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M. Chairman and Menbers of the Subcommittee:

| appreciate the opportunity to share with you our
view on acquisition reformefforts at the Departnent of
Def ense. At the outset, | want to enphasize that the
O fice of the Inspector General (O G has for sone tinme
been a strong supporter of acquisition reform During this
past year, we have continued our efforts to help the
Departnent and Congress identify barriers to nore efficient
acquisition practices, design new processes, and eval uate
the i npact of the changes already in place.

OBSERVATI ONS ON_REFORM

We are encouraged by the progress the Departnent is
maki ng in sonme areas of the acquisition reformeffort.
For exanple, we recently reported that DoD conponents Repor t
i npl emented many initiatives to reduce acquisition | ead- No. 99-037
time. The changes have all owed DoD conponents to reduce
acquisition lead-tine by an average of 14 percent with sone
activities achieving a 50-percent reduction since our 1995
review. The reductions in |ead-tinme reduce the anount of
inventory needed on the shelf or the time the warfighters
have to wait for a part.

Acquisition reforminitiatives such as pronoting
el ectronic commerce and encouragi ng the use of conmerci al
purchasi ng practices are focused on expediting
procurenents, cutting red tape, and reduci ng overhead
costs. However, much nore needs to be done to ensure that
the DoD acquisition work force is capable of transitioning
to new practices and that those new practices include
reasonabl e controls to safeguard agai nst the continui ng
threat of procurenent fraud and m smanagenent. There have
been many positive acquisition reforminitiatives.
However, except for acquisition lead tine, we have not yet
seen significant across the board inprovenents in cycle
time and unit costs.

CHALLENGES | N THE OVERSI GHT OF ACQUI SI T1 ON

The O fice of Inspector CGeneral has broad statutory
authority to conduct oversight within DoD, including the
area of acquisition. The sheer magnitude of the
acqui sition program however, mnmakes effective oversight a
monunent al chal l enge. I n FY 1998, DoD purchased over



$131 billion of goods and services on over 250, 000
contracts, grants, cooperative agreenents, and “other
transactions.” Currently, DoD is adm nistering over
$800 billion in open contracts. At the end of June 1998,
DoD had 79 maj or Defense Acquisition progranms, val ued at
over $674 billion, of which over half had yet to be
appropriated. |In addition, there are hundreds of smal
progr amns.

The consolidations in the Defense industry are
reflected by the fact that the top three contractors for
DoD account for about 25 percent ($29 billion) of al
contracts over $25,000. The top 10 contractors for DoD
account for 37 percent ($43.5 billion) of all contracts.

Because of the risks in acquisition, the Ofice of
| nspector General has historically given high priority, to
the extent our resources permt, to the oversight of
acquisition prograns and functions. In the |ast year, we
i ssued 57 audit reports on acquisition issues. To augnent
our audits, we are participating on Departnent process
action teans and working groups such as joint contracting,
commer ci al busi ness environnent training, and product
support. Qur participation allows us to provide input
regar di ng managenent controls before new processes are
fielded. Also, procurenent fraud remains the |argest part
of the workl oad of the Defense Crimnal Investigative
Service (DCI'S), the crimnal investigative armof this
office. Over the past 5 fiscal years, DCIS cases rel ated
to procurenent have resulted in 948 convictions and
$1.1 billion in recoveries. W currently have over 800
open crimnal cases on bribery, conflict of interest,
m schar gi ng, product substitution, false clains, and other
procurenent matters.

| want to highlight sonme exanples of our work in the
acqui sition area.

SPARE PARTS AUDI TS

There are many chal |l enges in buying spare parts in the
acquisition reformenvironnment. Qur review of spare parts
acqui sitions has covered a sanple of six corporate
contracts issued by the Defense Logistics Agency (DLA).

The DLA has about 43 corporate contracts for spare parts.



We have not reviewed spare parts purchases by the Services,
but we believe that the same purchasing chal | enges exi st
across the Departnent.

Last year, | testified before the Subconmttee on
Acqui sition and Technol ogy, Conm ttee on Armed Services,
about two reports on spare parts pricing. The first report

showed that the DLA paid (for sole-source comrercial spare Repor t
parts) nodestly discounted catal og prices that were No. 98- 064
significantly higher (average increase of about

280 percent) than previous cost-based prices. The second Repor t
report showed that the sol e-source prices for spare parts No. 98-088

on a different contract, were 172 percent higher than the
conpetitive (breakout) prices previously paid by DoD for
the spare parts. DLA purchased commerci al catal og and
noncomrerci al spare parts on a sol e-source basis,
principally because those spare parts were m stakenly coded
by DLA as sol e-source when inventory managenent
responsibility was transferred fromthe Air Force.

