army provided the engineering 
change proposals for the hold items to the contractor and requested it to 
submit a cost proposal for incorporating them into the contract. 
Approval was not given at that time for the contractor to begin procure- 
ment of the items. 

On September 10,1984, the contractor submitted a cost proposal of 
$X5,131,307. Since this amount exceeded the expected price, the Army 
asked the Defense Contract Audit Agency to review the cost proposal; 
this practice is normal when negotiating large contract modifications on 
a noncompetitive basis and is in compliance with FAR. The contractor, 
before the audit agency had finished its audit, withdrew the cost propo- 
sal and, on February 28,1986, resubmitted it in the amount of 
$9,067,596. 

Negotiations resumed on March 6,1986, and on June 6, 1986, modifica- b 
tion 13 became a part of the contract. The price agreed to was $4.2 mil- 
lion. A  breakdown of individual i tems and their amounts is shown in 
table III. 1. 
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tabls lll.1; Cost Breakdown of 
l$lodlficatlon 13 
I 
I 

I 

I 

Item Amount 
First article test $9,838 
Initial production test 261,218 
Technical data 716,466 
ECPs for hold items 2,115,735 
Schedule extension 1,096,743 ..__ -_---. .--_ . . ._ ..--__-. ..~.._... 
Total $4,200,000 

Contract records show that both parties contributed to the time required 
to incorporate modification 13 into the contract. The records also show 
that the Army compensated the contractor $1,096,743 for the estimated 
cost involved in schedule extensions. 

regress Payments 
e b layed 

The 8(a) contractor alleged that Army personnel had improperly and 
without cause delayed certain progress payments. We found that the 
Army’s decision to delay certain progress payments was, given the facts 
available at the time, in accordance with actions prescribed by FAR. 

The ,July 1984 ROWPIJ contract allowed the contractor to receive periodic 
reimbursements (progress payments) of 96 percent of eligible costs 
incurred. This 95-percent progress rate was normal for small businesses 
and was in compliance with FAR. 

For the first 15 progress payment requests, the Army generally made 
payment within 16 days of receipt. However, starting with payment 
request number 16 and continuing through the end of the contract to 
payment request number 2 1, the Army took an average of 36 days to 
make progress payments. These payment requests ranged in value from b 
$363,060 to $1,391,994. None of the payment requests were denied. 

On or about the time payment request number 16 was received, the 
Army and Defense Contract Administration Services Management 
Agency-Los Angeles (DCASMA-LA) became aware of ‘certain information 
that indicated that the contractor might be having financial difficulties. 
$t DCIASMAU'S request, the Defense Contract Audit Agency examined 
the contractor’s accounts payable as of October 16, 1985, and found that 
over 30 percent of the accounts were more than 60 days past due. Fur- 
ther, the audit agency reported that the contractor’s current liabilities 
as of December 31, 1984, exceeded its current assets by a substantial 
amount. Also, the report stated that, as of October 1985, the contractor 
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was not liquidating his accounts payable in a timely manner. When a 
contractor’s financial condition is doubtful, FAR provides that full infor- 
mation on progress under the contract and on the contractor’s other 
operations and overall financial condition should be obtained and ana- 
lyzed frequently. The regulation further provides that progress pay- 
ments shall not be approved before the Administrative Contracting 
Officer determines, in accordance with the regulation, that the contrac- 
tor will be capable of completing the contract. 

DCASMA-LA decided that prepayment audits of the contractor’s financial 
records, contacts with its suppliers, and other reviews would be neces- 
sary before payment. The accomplishment of these tasks and the associ- 
ated reviews and approvals delayed payment for request numbers 16 
through 2 1. 

uest for a H igher 
Payment 

e and the Army’s 
Show-Cause 

To overcome cash flow problems, the contractor requested that the 
Army increase progress payments from 95 percent to 100 percent of 
costs incurred. The contractor alleged that, rather than provide the 
requested relief, the Army issued a show-cause notice-a notice that the 
Army was considering terminating the contract for default. The contrac- 
tor cited this action as evidence that the Army was attempting to “eco- 
nomically assassinate” his company. We found that the contracting 
officer had not denied the request for higher progress payments. 
Instead, he had requested additional financial information to support 
the need for higher payments. The contracting officer then issued a 
show-cause notice, requesting the contractor to explain why perform- 
ance of the contract was behind schedule. Both actions were in accor- 
dance with E’AR. 

