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UNITED STATES GENERAL ACCOUNTING OFFICE
WASHINGTON, D.C. 20548

D
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o-165731 y// S
- T f i

The Secretary ¢of Defense 110987

Dear Mr. Secretary:

Subject: Response to Defense Comptroller's Comments
on GAC's Report Entitled "Improperly AAVK/

Qe i A y ha Do Md1 94
=U0814l1Z1lng tae LVEA'Gu uu.;.u.ary Sales

Program--A Continuing Problem" (FGMSD-79- 16,
Mar. 22, 1979) ~—

In a June 15, 1979, letter (0OSD Case #5125), the Assistant
Secretary of Defense (Comptroller) responded to our report
cited above. 1In his response, the Assistant Secretary took
exception to our recommendations. (See encl. I.) My purpose
in this report is to respond to the Assistant Secretary's ob-
jections and to reiterate the merits of our recommendations
and the importance of your 1mplement1ng them.

/ I fok A ‘

In our subject March 1979 report, we(dlsclosed that durlng
the past 6 fiscal years the Defense Department had not charged
up to an estimated $370 million for quality assurance services
provided on items sold to foreign countries, even though recov-
ery of costs for these services had been required since at
least 1970.2 The problems encountered in not recovering these
costs were indicative of Defense's continued failure to recover
all costs for foreign military sales.

/ Failure to recover these costs has largely resulted from
inadequate implementation of Defense's pricing policies by the
military departments and Defense agencies, and insufficient .
followup or monitoring of the degﬁr;ments"angmfgenié 2( acs L silf
tions by Defense policymakers.’#0Ur mdin redofimfendat’ib was’to '
assign to a new or existing organization the spec1f1c responr_
sibility for insuring effective and consistent 1mp ementatmon P
of foreign military sales pricing policiess” ‘That( rganlzatloq 7
should be sufficiently freed from other work to carefully(fonguwﬁ i
low up and monitor implementation of foreign military sales - e
pricing policies.
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The Assistant Secretary dees not accept‘éﬁz recommenda-
tion because (1) followup to assure compliance with Defense
policies should be the responsibility of internal audit staffs,
inspector general teams, and financial quality assurance
organizations and (2) he believed that a new foreign military
sales "audit/inspection" organization would not be the most ..
efficient use of available.personnel. Further, he questiong™ '*

_our estimate of up to $370 million in costs not recovered for

(

N 'H“ #

quality assurance services, but advises  that corrective action
has been initiated to recover those costs and to avoid incur-
ring future deficits.

Ayt "{Wl’fm" : 'I“‘\\
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carefully, but we believe our p051t10n is ound and merits
further consideration by yeur Department b Regarding whether
additional effort uld be warranted to police compllance with

Defense policies, mulative foreign military sales 51nc§ 1}72

+h rabalTad aklmanré 3
have totaled about $70.2 billion, and during that time $&°ha

issued 30 reports on deficient accounting, billing, and collect-
1ng on foreign mllltary sales. Since 1976,)we have identified .

/over $1 billion in unrecovered costs on selected sales cases.bfffwhwm

The total of such unrecovered costs is undoubtedly substan-
tially more. Considering the size of the program and the cost
of not administering the program properly, we believe that our
recommendation is cost effective and should be implemented.
| The Assistant Secretary believes that éﬁé estimate of up

to $370 million in unrecovered quality assurance services
costs may be significantly overstated) He said that Defense
is attempting "to develop a more accurate estimate of the total
underrecoupment (if any)." However, as noted in our report,
Defense has no statistics to show the amount, of guality assur-
ance spent on foreign military sales itemiaﬂt 4t lack of infor-
mation strongly indicates a deficient accdédunting system. To
obtain a rough approximation of the quallty assurance costs
incurred by contract administration services regions,’ we deter-
mined the ratioc of the dollar values of foreign military sales
acceptances to Defense procurement appropriations and multi-
plied that by the cost of the regions' quality assurance for
fiscal 1973 through 1978. The resulting estimate of $370 mil-
llon represents an average of 0.57 cent for each sales dollar.J

R / ﬂ,A Woertfen, L R T .
D?fense, in attemptlng "to develop a more accurate esti-
mate,"”
that quality assurance costf 0.48 cent per sales dollar.
though the Defense Logistics Agency concluded that the Sample
was too small and not statistically valid (see encl. II}, it
is interesting to note that our estimgte and th% results of
Defense's sample are not appreciably different.