RESPONSE TO AUDI TS

In witten responses to the first audit, the Under
Secretary of Defense for Acquisition and Technol ogy and the
Director, DLA, agreed to take various actions. The Under
Secretary agreed that additional training and gui dance were
needed relating to commercial itens, but did not agree that
obt ai ning uncertified cost or pricing data or access to
contractor cost data was needed to establish price
r easonabl eness.

In March 1998, the Under Secretary testified before
t he Subcomm ttee on Acquisition and Technol ogy, Conmmttee
on Arned Services, about the spare parts issue. The Under
Secretary was asked whether draft conmmercial pricing
gui dance (draft commercial pricing “Information Cuide,”
dated February 1998) prepared by the Under Secretary’s
Acqui sition Reformoffice was inconsistent with the
statutory directive that contracting officers require
contractors to provide information (other that certified
cost or pricing data) to the extent necessary to determ ne
t he reasonabl eness of price. The Under Secretary stated,
“l do not agree that the guidance is inconsistent with the
existing statute. In inplenenting the statute, we nade it
clear that one asks the offeror for information as the | ast
resort, after exhausting all other sources of pricing
information. However, we will nake it clear in the final



guide that information may be obtained fromthe offeror if
needed to determ ne price reasonabl eness where sufficient
i nformati on cannot be obtained from other sources.” To
date, we have been unable to | ocate any place where the
Department has taken action to publish final guidance that
clearly confirns the right to seek such information if
necessary.

The Defense Authorization Act for Fiscal Year 1999
i ncl uded provisions requiring the Departnent to publish
gui dance in the Federal Acquisition Regulation to help
contracting officers address the problens identified by the
audits last March. To date, the Ofice of the Under
Secretary of Defense (Acquisition and Technol ogy) has not
yet issued the additional guidance required by the Act. W
were recently informed it would be nonths before this
gui dance i s published. The Authorization Act al so tasked
the Departnent to devel op procedures for unified managenent
of exenpt commercial itens, pronpted by the reports that
DoD has multiple contracting offices and contracting
officers negotiating with the sane contractors. On this
issue, | was informed that a working group was fornmed and
wll initially neet on March 25. However, it may be nonths
bef ore any new procedures are devel oped.

I n Decenber 1997 in response to our first audit, DLA
awarded a new i ndefinite-delivery contract for 216 sol e-
source commercial itens. The contract will save, according
to DLA, about $83.8 million over a 6-year period. The
contract includes some of the itens addressed in our first
audit report. The negotiations took 3 nonths for the
contract and were very difficult. The audit also
recommended that DLA negotiate a long-termcontract for a
significantly | arger nunber of noncommercial itens (over
1,500 spare parts) with the aid of cost data. Although DLA
i ssued a sole-source solicitation to the contractor in
Decenber 1997, as of Decenber 1998, the contractor has
declined to offer prices or provide cost data. The
contractor is now claimng all the spare parts are
commercial itens, thus making it difficult, if not
i npossi ble, for DLA to negotiate fair and reasonabl e prices
for these sol e-source spare parts. |In response to the
second audit, DLA agreed to identify itens that could be
broken out to other sources, obtain the manufacturing
drawi ngs, and procure itens conpetitively in the future.



RECENTLY COVPLETED AUDI T

A third audit report on the commercial pricing of Repor t
spare parts was issued in Cctober 1998. The audit showed No. 99-026
that DLA supply centers paid higher prices for commerci al
spare parts when conpared to previous nonconmercial prices
for the sanme spare parts. The supply centers failed to
effectively inplenment buying and i nventory managenent
practices designed to offset the higher commercial prices
and take advantage of the contractor’s capabilities. DLA
supply centers paid the contractor commercial prices for
spare parts which included costs for the contractor to
manage, stock, and deliver the itens directly to users in
the field. However, instead of taking advantage of these
commerci al services, the supply centers purchased | arge
gquantities of parts for inventory and applied their ful
cost recovery rates to manage, stock, and deliver the itens
to users in the field. Duplication of costs to nanage,
stock, and deliver the itens increased custoner costs by
about $3.2 million in FYs 1996 and 1997. Based only on the
data reviewed for FY 1997, we cal culate that DLA supply
centers can reduce total ownership costs for their
custonmers by at least $12.5 million during FYs 1999 through
2004 if the corporate contract is effectively inplenented
as intended. The DLA is working on correcting this
pr obl em

ONGO NG SPARE PARTS AUDI TS

We currently are working on three additional audits
i nvol vi ng commer ci al and noncommercial pricing of spare
parts in the acquisition reformenvironnent. Draft reports
on the first two audits will be issued in March 1999, with
the third report to follow. W are again identifying
problens in the purchasing of spare parts on sol e-source
corporate contracts. Based on our work thus far, we
believe that the results will further confirmour belief
that access to accurate cost information is critical to the
best interests of DoD in sol e-source procurenents
situations.