The July 1984 ROWPU contract provided for periodic reimbursement of b 
95 percent of eligible costs incurred. This 95-percent progress payment 
rate is the normal rate allowed for small businesses and is in compliance 
with FAR. Large businesses are allowed only a go-percent rate. FAR per- 
mits the payment of higher percentage progress payments under certain 
conditions. Section 32.501-2 of FAR states that a contracting officer may 
provide progress payments that exceed 95 percent if a contractor fully 
documents the need to supplement available, private financing, includ- 
ing guaranteed loans. FAR further states that the excess amount should 
be the lowest possible amount under the circumstances. 

On September 30, 1986, the contractor requested that the progress pay- 
ment rate be increased from 95 to 100 percent. On November 6, 1985, 
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the Army’s contracting officer advised the contractor that the request 
for the rate increase required supporting financial data in sufficient 
detail to accurately reflect the financial condition of the company. A 
number of specific items were requested, such as a cash flow forecast 
reflecting the impact of additional financing for the subject contract per- 
formance period, a statement of the estimated costs to complete the con- 
tract, and a disclosure of efforts to obtain financing from private 
sources and the results of these efforts. The contracting officer also 
asked for clarification of the cash flow projections attached to the con- 
tractor’s September 30, 1985, request letter since the figures reflected a 
positive cash flow at the 95-percent progress payment rate. The con- 
tracting officer’s November letter stated that the additional financial 
data was needed to make an informed decision on the request. 

The Army’s files document no further action on the’ contractor’s request 
for higher payments. The contractor told us that the request was not 
denied; it was just not resolved. He said that providing the requested 
additional financial information would have required extensive, extra. 
corporate resources that were not available. 

As the contractor stated, the contracting officer had sent a show-cause 
notice on November 6, 1986, stating that the government was consider- 
ing terminating the contract for default because of the failure to per- 
form within the time required. The use of such notices is provided for 
under section,,49.402-,3,,of FA,& The notice stated that, pending a final 
decision, it would be necessary to determine whether failure to perform 
arose from causes beyond the contractor’s control and without fault or 
negligence on its part. On November 13, 1985, the dontractor replied to 
the show-cause notice in writing, as requested, andIon November 27, 
1985, the contracting officer advised the contractor that a meeting 
would be arranged to discuss the matter. This meeting and other negoti- 
ations resulted in a revised contract delivery schedhle, and no further 
efforts were made by the Army to proceed with a default termination of 
the contract. 

Army Subject to Court The WWI’IJ contractor alleged that the Defense Contract Administrative 

Order Services Region-Los Angeles (WR-LA)” had violated a temporary 
restraining order issued by the US. District Court, ‘Central District of 
California, by paying to the Economic Development Administration 

%C%SH-LA is the Department of Defense (DOD) activity that was responsible for administering the 
Army’s 600 GI’H KOWPIJ contracts with the S(a) contractor. 
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(EDA)” about $1 million due his company on government contracts. The 
court decided that the DCASR-LA had not violated the restraining order. 

On September 29, 1982, EDA made a working capital loan of $2 million to 
the contractor to procure needed inventory and to expand his market. 
As a condition of the loan, the contractor made a security agreement 
with EDA that gave EDA a general lien on the company’s accounts receiva- 
ble, instruments, chattel paper, general intangibles, and contract rights. 

