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GAO un i ted states 
Genera l  Account i ng Off ice 
Wash i ngton, D.C. 20 6 4 8  

Nat iona l  Secur ity a n d  
Internat iona l  Affa irs Div is i on 

B-243041 

Apr i l  6,199 l 

The Honorab l e John G lenn 
Cha i rman, Committee on Governmenta l  Affa irs 
Un ited States Senate 

Dear Mr. Cha i rman: 

Th i s report is one in a ser ies be ing i ssued in response to your request 
that we eva luate the adequacy of contro ls for prevent ing fraud, waste, 
and m i smanagement in Department of Defense (DOD) subcontracts. For 
th is report, our ob ject ive was to determ ine whether recent rev is i ons to 
DOD procurement regu lat ions reduced or e l im inated subcontract pr ic ing 
prob l ems that can cause inf lated contract pr ices. We  rev i ewed subcon- 
tract est imates in four contracts awarded to three DOD pr ime 
contractors. 

Resu l ts in Br ief Desp ite DOD's efforts to strengthen its regu lat ions on cost est imat ing sys- 
tems and increase emphas i s o n  subcontract pr ic ing, DOD contract pr ices 
cont inue to be overstated because of inf lated subcontract est imates. 
Unt i l  we l l -known, fundamenta l defects in contractor cost est imat ing sys- 
tems are corrected, inf lated subcontract est imates wi l l  cont inue to f ind 
the ir way into pr ime contract pr ices. 

Our rev i ew of 68 subcontract est imates tota l ing about $162 mi l l i on 
showed that DOD pa id about $11.7 mi l l i on more to three pr ime contrac- 
tors than the contractors negot iated with the ir subcontractors. The 
excess contract pr ices resu lted pr imar i l y because pr ime contractors d id 
not eva luate noncompet it i ve subcontractor proposa l s pr ior to contract 
negot iat ions as requ ired by the Federa l Acqu is i t i on Regu lat ion. Pr ime 
contractors a lso awarded the ir compet it i ve subcontracts at pr ices be l ow 
those negot iated in DOD pr ime contracts. 

The Defense Contract Aud it Agency (n&Q, in assess i ng the contractors’ 
est imat ing systems, had prev ious l y c ited two of the three contractors 
for fa i l i ng to make t ime ly eva luat ions of subcontract cost est imates. 
However, effect ive act ions had not been taken to correct the ident if ied 
system def ic ienc ies, In add it ion, contract ing off icers respons ib l e for 
award ing the contracts we rev i ewed d id not use appropr iate contract 
c l auses to protect aga inst inf lated subcontract est imates. 
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Background Subcontract costs frequently compr ise more than 60 percent of pr ime 
contract va lues. For example, the four pr ime contracts cons idered in th is 
rev iew totaled about $937 mi l l ion, and about 63 percent of that total 
represented subcontracts and mater ia l purchases. Often, DOD and its 
contractors agree to a contract pr ice before the contractor and its sub- 
contractors agree to subcontract pr ices. Accord ing ly, DOD contract pr ices 
often conta in est imates of what the subcontract pr ices may l ike ly 
be-not the pr ice of the actua l subcontracts. 

As a safeguard aga inst inflated subcontract est imates, DOD regulat ions 
require contractors, under certa in c ircumstances, to obtain and eva luate 
noncompet it ive subcontract pr ices and inc lude the resu lts of the eva lua- 
t ions as part of their contract proposa ls. The key here is that such 
eva luat ions shou ld be made before DOD and the contractor agree to a 
contract pr ice because the eva luat ions can prov ide contract ing off icers 
with a bas is for assur ing that on ly fair and reasonab le subcontract 
est imates are pr iced into contracts. 

In past rev iews, we and the DOD Inspector Genera l had found that when 
contractors fai led to eva luate subcontractor proposa ls, DOD contract 
pr ices were mi l l i ons of do l lars h igher than warranted. In response to 
ev idence of such subcontract pr ic ing abuses, DOD rev ised its regu lat ions 
and issued severa l po l icy memorandums emphas iz ing the need to 
improve subcontract pric ing. Accord ing to DOD, its most sign if icant 
act ion to address subcontract pr ic ing prob lems was rev is ing DOD pro- 
curement regulat ions on contractor est imat ing systems in March 1988. 

These rev ised regu lat ions require ma jor contractors to estab l ish and 
mainta in systems that produce supportab le and verif iab le cost est imates 
for contract negotiat ions. The regu lat ions a lso require that DOD regu lar ly 
rev iew the adequacy of contractors’ est imat ing systems. 