SERVI CE CONTRACTS

DoD support service contracting continues to be a
hi gh-risk area for waste and m smanagenent. Support
services is an area that has grown to $48 billion in
FY 1998 and has received far |less attention from seni or DoD



acquisition officials than it deserves. During the past
year, we issued several reports on services contracting
t hat highlighted problenms with the |ack of conpetition
potential conflicts of interest, and poor contract

adm ni strati on.

In March 1999, we issued a report that identified Repor t
significant problens with the issuance of task orders by No. 99-116
DoD conponents under nultiple award contracts. Miltiple
award contracting allows the Governnent to procure products
and services nore quickly, using streamined acquisition
procedures, while using the advantage of conpetition from
pre-qualified bidders to obtain the best prices. Al
contractors qualified for the contracts are consi dered
technically capable of perform ng any task order that may
be awarded. DoD awarded 636 nmultiple award contracts from
FY 1995 through FY 1998. Each nultiple award contract
could result in the issuance of nunerous task orders. The
audit exam ned orders awarded under 50 nultiple award
contracts with a total contract ceiling anount of
$2.6 billion. W found that contracting officers awarded
66 of 124 (53 percent) task orders for $87.6 mllion on a
sol e-source basis w thout adequate justification for
denying other contractors a fair opportunity to be
considered. During the audit, we encountered discouraged
vendors who were afraid to chall enge prospective awards
because of concern about future dealings with the sane
contracting officer and programoffice. W recomended
that the Under Secretary of Defense for Acquisition and
Technol ogy take several actions to increase conpetition in
the award of task orders for services under nultiple award
contracts. Because of reported problens for this area, the
O fice of Federal Procurenent Policy has issued gui dance
recently to stop programoffices from designating preferred
vendors and set a goal that 90 percent of the task orders
shoul d be conpetitive.

We also issued a report that was critical of the Repor t
continued use of a single contractor by the Defense Finance No. 98-099
and Accounting Service and the Defense Logistics Agency for
contract reconciliation services. W found that DoD
officials did not adequately plan for contract
reconciliation services and took inappropriate actions that
al l oned one contractor to be the sole provider of these
services for over 9 years w thout conpetition. From 1989
t hrough 1998, the contractor received four sol e-source
contracts for $78 million that were based on inappropriate



justifications, including urgency and uni queness. By the
time of the third contract, even the Comrander, Defense
Fuel Supply Center, expressed disbelief regarding the
justification and approval for a sol e-source contract. The
Commander, in a note on the justification and approval,
wote, “I don’t believe this, but | signed it.” After

i ssuance of the audit report, the Defense Finance and
Accounting Service awarded a nmultiple award contract on a
conpetitive basis to three contractors and the hourly rates
for these services declined by about 40 percent fromthe
prior sole-source contract.

During 1998, we reported that the Ofice of the Repor t
Assistant to the Secretary of Defense (Nuclear and Chem cal No. 98-128
and Bi ol ogi cal Defense Progranms) did not conply with
appl i cabl e regul ati ons, contract requirenents, and conflict
of interest provisions in obtaining contract support
services. Specifically, Government facilities and
equi pnent were provided to a prine contractor and
subcontractor w thout contracting officer approval or
contract offsets to reflect reduced costs incurred for
contract performance; contractor and subcontractor
enpl oyees were directed to performservices normally
associ ated with prohibited personal service contracts; and
one contractor was authorized to performtasks that
i nvol ved potential conflicts of interest. The Departnent
agreed to institute corrective actions.

Anot her report concluded that the Defense Speci al Repor t
Weapons Agency (now part of the Defense Threat Reduction No. 98- 149
Agency) acquired the services of nenbers of an Advisory
Panel on Nucl ear Weapons Effects through an omi bus
scientific and engi neering technical analysis services
contract rather than through the Defense Science Board, an
approved Federal Advisory Commttee. Six of the seven
menbers of the Advisory Panel were enpl oyees of contractors
who were likely to have future DoD contracts related to the
study area. The procurenent of the services did not
adequately protect DoD from potential conflicts of
interest. The Departnent agreed to have full financial and
potential conflict of interests disclosures fromany future
advi sory panel nenbers.