On March 5,1986, EDA notified the contractor that the loan was delin- 
quent (monthly payments beginning August 29,1985, had been missed) 
and that EDA was accelerating the maturity of the loan. Therefore, the 
loan balance of $1,780,728.65 became due immediately. EDA also notified 
DCMR-LA of its actions and requested that funds due the contractor be 
turned over to EDA. On April 18, 1986, EDA notified the contractor that it 
had exercised its right of administrative offset under the Debt Collection 
Act of 1982 and that it would collect any payments due the contractor 
from its non contracts. 

DCASR-LA notified the contractor, on May 14, 1986, that it would honor 
EDA'S request for offset. The contractor, on May 22, 1986, filed a com- 
plaint for declaratory and injunctive relief against EDA and DCASR-LA, 
asking for a temporary restraining order to stop EDA from exercising any 
right of administrative offset. On May 27, 1986, the court issued a tem- 
porary restraining order that prohibited EDA and DCASR-IA from exercis- 
ing administrative offset under the Debt Collection Act against funds 
due the contractor on any contract for which DCASR-LA was responsible. 
However, it did not prohibit the government from taking other actions 
available to it to collect debts. 

On May 29, 1986, EDA notified DCASR-IA that, because of the loan security 
agreement, it had claim to any accounts receivable owed the contractor. 
On June 2, 1986, DCASR-LA paid EDA, pursuant to the security agreement, 
$984,782.30 and $21,431.46, representing all of the contractor’s 
accounts receivable according to DCMR-LA’S records. 

On June 3, 1986, the contractor argued in court that QCWR-LA and EDA 
had not met the requirements of the Uniform Commercial Code and that, 
therefore, the offset requested by EDA should be declared invalid. On 
June 16,1986, the court issued a Findings of Fact and Conclusion of 
Law on Preliminary Injunction and stated, in part, that, while EDA had 

“EDA is an agency of the Department of Commerce. 
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no right of administrative offset pursuant to the Debt Collection Act of 
1982, the payments made by DCASR-LA to EDA did not violate the terms 
and provisions of the temporary restraining order and were proper, 
either in compliance with the Assignment of Claims Act or qualifying as 
a waiver of the protection of the act. 

Contractor’s Removal The contractor stated that it should not have been graduated from the 

Tr0I.n the 8(a) ]PrO@%m 
8(a) program in 1985 because it was not yet in a position to be competi- 
tive in the commercial marketplace. SIIA'S record shows, however, that 

/ / the contractor had participated in the 8(a) program far longer than per- 
, mitted under the 8(a) regulation and had received over $74 million in 

noncompetitive government contracts during the previous 6 years of 
participation. 

The contractor first entered the 8(a) program in November 1970. In Jan- 
uary 1980, he received his first ROWPU contract through that program, 
which eventually totaled about $61.2 million. In April 1983, SRA 
extended the contractor’s participation in the program for 2 years for a 
total program participation of over 14 years. During this extension, the 
contractor obtained a second ROWPIJ contract, which eventually totaled 
about $23 million. Under both contracts, totaling over $74 million, the 
contractor produced 606 600 GPH ROWPIJS. After granting the extension, 
SBA requested that the Army make the second ROWPU award available for 
the contractor because the additional work was needed to help the con- 
tractor not only to make the transition to fully competitive status but to 
pursue sales opportunities in the private sector and the foreign military 
market, 

Prior to November 198 1, there was no fixed time period for participa- 
tion in the 8(a) program. However, it was never intended that a firm be b 
a participant indefinitely. The present SHA standard operating proce- 
dures manual, which covers the 8(a) program, probides that every 8(a) 
program participant shall be subject to a fixed program term in compli- 

1i ante with Public Law 96-481 and the Code of Federal Regulations. The 
SBA procedures manual states,’ in part, that a fixed~ program term will 
establish the ultimate time period during which a concern may remain in 
the program and the conditions thereof, regardless of whether competi- 
tiveness is reached or program completion action is effected. The proce- 
dures manual further states that the maximum fixed term for all 
concerns shall be 5 years and that these terms shall apply to concerns 
that are applying for entry into the program and that are currently in 

Page 19 GAO/NSIAD-88-49 Water Purification Equipment Contracts 



“-mm”“.---- 

Appendix Ia 
G A O ’s  Evaluation of Concerns Raised 

the program. The fi.xed term may be extended for 2 years, but there may 
be no further extensions . 

