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INSPECTOR GENERAL
DEPARTMENT OF DEFENSE
400 ARMY NAVY DRIVE
ARLINGTON, VIRGINIA 22202-4704

February 6, 2008

MEMORANDUM FOR UNDER SECRETARY OF DEFENSE FOR ACQUISITION,
TECHNOLOGY, AND LOGISTICS
DIRECTOR, DEFENSE LOGISTICS AGENCY
NAVAL INSPECTOR GENERAL
AUDITOR GENERAL, DEPARTMENT OF THE ARMY

SUBJECT: Report on Procuring Noncompetitive Spare Parts Through an Exclusive
Distributor (Report No. D-2008-048)

We are providing this report for review and comment. We considered
management comments on a drafl of this report in preparing the final report.

DoD Directive 7650.3 requires that all recommendalions be resolved promptly.
The Defense Procurement and Acquisition Policy; Defense Logistics Agency; and Naval
Inventory Contro} Point, Philadelphia, Pennsylvania, comments were responsive to Lhe
recommendations. However, Army Aviation and Missile Life Cycle Management
Command comments did not meet the intent of or specifically address the
recommendations. Therefore, we request additional comaments from the Army Aviation
and Missile Life Cycle Management Command on Recommendations A.2.a. through
A.2.d. by March 7, 2008. 1f possible, please send management comments in electronic
format (Adobe Acrobat file only) to Joseph.Bucsko@dodig.mil. Copies of the
management comments must contain the actual signature of the authorizing official. We
cannot accept the /Signed/ symbol in place of the actual signature,

We appreciate the courtesies extended to the staff. Questions should be directed
to Mr. Henry F. Kleinknecht at (703) 604-9324 (DSN 664-9324) or Mr. Joseph P. Bucesko
at (703) 604-9337 (DSN 664-9337). The team members are listed inside the back cover.

By direction of the Deputy Inspector General for Auditing:

ichard B. Jolliffe

Assistant Inspector General
Acquisition and Contract Management

information. You must safeguard this report in accordance with DoD Rcgulation 5400.7-R.




Department of Defense Office of Inspector General

Report No. D-2008-048 February 6, 2008
(Project No. D2006-DO00CH-0056.000)

Procuring Noncompetitive Spare Parts
Through an Exclusive Distributor

Executive Summary

Wheo Should Read This Report and Why? Acquisition and contracting personnel
within DoD should read this report because it concerns the rapidly increasing prices for
noncompetitive spare parts used on Defense weapon systems.

Background. An exclusive distributor is a nonmanufacturer that has an agreement with
parts manufacturers to be the sole representative for their Government sales. Distributors
serve as “middlemen” who perforn all of the administrative tasks necessary to respond to
and fill Government orders, including quoting, procuring, and receiving the item from the 1
manufacturer and selling and shipping the item to the Government. The distributor

model adds a duplicate layer of administration and shipments to the fraditional

procurement process. Congress has expressed concern with DoD paying excessive pass-

through charges on contracts entered info or on behalf of DoD when the prime contractor

provides negligible or no added value and most of the work is performed by

subcontractors.

Dutch Valley Supply, headquartered in Lawrenceville, Georgia, was established in
August 1963 as a comunercial supplier of hard-to-find nuts, bolts, and fasteners. Dutch
Valley Supply entered the Governwent spare parts market in 1991 and now Govermmnent
sales account for approximately [llpercent of business revenues. According to Dutch
Valley Supply, the company has partnered with 24 single-source manufacturers to
distribute approximately 150,000 spare parts to the Government. Dutch Valley Supply,
as an exclusive distributor, states that it provides value to DoD through reduced costs,
improved readiness, and increased competition.

For more than 10 years, the DoD Office of Inspector General has worked with the
Defense Logistics Agency (DLA) and other DoD Components to achieve fair and
reasonable prices for noncompetitive spare parts. We found that DoD has paid excessive
prices and profit to single-source contractors for noncompetitive spare parts when cost
analysis is not perfonned; we issued a previous report on the reasonableness of prices
from an exclusive distributor. See Appendix B for a list of prior reports.

Results. DoD contracting officers were unable to effectively negotiate prices or obtain
best value for noncompetitive spare parts procured through Dutch Valley Supply. As a
result, DoD paid about $3.0 million (75.0 percent) more than the fair and reasonable
prices for 33 parts that cost about $6.9 million. Dutch Valley Supply accepted prices
from manufacturers that were about $i)(1- percent) higher than fair and
reasonable and then applied thiough charges of percent for negligible
or no added value totaling about If problems are not addressed, Dol> will
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pay about $17.8 million more than fair and reasonable prices for the same items over the
next 6 years and this valuable procurement money will not be available to support other

urgent warfighter needs. In addition, the exclusive distributor model increased lead times
and associated inventory levels M We do not believe the
current exclusive distributor model 1s a viable procurement alternative for DoD

(finding A).