OTHER TRANSACTI ONS

Last year, | testified before the Subconmttee on
Acqui sition and Technol ogy, Conm ttee on Armed Services,



about our work on “Qther Transactions.” “Oher
Transactions” were authorized to encourage commercial firns
to join with the Departnent on research and devel opnent
efforts. The “Qther Transactions” are exenpt fromthe
usual controls and oversight nmechanisns set forth in
acquisition statutes and the Federal Acquisition

Regul ation. “Qher Transactions” are also exenpt from
audit access for exam nation of contractor records by the
Ceneral Accounting Ofice and Defense Contract Audit
Agency.

For 1990 t hrough October 1999, we believe the
Department issued 205 research “Qther Transactions,” val ued
at $2.9 billion, and 97 prototypes “Qther Transactions,”
valued at $2.1 billion. Research “Qther Transactions” are
used for basic and applied research and prototype “OQ her
Transactions” are used for prototype projects related to
weapons and weapon systens. There are two types of “Qther
Transacti ons” because different statutes at different tines
aut hori zed their use for research and prototypes.

Last year, | reported on problenms for 28 “Qher Repor t
Transactions” awarded by the Defense Advanced Research No. 97-114
Proj ects Agency. W outlined the need to put funds
advanced to consortiuns into an interest bearing account
until used; to nonitor the actual cost of the work agai nst
the funds paid; to ensure that cost sharing arrangenents
were honored; and to standardize the audit clause. | can
report that guidance was issued to correct the problens
except for the audit clause issue. W agreed to wait on
gui dance for the audit clause issue pendi ng additional
audi t work.

Qur recent review of 60 research and 17 prototype Repor t
“Qt her Transactions,” valued at $1.2 billion, showed there No. 98-191
were still problens in this area. W found that DoD

officials did not receive adequate expenditure reporting
needed to nmonitor “Qther Transaction” efforts, did not

adj ust m | estone paynents when needed, forfeited interest,
and did not receive final research reports. The underlying
causes were the |ack of managenent gui dance, and a | ack of
quantifiabl e perfornmance neasures to assess costs and
benefits. The Departnent has issued additional guidance,
but establishing the performance neasures has been
difficult for the Departnent.



W have two audits ongoing on “Qther Transactions.”
Both of these audits should identify issues that will be of
interest to this commttee. The first is a joint effort
with the Defense Contract Audit Agency on how traditional
DoD contractors charge costs to “Qther Transactions.” The
report will be released in draft to the Departnment shortly.
The second audit is on the two prototype “Q her

Transactions,” valued at $1 billion, for the Evol ved
Expendabl e Launch Vehicle (EELV). W just got started on
this review In conparison to the two “Qther Transactions”
for the EELV, all of the other 95 prototype “Q her
Transactions” issued since 1994 are valued at $1.1 billion.

As we reported | ast year, some continue to propose
expansi on of the prototype “Qther Transactions” authority
into the production phase. W continue to doubt the w sdom
of this proposal. Though designed to attract new
contractors to DoD, available data indicates their
participation is limted.

G ven the inapplicability of traditional controls to
“Qther Transactions,” we believe that if this authority is
extended to billion dollar production runs of equipnent,
additional scrutiny of pricing for sole-source itens wll
be needed to protect DoD and taxpayer interests. |In these
cases, the Departnent should require access to cost or
pricing data, plus audit access for the Defense Contract
Audit Agency, in order to ensure fair prices.

TRACKI NG FUNDS NOT USED FOR HARDWARE AND SOFTWARE CONTRACTS
FOR MAJOR DEFENSE SYSTEMS

A recent audit exam ned 10 maj or weapon systens that Repor t
had FY 1997 funding of approximately $1.9 billion. N ne of No. 99-012
the ten programs did not have cost-accounting systens
established to track and report internal DoD program costs
by functional categories such as systens engi neering,
program managenent, |ogistics, departnmental assessnents,
test and eval uation, and acquisition of weapon systens
har dware and software. W thout viable cost accounting
systens, it is difficult for program managers to identify
where and how to reduce |ife-cycle costs. Because of the
| ack of cost-accounting systens, we used budget execution
reports to identify functional cost categories within the
various appropriations and detailed cost activities
associated with those cost categories. W found that an
average of 69 percent of the programdollars were used to
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fund prinme contractors for the devel opment and acqui sition
of weapon systens hardware and software and the renaining
31 percent was used for noncontract expenses. The

31 percent for noncontract expenses fell into

12 categories. One of the nore interesting categories was
departnmental assessnents, which nade up 4.96 percent.
Depart ment al assessnments are commonly referred to as
“taxes” and the program funds were used to pay for the
costs for things such as small business innovative
research; Bosni an disaster relief; and a Presidential
request for anti-terrorism counter-terrorism and security
enforcenment. W could not eval uate reasonabl eness or
conpare the 12 cost categories anong prograns because no
one had ever collected the data before and there were no
basel i nes or benchmarks. The lack of a viable cost
accounting system for tracking weapon systens costs by
functional categories contributes to the risk in managing
weapon systens acqui sitions.