W e have previous ly  held (see Aetna Ambulance Service, Inc ., G&L 
Ambulance Service, B-190187, March 31, 1978) that no firm has a right 
to an 8(a) contract award. W e further s tated that this  is  so regardless of 
whether the action being challenged relates  to an $BA determination that 
a firm should not be continued in the sect ion 8(a) program. 

In our April 8,1981, report to the Congress on the 8(a) program,7 we 
cr itic ized SBA for failing to establish fixed graduation dates or to move 
firms  out of the 8(a) program. W e noted that not doing so prevents other 
firms  from partic ipating in and benefiting from the program. 

i 
Buy- In on F is c al Year The contractor alleged that the winner of the fisca l year 1986 competi- 

1985 Contrac t tion for the 600 GPH H O W PIJ would not be able to perform because it had 
bid too low, or had “bought in,” to the R O W PIJ program. He s tated that, to 
make it poss ible for this  contractor to perform, the Army planned to 
permit it to obtain certain c r itica l components from sources other than 
those required by the so lic itation. Contract records show, however, that 
the Army has not granted, and does not plan to grant, a waiver to the 
required component sources. 

The 1986 contractor, also a small, minority-controlled busines s , won the 
competition with a bid of about $14.7 million, cover ing the contract 
quantity  plus  a loo-percent option quantity . This  bid was about $8.6 
million les s  than the former contractor’s  bid. The Army’s  project engi- 
neer told us that he had been informed by offic ials  of the 1986 contrac- 
tor that the company had made the low bid to keep one of its  plants  
open, not to make a profit. b 

W e have recognized in prior decis ions  that there are a number of legiti- 
mate reasons for a firm deemed capable of perfqrming to submit a 
below-cost bid for a fixed-priced contract and that such a bid does not, 
in itse lf, provide grounds for rejec tion. W e also recognized that it is  the 
procuring agency’s  responsibility  to ensure that (losses  resulting from 
below-cost bidding, or a “buy-in,” are not recovered through change 
orders or in any other way. 

71’he SHA 8(a) Prtxurement Program-A Promise Unfulfilled, CEQ-81-56, April 8, 1981. 
II 
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Iindustrial Preparedness Policy 

The 8(a) contractor had some concerns about how the industrial 
preparedness policy had been applied. Basically, it is the policy of DOD 
and the military services to depend heavily on private industry to pro- 
duce required materiel and equipment. As such, defense industrial 
preparedness involves the development and maintenance of a national 
industrial base, made up of private business firms and government- 
owned facilities that are capable of supporting military operations dur- 
ing peacetime, mobilization, and wartime. Ensuring an orderly and effec- 
tive transition from a peacetime production environment to a wartime 
production environment is critical to industrial preparedness. 

Contractor’s Concerns The 8(a) contractor stated that the Army should not have opened bon’s 
fiscal year 1985 requirements for the 600 GPH ROWPU to competition. In 
the contractor’s opinion, relying on a new and inexperienced producer 
for a critical item while allowing his own production line to close was an 
unacceptable risk in terms of mobilization and readiness requirements. 
He also stated that the Army’s decision was contrary to DOD’S policy of 
keeping planned producers in a minimum state of readiness. 

Army records indicate, however, that the Army had considered its 
requirements in terms of mobilization and readiness and concluded that 
its needs could be met using competitive procedures without incurring 
undue risk. Further, FAR and DOD’S mobilization policy guidance do not 
prohibit the action taken by the Army. In our opinion, the Army acted 
with allowable discretion. 