We recommend that the Under Secretary of Defense for Acquisition, Technology, and
Logistics develop and issue guidance in the acquisition regulations that permits
contracting officers to require consent to subcontract for fixed-price contracts from prime
contractors that exhibit significant risk of charging excessive prices. We also
recommend that the Under Secrelary issue guidance that requires the Military
Departments and Defense agencies to collect information on and take appropriate action
to address problem contractors that refuse to provide requested information necessary to
determine price reasonableness. We further recommend that the Under Secretary review
DLA dealer competition policies and determine whether the policies comply with the
Federal Acquisition Regulation (FAR) 15.403-1 definition of adequate price competition.
Finally, we recommend that the Under Secretary take appropriate action to identify and
address contractors that require contracting officers to procure noncompetitive items
through exclusive distributors.

We recommend that the Commanders, Ay Aviation and Missile Life Cycle
Management Command and Navy Inventory Control Point, Philadelphia; and the
Director, DLA instruct contracting officers to ensure prime contractors, like Dutch
Valley Supply, conduct appropriate cost or price analyses to establish the reasonableness
of proposed subcontract prices and include the results of these analyses in the puce
proposal as required by FAR 15.404-3, “Subcontracting Pricing Considerations;”
determine the adequacy of the cost or price analyses performed by Dutch Valley Supply;
and if the prime contractor did not perform adequate cost or price analyses of subcontract
prices, review and determine the reasonableness of subcontractor prices to include
obtaining cost data when necessary before awarding fufwe contracts. We also
recommend that the commanders and the director instruet contracting officers to perform
cost analysis in noncompetitive environments when price analysis does not provide
sufficient information and a reliable baseline price has not been established, and take
action to discontinue using exclusive distributors unless they can develop a business
model that provides sufficient added value.

We recommend that the Director, DLA request the Defense Confract Management
Agency immediately begin a review of Dutch Valley Supply’s purchasing system;
instruct the commanders of the Defense Supply Centers to discontinue granting
inappropriate waivers from cost or pricing data based primarily on price analysis; and
continue initiating reverse engineering efforts for items that have unreasonable pricing
from single-source offerors. We also recommend that the director instruct contracting
officers to discontinue coding an analysis of dealer costs as cost analysis unless a cost
analysis of manufacturing costs has also been performed, and discontinue using dealer
competition to determine price reasonableness in a noncompetitive environment. We
further reconunend that the director emphasize to contracting officers the importance of
making price reasonableness determinations, properly documenting the contract file, and
ensuring cost or pricing data is requested as required by FAR 15.403-4, “Requiring Cost
or Pricing Data.”
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DLA contracting officers failed to correctly calculate the threshold for requiring cost or
pricing data as required by FAR 15.403-4. As a result, DLA failed to require cost or
pricing data for eight items procured on three contracts valued at about $3.5 million.
(finding B).

We recommend that the Under Secretary of Defense for Acquisition, Technology, and
Logistics review and determine whether DILA’s policy for determining the cost or pricing
data threshold is consistent with the Federal Acquisition Regulation. We also
recommend that the Director, DA modify the Defense Logistics Acquisition Directive
to ensure that cost or pricing data threshold is calculated based on the final anticipated
dollar value of the action, inclusive of all options.

Review of Internal Controls. DLA internal controls were not adequate. We identified
material internal control weaknesses for procurement relating to the acquisition of
noncompetitive spare parts. Specifically, DLA did not have the internal control
procedures for procurement to determine the independence of offerors or dealers for
noncompetitive items before relying on the offered prices to determine price
reasonableness, fo perform an effective cost or price analysis of the subcontractors price,
or to ensure that waivers from cost or pricing data are appropriate and comply with
legislative and DoD guidance.

Management Comments and Audit Response. We received comments from the
Director, Defense Procurement and Acquisition Policy, Under Secretary of Defense for
Acquisition, Technology, and Logistics; the Director of Acquisition Management, DLA;
the Deputy Director of Confracts, Naval Inventory Control Point, Philadelphia,
Pennsylvania; and the Chief of Staff, Army Aviation and Missile Life Cycle Management
Command. The Director, Defense Procurement and Acquisition Policy concwured with
the report findings and recommendations. The director issued a policy memorandum,
dated Novewnber 7, 2007, reinforcing and relating the requirements of FAR Part 15.4 to
exclusive distributors. The memorandum also required contracting officers to obtain cost
data and perfor cost analysis, as well as to report companies that refuse to provide the
required cost data.