DOD admin istrat ive contract ing off icers are author ized to take whatever 
act ion is determined necessary to ensure that contractors correct identi- 
fied def ic ienc ies. Such act ions inc lude, but are not l imited to, bring ing 
issues to the attention of h igher leve l management, reduc ing or 
suspend ing progress payments, recommend ing that contracts not be 
awarded, and u lt imately, where def ic ienc ies remain uncorrected, d isap- 
prov ing systems. In addit ion, contract ing off icers respons ib le for negoti- 
ating contracts can a lso de lay negotiat ions and use contract c lauses to 
protect aga inst inflated contract pr ices. 
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Contractors Genera l ly Our rev iew of 68 subcontract est imates total ing about $162 mi l l ion 

Awarded Subcontracts 
showed that the pr ices DOD paid its contractors were about $11.7 mi l l ion 
higher, inc lud ing overhead and profit, than the pr ices the contractors 

at &ices Subst~t i~ ly paid their subcontractors. 

&low Est imates in 
Pr ime Contracts 

Subcontract Eva luat ions As part of our rev iew, we examined 12 noncompet it ive subcontract 
Often Not Comp leted Prior est imates, each in excess of $1 mi l l ion. We found that in the aggregate, 
to DOD Contract contractors awarded these subcontracts for about $8.8 mi l l ion less than 

Negot iat ions the pr ices negotiated in the contracts. In 9 of the 12 cases, subcontract 
eva luat ions were not completed before contract negotiat ions. 

On one contract, the contractor did not complete required eva luat ions on 
f ive subcontractor proposa ls va lued at $69.8 mi l l ion. Instead, the con- 
tractor made pre l iminary eva luat ions on four of the subcontract pro- 
posa ls and recommended reduct ions ranging from 1 to 6 percent. No 
pre l iminary evaluat ion was made on the fifth subcontract proposal. 
After DOD contract negotiat ions, the contractor conducted in-depth 
eva luat ions of updated proposa ls on the four subcontracts and recom- 
mended reduct ions ranging from 8 to 27 percent. Based pr imar i ly on the 
subsequent in-depth eva luat ions, the contractor negotiated average 
reduct ions of 14 percent in subcontract pr ices, or about $3.1 mi l l ion 
lower than amounts negotiated in the government contract. 

The contractor told us that the pre l iminary eva luat ions compl ied with 
regulatory requ irements. However, our rev iew ind icated that the pre l im- 
inary eva luat ions did not provide assurance that the est imates were fair 
and reasonable. In fact, the evaluat ion reports themse lves each con- 
tained the fol lowing qual if icat ion: 

Th is is a pre l im inary ana lys is issued pend ing formal factf ind ing and deta i led cost 
ana lys is. The op in ions conta ined here in are based on l imited data and sha l l not be 
used as a bas is to undertake formal negot iat ions with the supp l ier. 

Contractors Negot iated 
Reduct ions on 
Compet it ive ly Priced 
Subcontracts 

In addit ion to ach iev ing lower pr ices on noncompet it ive subcontracts, 
pr ime contractors negotiated lower pr ices on compet it ive subcontracts. 
On 13 compet it ive subcontract est imates we rev iewed, pr ime contractors 
negotiated subcontract pr ices that were about $3 mi l l ion less than 
aKKNUItS negotiated in DOD contracts. 
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In one case, invo lv i ng a dua l-source procurement, the DOD contract ing 
off icer requested DCAA aud its of the dua l-source subcontract est imates 
and then used the aud it resu lts to negot iate a $6.1 mi l l i on reduct ion in 
the proposed amounts. Neverthe less, after DOD contract negot iat ions, the 
contractor obta ined an add it iona l $2 mi l l i on in pr ic i ng concess i ons by 
request ing a best and f ina l offer from the l ow b idder and negot iat ing 
with the h igh b idder on the bas i s of a subcontract eva luat ion. 

In a separate report,’ we showed that many DOD contractors d id not use 
compet it i ve subcontract est imates inc l uded in proposa l s to the govern- 
ment to award the ir subcontracts. Rather, the contractors so l i c i ted and 
obta ined, often from d ifferent b idders, s ign if icant ly l ower pr ices before 
award ing the ir subcontracts. Contract ing off icers, unaware of the con- 
tractors’ pract ice of so l i c it ing and obta in ing l ower pr ices, accepted the 
est imates inc l uded in the contractors’ proposa ls. As a resu lt, DOD pr ime 
contracts have been overpr iced by mi l l i ons of do l l ars. 

Contract i ng O ff icers DOD regu lat ions prov ide measures that admin istrat ive contract ing 

D id Not Use Measures off icers shou l d take to ensure contractors take t ime ly act ion to correct 
est imat ing system def ic i enc ies such as those dea l i ng with subcontract 

to Protect Aga i nst eva luat ions. Contract ing off icers who award contracts to contractors 

Inf lated Est imates hav i ng ident if ied def ic i enc ies in the ir est imat ing systems are a lso 
respons ib l e for us ing appropr iate measures to protect aga inst inf lated 
subcontract est imates. 