ACQUI R NG AUTOVATED | NFORIVATI ON SYSTEMS

Acqui ring automated information systens remains a high
risk area for the Departnment. The nunber of system
acqui sition, mgration, and nodification projects is huge.
Thi s poses a form dabl e managenent chal | enge, because the
DoD track record for automated system devel opnent has not
been good for many years. Projects have tended to overrun
budgets, slip schedul es, evade data standardi zati on and
interoperability requirements, and shortchange user needs.
The huge effort needed to devel op an accurate inventory of
DoD information systens and their interfaces in order to
assess vulnerability to the year 2000 conputi ng probl em has
underscored the need to revanp the | ax managenent controls
that led to the runaway proliferation of systens. Al so,
recent audits have identified instances where the
managenent controls for vital system devel opnment projects
did not ensure adequate programdefinition and structure.

For exanple, we |ooked at the acquisition of the Repor t
Conposite Health Care System (CHCS) II. CHCS Il w | No. 99- 068
provi de worl d-w de access to conputer based patient
records. Total programcost is estimated at $1.4 billion.

Over an 18-year period, the life-cycle cost estimate wl|l
approximate $5.0 billion (FY 1998 then-year dollars). W
determ ned that CHCS Il needed to undertake additional
actions to conplete a project managenent system A
structure linking financial accountability was needed to
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i nprove the project manager’s ability to eval uate whet her
programresults deviate fromthe baseline for cost,
schedul e, performance, and mlestone exit criteria. Unlike
nost | arge weapon systens program you could not tell how

t he program was doi ng because of the inability to track

status or baselines. |In addition, the funding visibility
of the programwas |imted because the program office had
conbined CHCS Il funding with sustai nnment and noderni zati on

funding for the CHCS | and other clinical business area
aut omat ed systens.

COVPLI ANCE W TH THE BUY AMERI CAN ACT AND THE BERRY

AVENDVENT
In 1998, we conducted an audit of the procurenent of Repor t
mlitary clothing and related itens in response to a No. 99-023

requi renent in the National Defense Authorization Act for
FY 1998. The Buy Anerican Act (41 U . S.C. 10a) and the
Berry Amendnent (10 U.S.C. 2441 Note) require contracting
officers to determ ne whether itens manufactured in the
United States or a qualifying country were available. The
audit found that contracting officers at 12 mlitary

organi zations inproperly awarded 16 contracts for mlitary
and civilian clothing itens, valued at $1.4 mllion, that
were manufactured in China, Pakistan, and the Phili ppines.
Additionally, the Air Force, in a separate review,
identified 27 other inproper procurenents of Chinese-nade
boots valued at $182,511. The nonconpliance with the Buy
American Act and the Berry Amendnent resulted in

43 potential violations of the Antideficiency Act. Each
potential violation of the Antideficiency Act requires a
separate investigation to determne if there was a

viol ati on and assess accountability. Thus, each
investigation can result in nore work than the original
contract requirenent. W recommended that the Director,
Def ense Procurenent, issue guidance to enphasize the

requi renent to incorporate and enforce the Buy Anmerican Act
and Berry Anendnent provisions and clauses in solicitations
and contracts for clothing and related itens. The Director
i ssued the policy guidance on March 2, 1999.

SUMVARY

The O fice of Inspector General remains supportive of
reasonable efforts to streamine and inprove the
Departnent’s acquisition prograns. |In that regard, we are
commtted to sharing with the Departnent and the Congress



the benefit of our experience in this very conplex area as
new ref orm proposal s are considered. W remain concerned
about suggestions to limt or repeal controls that have
been proven effective over tinme, such as the False O ains
Act, the Truth in Negotiations Act, the Cost Accounting
Standards, the statute that prohibits contractors from
chargi ng unal | owabl e costs, and the Defense Contract Audit
Agency. We believe that these controls have been criti cal
to maintaining the Governnent’s ability to adequately
protect its interests in the acquisition area.

Many beneficial statutory reforns have occurred
already in the acquisition arena. The challenge nowis to
encourage the Departnment to identify the underlying cause
of remaining problens and initiate appropriate corrective
actions. W stand ready to assist the Departnent and the
Congress to nove forward and address the challenges in
acquisition in ways that will protect the interests of the
Department and, ultimately, the taxpayers.
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