DLA coucurred or partially concurred with the report findings and recommendations.
DLA has issued guidance and 1s implementing new guidance from the Defense
Procurement and Acquisition Policy office to correct the problems identified in the
report. The Naval Inventory Control Point, Philadelphia, Pennsylvania, concurred with
and will implement the recommendations to improve its operations.

The Army Aviation and Missile Life Cycle Management Command nonconcuired with
Recommendations A.2.a. through A.2.e. Further, the Army comments did not meet the
intent of or specifically address the recommendations relating to the responsibilities of
the prime contractor and the reasonableness of subcontract costs. Therefore, we request
that the Army Aviation and Missile Life Cycle Management Command provide
additional comments to the final report on Recommendations A.2.a. through A.2.d. by
March 7, 2008.

See the Finding section of the report for a discussion of management comunents on the
recommendations and our audit response. See the Management Comments section of the
report for the complete text of comments.
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Background

Procurement Process. An exclusive distributor is a nonmanufacturer that has an
agreement with parts manufacturers to be the sole representative for their
Governmnent sales. Distributors serve as “middlemen” who performn all of the
administrative tasks necessary to respond to and fill Government orders,
including quoting, procuring, and receiving the itemn from the manufacturer and
selling and shipping the item to the Government. Spare parts distributors
normally do not stock items; instead ordering tems from single-source
manufacturers when the Government need becomes known. Thus, the items
ordered just “pass through” the distributor on their way to DoD. The distributor
model adds a duplicate layer of administration and shipments to the traditional
procurement process. Figure I shows the fraditional spare part procurement
process and the process with a distributor.

Traditional Procurement Process
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Figure 1. Spare Part Procurement Process With and Without a Distributor

Legislation on Pass-Through Charges. Congress has expressed concern with
DoD paying unnecessary or excessive pass-through charges' on contracts entered
into or on behalf of DoD when prime confractors provide negligible or no added
value and most of the work 1s performed by subcontractors. Public Law 109-364,
“Joln Wamer National Defense Authorization Act for Fiscal Year 2007,
prohibits DoD fromn paying excessive pass-through charges in relation to the cost
of work performed by the relevant contractor or subcontractor. Further, the Act

! An excessive pass-through charge is defined as a charge to the Governent by a contractor or
subcontractor that provides no or negligible value for overhead or profit on work performed by a low-tier
contractor or subcontractor.
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requires the Secretary of Defense to establish policy and an implementation plan
to prevent DoD from paying excessive pass-through charges.

Company Overview. Dutch Valley Supply, headquartered in Lawrenceville,
Georgia, was established in August 1963. Originally, Dutch Valley Supply’s
business model was geared towards commercial customers seeking hard-to-find
nuts, bolts, and fasteners. In 1991, after the Guif War, their business model
shifted towards the Government spare parts aftermarket. Now, according to
Dutch Valley Supply management, about M percent of Dutch Valley Supply’s
business consists of Government sales. During FYs 2003 through 2006, Dutch
Valley Supply sales to the Defense Logistics Agency (DLA) totaled
approximately $63.9 million, or average annual sales of approximately

$16 million.

Manufacturing Partners. According to Dutch Valley Supply, the
company has partnered with 24 single-source > manufacturers to distribute
approximately 150,000 spare parts to the Government. Table 1 lists Dutch Valley
Supply’s single-source partners.

Table 1. Manufacturers Represe

Affiliations. Dutch Valley Supply is a private family-held company with
affiliates at JDC Industries and ECI Defense Group located 11 Lyles, and Bon
Aqua, Tennessee. The three companies are separate entities that share common
ownership. JDC Industries and ECI Defense Group have the same busmess
model and entered into similar distributor arrangements witlh
manufacturers

B o cxample, since February 27, 2006, ECI Defense Group has been
the sole reseller of all spare parts manufactured by #and its
subsidiaries. JDC Industries had sales to DLA, totaling approximately

$10.5 million from FYs 2003 through 2006. Additionally, ECI Defense Group
began its business in FY 2005 and achieved DLA sales of approximately
$3.2 million from FY 2005 through FY 2006.