Two of the three contractors we rev i ewed had prev ious l y been c ited by 
DCM for subcontract eva luat ion def ic ienc ies. LXAA had reported the def i- 
c i enc i es to DOD contract admin istrat ion personne l and contract ing 
off icers respons ib l e for contract pr ic ing dec is i ons. Neverthe less, the 
def ic i enc ies rema i ned uncarrected. Admin i strat ive contract ing off icers 
d id not take the act ions prescr ibed in the regu lat ions to ensure t ime ly 
correct ion of the def ic i enc ies and sanct ions were not used. 

We  found that DOD contract ing off icers respons ib l e for award ing the con- 
tracts we rev i ewed have used pr ic ing techn iques to reduce contractors’ 
proposed subcontract est imates. However, as ev i denced by our work, 
the techn iques were on ly part ia l l y successfu l  in reduc ing inf lated sub- 
contract est imates. Accord i ng to DOD regu lat ions, if est imat ing def ic ien- 
c i es affect the government’s ab i l i ty to negot iate a fa ir and reasonab l e 

Contract pr ic ing: Compet it i ve Subcontract pr ice &ti iat.es Often Overstated (GAO/NSIAD-01-149, 
ti a l-. , 20 1991 1. 

Page 4 GAO/NSIAD-81-101 Inadequate Subcontract Fh luat i oxw 



contract pr ice, contract ing off icers shou l d cons i der us i ng contract 
c l auses that prov ide for ad j ustment of the contract pr ice after award. 

Such c lauses, common l y  referred to as reopener c lauses, can prov ide an 
effect ive too l to protect aga inst inf lated subcontract est imates when 
contractors fa i l to perform requ ired subcontract eva luat ions. However, 
on two of the pr ime contracts where eva luat ions were not comp l eted on 
subcontracts va l ued at $94.1 mi l l i on, we found that contract ing off icers 
d id not take advantage of such contract c lauses. 

On one of these pr ime contracts, the DOD contract ing off icer, us i ng a lter- 
nat ive eva luat ion techn iques, attempted to negot iate a E-percent reduc- 
t ion ($6.1 mi l l i on) to proposed subcontract est imates amount i ng to $34.3 
mi l l i on. The contractor, however, wou l d on ly concede a S-percent reduc- 
t ion ($1.7 mi l l i on). A week after negot iat ions were comp l eted and the 
contract awarded, the contractor i nformed the DOD contract ing off icer 
that if subsequent subcontract pr ices were s ign if icant ly l ower than 
those inc l uded in the contract, the sav i ngs wou l d be vo luntar i l y shared 
with the government. The contractor subsequent l y negot iated subcon- 
tract pr ices that were $3.1 mi l l i on lower, pr inc ipa l l y from subcontract 
eva luat ions comp l eted after pr ime contract negot iat ions. The vo luntary 
refund made by the contractor subsequent l y reduced the contract pr ice 
by $1.6 mi l l i on, 

Wh i l e the vo luntary refund part ia l l y accomp l i shed the ob ject ive of a 
reopener c lause, the contractor was under’ no lega l ob l i gat ion to share 
the sav ings. Moreover, had the DOD contract ing off icer used a reopener 
c lause, the government cou l d have rea l i zed the ent ire sav ings-not just 
a share. When  we quest i oned invo lved DOD contract ing off ic ia ls about 
the nonuse of a reopener c l ause prov i ded for in the regu lat ions, these 
off ic ia ls to ld us that it was the ir po l i cy not to use such c lauses. We  
be l i eve th is case i l l ustrates the benef it of us i ng reopener c l auses where 
s ign if icant subcontract est imates are pr iced into pr ime contracts 
without the benef it of subcontract eva luat ions. 

Rev is i ons to DOD 
Regu l at i ons Have Not 
So l ved the Prob l em 

In Apr i l  1990, the DOD Inspector Genera l  reported that f isca l year 1987 
DOD contracts were excess ive l y pr iced by about $94 mi l l i on because, 
among other th ings, contractors fa i l ed to perform requ ired subcontract 
eva luat ions. In response to the Inspector Genera l ’s f ind ings, DOD pro- 
curement po l i cy off ic ia ls stated: 
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The prob lems ident if ied are not new; they have been the sub ject of prev ious GAO 
reports and Congress iona l hear ings dur ing 1987 and 1988. Regu lat ions have a lready 
been rev ised and po l icy memoranda have a lready been issued to dea l with the 
prob lems ident if ied. Had the office of the IG [Inspector Genera l] focused its rev iew 
on more recent contract act ions, we be l ieve the resu lts wou ld have been sign if i- 
cant ly d ifferent because of the increased emphas is that has been p laced on these 
issues dur ing the past three years, 

Since the contracts we rev iewed for th is report were awarded after 
March 1988, our rev iew shows that DOD’S act ions to address subcontract 
pric ing prob lems have not been effect ive. Moreover, in a separate 
report? invo lv ing est imat ing systems of 101 defense contractors, we 
demonstrate that subcontract est imat ing prob lems are pervas ive. 