V«,wm,a

examined a random sample of 100 contracts aad fou %Mll g

e
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A brief review of the facts leaves no doubt that the
amount of the underrecoupment for quality assurance is sub-
stantial. Since fiscal 1976, the Defense Logistics Agency

has identified (but not collected) $16 million in quality
assurance costs on foreign military sales items. The $16 mil-
lion represents only 2 percent of the Defense Logistics Agen~
cy's guality assurance efforts. Since foreign military sales
orders represent approximately a third of Defense's purchasing
authority, substantial costs obviously have not been identi-
fied or recouped.)

Also, in a report on quality assurance activities in De-
fense contract administration organizations (No. 79-085, May 9,
1979), the Defense Audit Service identified reimbursables of
$20 million for fiscal 1977--most of which, according to Defense
auditors, was for gquality assurance provided by the military
services. é;ince the military services are responsible for
guality asBurance at only 36 of about 20,000 Defense contractor
plants,/1/ the Defense Logistics Agency's share of quality
assurafce costs should be many times greater than that incurred
by the rvices.

Y

The Assistant Secretary also indicated that actions have
been taken to correct the problems in reimbursing the Defense
Logistics Agency for quality assurance. In an October 25, 1978,
memo, the military departments were notified to honor the De-
fense Logistics Agency billings for guality assurance provided
on foreign military sales items. However, as of July 1979,
the Defense Logistics Agency has received cumulative reimburse-
ments (i.e., reimbursements for all fiscal years) totaling only
about $2 million.)

The Assistant Secretary alsoc stated that(goreign military
sales cases written or amended since June 1978 .have included
a l-percent factor for quality assurance costs’'/and that ample
funds will have been billed and collected from foreign military
sales customers. The inclusion of the l-percent factor in the
the sales cases is a step in the right direction5£¢ wever, as
shown by the small amounts being billed and collectédSthere is
still no assurance that the costs will be billed and collected.
To ensure billing and collecting of quality assurance costs,
Defense must first establish a system to identify when such
costs are incurred for foreign military sales;)

1/The Defense Contract Administration Services regions pro-
vided quality assurance, as required, at the rest of the
contractor plants.
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Almost 10 years after requiring that quality assurance
costs be reimbursed, Defense has not, for the most part, recov-
ered those costs. The problem of noncompliance or long delays
in implementing Defense policies has been disclosed in the 30
reports we have issued in the past several years on deficient
pricing practices. We think that basic corrective action is
long overdue and that Defense should provide sufficient re-
sources to ensure that its pricing policies are effectively
implemented.

Copies of this report are being sent to the Director,
Office of Management and Budget and to the House Committee
on Government Operations, the Senate Committee on Governmental
Affairs, and the House and Senate Committees on Appropriations.

Sincerely yours,

D. L. Scantlebury
Director

Enclosures



ENCLOSURE 1 ENCLOSURE I

ASSISTANT SECRETARY OF DEFENSE
WASHINGTOK, B.C. 30301

15 JUN 1978

Honorable Elmer B. Staats

Comptroller General of the
United States

Washington, D.C. 20548

Dear Mr, Staats:

This is in reply to your letter to the Secretary of Defense regarding
your report dated March 22, 1979, on "Improperly Subsidizing the Foreign
Military Sales Program — A Continuing Problem" (OSD Case #5125)
(FGMSD-79~16) .