Prior Audits. For more than 10 years, the DoD Office of Inspector General
(OIG) has worked with DLA and other DoD Components to achieve fair and
reasonable prices for noncompetitive spare parts. We found that DoD has paid
excessive prices and profifs fo single-source contractors for noncompetitive spare
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parts when cost analysis is not performed, including our findings in a previous
report on the reasonableness of prices from an exclusive distributor. DoD
Inspector General (IG) Report No. D-2004-012, “Sole-Source Spare Parts
Procured From an Exclusive Distributor,” October 16, 2003, showed that the
Army Aviation and Missile (now referred to as Aviation and Missile Life Cycle
Management) Command and DILA paid about $ ercent) more
than fair and reasonable prices for noncompetitive spare parts, procured from
AAR Defense Systems, an exclusive distributor for Hamilton Sundstrand. AAR
Defense Systems failed to effectively negotiate prices with Hamilton Sundstrand
resulting in million of the excessive prices. Further, the remaining

ercent) of the excessive prices represented unnecessary pass-
through charges considering that the exclusive distributor failed to provide
sufficient added value. See Appendix B for a list of previous audit reports.

Objective

Our overall audit objective was to evaluate whether DoD is obtaining the best
value and purchasing spare parts at fair and reasonable prices from Dutch Valley
Supply. See Appendix A for a discussion of the scope and methodology and
Appendix B for prior audit coverage.

Review of Internal Controls

We identified material internal control weaknesses for DLA as defined by DoD
Instruction 5010.40, “Managers’ Internal Control (MIC) Prograin Procedures,”
January 4, 2006. DLA did not have the following internal control procedures for
procurement to:

¢ defermine the independence of offerors or dealers for noncompetitive |
items before relying on the offered prices to determine price
reasonableness,

e perform an effective cost or price analysis of the subcontractors’ price,
and

¢ ensure that waivers from cost or pricing data are appropriate and
comply with legislative and Departmental guidance.

Implementing Recommendations A.1.¢c., A.2.a., A2.b.,A2.c,A2d, A3,
A.3.b., and A.3.e. will improve DLA procurement procedwes. If these
procedures are implemented, potential recurring monetary benefits of about

$2.7 million can been achieved. A copy of the report will be provided to the DLA
senior official responsible for internal controls.
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Guidance

A. Procuring Noncompetitive Spare Parts
Through an Exclusive Distributor

DoD contracting officers were unable to effectively negotiate prices or
obtain best value for noncompetitive spare parts procured through Dutch
Valley Supply, an exclusive distributor for numerous single-source
manufacturers. Negotiations were not effective for the following reasons.

¢ Dutch Valley Supply did not effectively negotiate prices with
single-source manufacturers (subcontractors) including
obtaining cost data when necessary.

¢ DoD contracting officers primarily relied on ineffective tools
such as price analysis, cost analysis of dealer costs, and dealer
competmon to support price reasonableness detemunatlons In
several instances price reasonableness determinations were not
made.

o The curent exclusive distributor model used to procure items
does not provide best value and is less effective than the
traditional DLA supply and strategic supplier models.

As a result, DoD pald about $3.0 million (75.0 percent) more than the fair
and reasonable prices’ for 33 parts that cost about $6.9 million. Dutch
Valley Supply accepted prices from manufacturers that were about

$ (Il percent) higher than fair and reasonable and then
applied |l 2ss-through chaiges of ercent for negligible or no
added value totaling about $ If problems are not addressed,
DoD will pay about $17.8 million more than fair and reasonable prices for
the same items over the next 6 years and this valuable procurement ioney
will not be available to support other urgent warfighter needs. In addition,

the current exclusive distributor model increased lead times and associated
inventory levels by M We do not believe the
current exclusive distributor model 1s a viable procurement alternative for

DoD.

Prime Contractor Responsibilities. Federal Acquisition Regulation (FAR)
15.404-3, “Subcontract Pricing Considerations,” requires contracting officers to
determine price reasonableness for the prime contract, including subcontracting
costs. Further, the prime confractor must evaluate subcontractor prices to

% We calculated fair and reasonable prices by performing cost analysis and including a profit in line with
DLA sirategic supplier alliances. For consistency and accuracy, we used average annual demand
quantities to calculate tolal amounts that exceeded fair and reasonable prices.
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establish price reasonableness as part of the prime contract proposal.
Specifically, the FAR states:

(a) The contracting officer is responsible for the determination of price
reasonableness for the prime contract, including subconfracting costs.
The confracting officer should consider whether a confractor or
subcontractor has an approved purchasing system, has performed cost
or price analysis of proposed subcontractor prices, or has negotiated
the subcontract prices before negotiation of the prime contract, in
detennining the reasonableness of the prime contract price. This does
not relieve the confracting officer from the responsibility to analyze the
contracfor’s submission, including subcontractor’s cost or pricing data.
(b) The prime contractor or subcontractor shall —