Recommendat ion We recommend that the Secretary of Defense direct contract ing off ic ia ls 
to use ex ist ing management contro ls and sanct ions to ensure that con- 
tractors routine ly comp ly with the subcontract pric ing regulat ions and 
that subcontract pr ices inc luded in DOD contracts are fair and reason- 
able. Contractors shou ld be held accountab le for fai lure to comp ly with 
such regulat ions and contract ing off ic ia ls shou ld be held respons ib le for 
enforcing contractor compl iance. 

Scope and 
Methodo logy 

We made our rev iew at three major defense contractors, as wel l as DOD 
contract ing off ices respons ib le for awarding the contracts. We rev iewed 
contract documents, negotiat ion records, pr ice proposa ls and supporting 
data, government fie ld pr ic ing and cost est imat ing system reports, con- 
tractors’ written cost est imat ing po l ic ies and procedures, and subcon- 
tract and purchase order fi le documentat ion. 

Tab le 1 shows the contracts covered in our rev iew. 

2Contrsct Pric ing: Defense Subcontract Cost Est imat ing Prob lems Are Chron ic and Widespread 
C-91 157 M - , al-. 28 ,199l). 
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Tab l a 1: Contracts Covered In Rev i ew 
Do l l ars in mi l l i ons - . _ _ 
Contractor Contract n umber  Contract amount DOD buv l n o o it i ce 

1024-89-C-6034 $164.5 
s ------ 

Nava l  Sea  &stems Command .  Hugh e s  Aircraft Co., Gro u n d  
Systems Group, Fuk&#b& C6f if. 

NO( 

Mart i n Mar i etta Cor 
P 

Electron i cs 
Systems, Or l a ndo, la. 

F 3 3 6 5 7 - 8 4 -C-0004 
Mod i f i cat i on PO00 4 7  

625.0 
Wash i n gton, DC. 

. 

Air Force Aeronaut i ca l  Systems 
Div i s i on, Wr i ght-Patterson Air Force 
Base. Oh i o  

McDonne l l  Doug l a s  Corp., E lectron i c DAAJ09-88 .CA107 77.5 
S&f+ms Co., Hunt~ngtcn Seach, DAAJ09-88 .CA107 

Army Av iat i on Systems Command ,  
St. Lou i s, MO. 

Mod i f i cat i on PO00 0 3  69.6 
Tota l $936.6 

Sl ight ly more than one-ha lf of the tota l contract amount of $936.6 m i l - 
l ion, or about $498 mi l l i on, represented the cost of subcontracts and 
mater ia l  purchases. Of that amount, we rev i ewed 68 subcontracts pro- 
posed for about $162 mi l l i on. 

We  performed our rev i ew from June 1990 to February 1991 in accor- 
dance with genera l l y accepted government aud it ing standards. As 
agreed, we d id not obta in agency comments on th is report. However, we 
d i scussed our f ind ings with contractor representat ives as we l l  as DOD 
contract admin istrat ion, contract aud it, and buy i ng off ice personne l and 
have incorporated the ir comments where appropr iate. 

Un l ess you pub l i c l y announce its contents ear l ier, we p lan no further 
d istr ibut ion of th is report unt i l 30 days from the date of th is letter. At 
that t ime, we wi l l  send cop i es to the Secretary of Defense; the Directors 
of the Defense Log ist ics Agency and DCAA; Director, the Off ice of Man- 
agement and Budget; the contractors invo l ved in the rev iew; and other 
interested congress iona l  committees. Cop i es of th is report wi l l  a l so be 
made ava i l ab le to others upon request. 
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Please contact me  at (202) 276-8400 if you or your staff have any ques- 
t ions concern i ng th is report. Other ma j or contr ibutors to th is report are 
l i sted in append i x I. 

S incere l y yours, 

Pau l  F. Math 
Director, Research, Deve l opment, 

Acqu is i t i on, and Procurement Issues 
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Append i x I 

Ma jor Contrib u tors to T h is Report 

Nat i ona l  Secur ity a n d  Dav i d E. Cooper, Ass istant Director 

Internat i ona l  Affa irs 
D iv is ion, Was h i ngton, 
DC. 

At lanta Re g iona l  
Off ice 

George C. Burdette, Reg i ona l  Ass i gnment Manager 
Dayna L. Foster, Site Sen ior 

Los Ang e les Re g iona l  Rona l d A. Bonon i , Eva luator- i n-Charge 

Off ice 
Kenneth H. Roberts, Site Sen ior 
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