I$dustrial 
Pkeparedness Is Vital 
tQ Sustaining Wartime 
hfilitary Operations 

To carry out DOD’S industrial preparedness policy, the services assess 
the industrial base’s capability to support service mobilization require- 
ments. Known as the Industrial Preparedness Planning Program (IIW), 1, 
this ongoing assessment (1) identifies critical materiel and equipment 
requirements and planned producers, (2) develops and analyzes produc- 
tion plans, and (3) initiates industrial preparedness measures to correct 
production-related deficiencies. The primary objectike of this assess- 
ment is to ensure that key industries remain able during peacetime to 
respond quickly with the volume of war materiel nelcessary to sustain 
U.S. forces in conventional combat. 

Data generated during the IPPP process help DOD and the services to 
ensure an industrial base adequate for the timely delivery of required 
product quantities for combat force modernization, readiness, sus- 
tainability, and mobilization. For example, IPPI)-generated data help 
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planners program peacetime equipment buys to ensure a balanced sup- 
ply of materiel and the reservation of critical production skills and man- 
ufacturing capability. IPPP data also help planners predict and alleviate 
equipment shortages; compare the cost, benefits, and risks of maintain- 
ing production base capabilities and war reserve materiel stocks; mea- 
sure mobilization day production lead times; and identify potential 
industrial energy or transportation deficiencies. 

Equipment Lists Key to 
Most, Industrial Base 
I$zterm inations 

Two equipment lists, the Critical Items List (GIL) and the Industrial 
Preparedness Planning List (IPPL), are key to the Army’s industrial base 
determinations. The GIL, which is updated annually, provides a priority 
listing of requirements for sustaining selected weapons systems and 
items of equipment for forces engaged in conventional global warfare. 
The CIL serves as the basis for IPPL development and is used as a general 
guide for resource allocation. The IPPL is a listing of critical end items 
and equipment components that require industrial planning in order for 
the industrial base to meet mobilization requirements. The 600 GPH 
ROWPU has been on the GIL for at least 2 years. 

Both lists highlight critical i tems that will be consumed in combat and 
that require replacement. They are the two primary documents used by 
the Army for planning with industry and determining production 
requirements. Regulations that deal with both documents are considered 
guidance, not mandatory direction, Thus, mobilization requirements and 
other considerations can override guidance considerations. 

A  detailed analysis is needed to determine if an item on either list should 
be kept in minimum sustained production (a “warm” state). Regulations 
state that the determination to maintain items in :a “warm” production 
state is based on the (1) criticality of the items to’ a particular service in 
wartime, (2) ability of the commercial sector to produce the items, (3) b 
expected gaps or stops in production, and (4) expected rate of consump- 
tion during the first 6 months of a conflict. 

A  number of i tems on the GIL and IPPL are not in production. They are in 
a “cold,!’ or nonproduction, state and are generally items (1) that have 
been stockpiled in adequate numbers, (2) for which production tooling is 
in storage and readily available, or (3) for which production plans are 
maintained and stored “on-the-shelf” because the items can be easily 
and quickly produced or assembled by commercial sources. In the case 
of the ROWPU, the Army owned the production plans and specifications 
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and had determined that numerous commercial sources could assemble 
this unit within an acceptable amount of time. 

UOD Identifies and 
Designates Planned 
Eniergency Producers 

Private contractors who wish to become “planned producers” must offi- 
cially indicate a will ingness to produce GIL or IPPL i tems during mobiliza- 
tion and wartime and must be qualified to produce those items. 
Agreements with these planned producers are documented on a DOD 
Industrial Preparedness Program Production Planning Schedule (DD 
Form 1619). 