Commmmemmmar”

The above report stated that since 1973 up to $370 million worth of
quality assurance services had not been properly recouped from Foreign
Military Sales (FMS) customers. We believe this estimate may be signif-~
icantly overstated and are investigating the condition. Each of the
Military Departments has been requested to identify the dollar value of
FMS contracts forwarded to the Defemse Logistics Agency (DLA) for quality
assurance support. Alsc, & random sample of quality assurance cost ex-
pended op foreign commercial contracts has been taken. The sample dis-
closes that the quality assurance effort averages .481 of contract cost.
Quality assurance cost for the sampled contracts ranges from a high of
37.1% on & $748 contract to a low of .2Z on a $40,898 contract. The
sample is mow being evaluated by DLA statisticians to determine if it
can be used to project the quality assurance costs related to the total
universe. If it is validated, we will apply the percentage to the dollar
value of contracts forwarded to DLA for quality assurance support and
thus be in & position to develop a more accurate estimate of the totsal

under-recoupment (if any).

The necessity to include provision for recoupment of quality assurance
support in the estimated FMS case cost was stressed in the Jume 1978
‘FMS pricing workshops. These workshops were conducted in response to
recommendations contained in previous GAO reports. Cases written or
anmended since that date have included 2 1 factor for quality assurance
cost. Therefore, if the sample percentage of .4B%Z is representative of
the universe, ample funds will bhave beep billed and collected from FMS
customers. 7The major remaining effort them will be to assure that Mili-
tary Department contracts provide sufficient FMS identification so that
all quality assurance support costs are recouped. This identification
problenm is the reason that there is s possibility all PMS support costs
have not been recouped. Bowever, it should be emphasized that in most
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cases FMS customer funds have been obtained for these services and are

on deposit in the FMS trust fund, a mor-interest bearing Treasury account.
The problen associated with reimbursing DLA was resolved by an Assistant
Secretary of Defense (Comptroller) memorandum dated October 25, 1978,
which notified Military Departments to honor DLA billings for quality
assurance hours that are supported by applicable FMS country, case,
contract and requisition number. Now that this information is being
provided, funds are being transferred to reimburse the DLA appropristion
accounts.

The first recommendation to the Secretary was to reconsider previous GAO
recommendations to assign specific responsibility for emsuring effective
and consistent implementation of Foreign Military Sales pricing policies
to & nev or existing organization that can be sufficiently freed from
other work to carefully follow up and monitor implementation of FMS
pricing pelicies. Our position that follow-up st the installation level
to assure compliance with DoD policies should be the responsibility of
our internal audit staffs, inspector general teams, and financial quality
agsurance organizations remains unchanged. We believe that establish-
ment of & new FMS "audit/inspection" organization would mot be the most
efficient use of available manpower resources.

The second recommendatior was to develop and implement practical pro-
cedures to recover the cost of Government—provided quality assurance.
Our current procedures provide for accumulating quality assurance sup-
port bours expended on contracts awarded to meet FMS customer require-
ments., We are presently developing simplified procedures for accumu-
lating man-bours for support of FMS customers. The system provides for
determining average man-hours per $1,000 on the basis of the type of
commodity and complexity of quality assurance support required. This
action will effectively implement the GAO recommendation and result ic a
savings of administrative man-hours for quality assurance personnel.

Your final recommendation was to direct responsible organizations to
make a reasonable attempt to identify and recoup undercharges for quality
assurance. As you point out in the report, a case cammot be closed
until costs have been recouped in accordance with DoD Instruction 2140.1.
A pew procedure will be implemented shortly to assure that a final .
review of case pricing is made prior to case closure. Additional docu~-
mentation will be placed in each case file to shov the cost elements
included in the case price and the appropriation accounts which have
been reimbursed. This improved audit trail will reinforce our pricing
policies and help assure that all coste are properly recouped. Under
this procedure any under-recoupments would be identified so that appro-
priste billings can be made.

We appreciate the opportunity to comment on your report.

fincerely,
~ T e &J«wé'v

.- pred P. Wacker

As;i‘stam Secretary of Defonss
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8 JUN B2

DLA=CPC . i
MEMORAMDIRY FOR DEPUTY ASSISTANT SECRETARY OF DETENSE (MANAGEMENT SYSTEMS)

SUBJECT: QA Costs Incurred in Support of Poreign Country District Commercial
Contracts ‘

Referanco: OASD(IS) momorandum, 1 May 1979, subject as above.

The enclosura dizplays the results of a regression analysis performed on the
referenced data. 0f the 100 randon sammle contracts within the referenca,
only 35 sample contracts were i{nput to the rogression analysis. s excluded
15 contracts because they were highly skerad in respect to tha rest of the
szuple. Bocause thip semple (s from a population of 10,000 contracts, the
results of vur resression analysis are not reliable. A rander cammle of
1,000 contracts will provide more meaningful results. The need for e lerpe
sxzple becomas gquite spoarent when the Correlation Coefficient is revieucd
(ser subparagrapii ¢ balow),

The enclosure does not show that QA hours incurred within the subject area
can be estimatad from the Dollar Value of the contract, L.e., OA hours beiny
the dependent variables snd the Dollar Valuss of each eontrzct being the
independent variables. Both the low Correletion Coafficient and the high
Standard Error of the Estimatc bears this out. The followint is on axplana-
tion of the enclosure's figurcs. )

a. The Intercept snd tho Regression Coefficiemnt yield the Zallowing
sguations

yc = 4,7918%5 + .0000763325 (x)
yc = calculated QA hours
x = Dollar VAlus of a contrace

b. DBDecause tha Caxputed T-value is greater than three, thcre may be 2
mathematical relationship botween QA bours and the Dollar Value of the
contract.

¢. The Corrslation Cocfficient indicatos thet only 34,2% of the varia-
tions of the Y Zstinated values from the Y Observed values arn explained by
estinate (see Table of Reszfduals)., That is 65.7Z of this variatien is not
accounted for by the smuple.
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DLA-CFG
SUBJECT: QA Costs Incurred in Support of Foreign cam:ry District Comercial
Contracts

. |
¢. The Standard Error of Estimate indicates that, on ths averazs, s Yc

calculated from a Dollar Value in the sample will coms within + 4,189 hours
of ths actual QA hours associated with that contract.

¢. The Table of Residuals shows the Yc for each of the 85 Dollar Values
in the saxple:

Y Observed = actual QA hours billed
Y Estizated = QA hours calculatod with Yc = &4,79183 + .0000763325 (x)
Rasidual = Y Obsarved « Y Estimated

POR THE DIRECTOR:

(signed) B G- pORDLEY
Encl R. C. BORDLEY

Chief, Accounting and Pimce Division
Office of the Camptroller

rd
\ /
Mr. Swanson/46217/shs/7 Jun 79 {ZV"{
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OFFICE OF THE ASSISTANT SECRETARY OF DEFENSE
WASHINGTON, D.C. 20301

May 1, 1979
(Management Systems)

MEMORANDUM FOK MR. BORDLEY, DLA

SUBJECT: QA Costs Incurred in Support of Foreign Country Direct
Commercial Contracts

Attached is the sample of QA costs recorded by the New York Control
Point on a sample of closed contracts. Information on the
techniques used to select the sample and population size msy be ob-
tained frow Mr. Jensen, Autovon 934-9191.

I would appreciate your having 2 statistician review the sanple per
our discussion of last week. We need the right buzz words, i.e.,

confidence level, mode, etc. Also, the sample results should be
portraved on a curve. My current plan is to use the study results

in responding to the GAO report on QA.

Michael Melburn

Attachment

11
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