Any contractor who wishes to participate in the industrial preparedness 
program fills out a DD Form 1619, which is validated by the service 
representative who assesses a contractor’s capabilities to produce a spe- 
cific item. Information on the form includes the (1) time required to pro- 
duce an item not in production on mobilization day, (3) time required to 
reach a desired level of production if the company is producing the item 
on mobilization day, (3) percentage of plant facilities to be used to sus- 
tain a determined production level, (4) number of work shifts that 
would be required to sustain the production level, and (6) total number 
of i tems that would be produced during a 36-month period or until a 
level-off rate is reached. 

By signing this form, a contractor agrees to produce a specified item for 
the government in an emergency situation and is then designated a 
“planned producer” of the item and is placed on the register of planned 
emergency producers. 

A  company is removed from the register of planned producers if it loses 
its capacity to produce the item, the item becomes obsolete, or the item 
is no longer considered critical. Participation in the program assures a b 
contractor of being included on the bidding mailing list for any require- 
ment of the specified item. Participation does not guarantee that a con- 
tractor will be awarded any work or given any advantage over any 
other firm  capable of responding to DOD'S needs. Nor is a promise made, 
in writing or implied, that a contractor will be maintained either as a 
sole-source producer or in a “warm,” or minimum, state of sustained 
production. 

w 

Fibcal Year 1985 
Competition 

The 8(a) contractor, a small business planned producer for the 600 GPH 
ROWPU, was awarded the first production contract for the 600 GPH ROWPU 
in January 1980 and remained DOD'S sole source for this item until a 
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competitive award was made in October 1986. The Army wanted to 
open the contract for non’s fiscal year 1983 ROWPU requirements to com- 
petition because (1) a complete data package necessary for a competi- 
tive procurement was available, (2) numerous firms had expressed 
interest in competing, and (3) there was doubt about the reasonableness 
of the sole-source price. Under these circumstances, FAR places a heavy 
burden on an agency to justify the use of other-than-competitive pro- 
curement procedures. However, at the insistence of the contractor, MA, 
and several congressmen, the Under Secretary of the Army agreed to 
make another sole-source award to the contractor to assist him in mak- 
ing the transition from a noncompetitive to a competitive position. At no 
time was mobilization or readiness an issue for continuing this sole- 
source arrangement. 

When the Under Secretary agreed to make a final sole-source award to 
the contractor, he advised the concerned congressmen that all future 
requirements would be opened to competition. However, when the Army 
announced plans to seek competition for DOD'S fiscal year 1985 ROWPIJ 
requirements, the contractor suggested that a competitive procurement 
would endanger the country’s mobilization and readiness capabilities 
and requested that he again be contracted with on a sole-source basis, 

The Army acknowledged that the contractor was a planned producer for 
the 600 GPH ROWPU and that this equipment was included on the GIL. 
However, DOD'S policy guarantees only that a planned producer will be 
given the opportunity to submit a bid or a propo$al for any procurement 
action on the item involved. The contractor was given this opportunity 
in both fiscal years 1985 and 1986. 

The Army, in considering the fiscal year 1985 requirements, concluded 
that the units on hand would meet its immediate needs and that suffi- 
cient time was available to allow competitive procedures to be used to A  
fulfill the remainder of its requirements. Many df the Marine Corps pro- 
duction units were to be sent directly to storage. The Army concluded 
that the ROWPU did not meet the criteria for sole-source procurement for 
mobilization because a number of firms could produce the ROWPIJ in an 
acceptable amount of time. 

The Army also concluded that competitive procedures would enhance 
the mobilization base by bringing in new produ ers. The fiscal years 
1986 and 1986 contracts, awarded to different ontractors, also reduced 

1 the price of the R~WPUS by almost 50 percent, th s allowing DOD to buy 
and field ROWPUS considerably. faster with the same funding. 
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To determine whether the Army’s competitive procurement of the 600 
GPII ROWPU was unusual compared to the procurement of similar support 
equipment, we reviewed the production plans of 37 of 453 items on the 
Army’s CL Of the 37 items, we found that 24 had been or were being 
procured competitively. The remainder were not currently in 
production. 
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