(1) Conduct appropriate cost or price analyses to establish the
reasonableness of proposed subcontract prices;

(2) Include the results of fhese analyses in the price proposal;
and

(3) When required by paragraph (c) of this subsection, submit
subcontractor cost or pricing data to the Government as part of its
own cost or pricing data.
(c) Any contractor or subcontractor that is required to submit cost or
pricing data also shall obtain and analyze cost or pricing data before
awarding any subcontract, purchase order, or modification expected fo
exceed the cost or pricing data threshold, unless an exception in
15.403-1(b) applies to that action. [emphasis added]

Contractor Purchasing System Review. FAR 44 .3, “Contractors Purchasing
Systems Reviews,” pernits the administrative confracting officer to perform
contractor purchasing systein reviews (CPSR) to evaluate the efficiency and
effectiveness with which the confractor executes Government funds and complies
with Government policy when subcontracting. The administrative confracting
officer relies on the results of the review to grant, withhold, or withdraw approval
of the contractor’s purchasing system. When a CPSR is conducted, special
attention will be given to the degree of price competition obtained and pricing
policies and techniques used by the contractor. The FAR establishes criteria for
when the administrative contracting officer should perform a CPSR. Specifically,
FAR 44.302, “Requirements,” sfates:

(a) The ACO [administrative contracting officer] shall determine the
need for a CPSR based on, but not limited to, the past performance of
the confractor, and the volume, complexity and dollar value of the
subcontracts. If a contractor’s sales to the Govenuuent (excluding
competitively awarded firm-fixed-price and competitively awarded
fixed-price with economic price adjustment contracts and sales of
conunercial items pursuant to Part 12) are expected to exceed
$25 million during the next 12 months, perform a review to determine
if a CPSR is needed. Sales include those represented by prime
contracts, subcontracts under Government prime contracts, and
modifications. Generally, a CPSR is not performed for a specific
contract. The head of the agency responsible for contract
adinistration may raise or lower the $25 million review level if it
is considered to be in the Governmenf’s best interest. [emphasis
added]



Consent to Subcontract. FAR 44.2, “Consent to Subcontracts,” prescribes
policies and procedures for consent to subcontract or advance notification of
subcontracts. Specifically, FAR 44.201-1, “Consent requirements,” states:

(a) If the contractor has an approved purchasing system, consent is
required for subconiracts specifically identified by the contracting
officer in the subcontracts clause of the contract. The contracting
officer may reguire consent to subconfract if the contracting
officer has determined that an individual consent action is required
to protect the Government adequately because of the subcontract
type, complexity, or value, or because the subcontract needs special
surveillance. These can be subconfracts for critical systems,
subsystems, components, o1 services. Subconfracts may be identified
by subcontract number or by class of items (e.g., subconiracts for
engines on a prime contract for airframes).

(b) If the contractor does not have an approved purchasing
system, consent to subcontract is required for cost-reimbursement,
time-and-materials, labor-hour, or letter contracts, and also for
unpriced actions (including unpriced modifications and unprice
[sic] delivery orders) under fixed-price confracts that exceed the
simplified acquisition threshold. . . [emphasis added]

Further, FAR 44.202-2, “Considerations,” informs the confracting officer fo
consider risks associated with procurements.

(a) The confracting officer responsible for consent must, at a
minimun, review the request and supporting data and consider the
following:

(8) Has the contractor performed adequate cost or pricing
analysis or price comparisons and obtained accurate, complete, and
current cost or pricing data, including any required certifications?

(b) Particularly careful and thorough consideration under
paragraph (a) of this section is necessary when—

(1) The prime confractor's purchasing system or
performance is inadequate;

(2) Close working relationships or ownership affiliations
between the prime and subcounfractor may preclude free
competition or result in higher prices;

(3) Subcontracts are proposed for award on a non-
competitive basls, at prices that appear unreasonable, or at prices
higher than those offered to the Govermment in comparable
circumstances . . . [Emphasis added]



Negotiations With Single-Source Manufacturers
(Subcontractors)

Dutch Valley Supply failed to effectively negotiate prices with single-source
manufacturers including obtaining cost data when necessary.

Subcontractor Prices. Dutch Valley Supply accepted the single-source
manufacturers (subcontractors) prices as proposed without performing
appropriate cost or price analysxs to determine price reasonableness. We
calculate, using cost analysis, that Dutch Valley Supply accepted manufacturer
prices that were Si percent) more than fair and reasonable prices.
Table 2 shows the excessive prices that Dutch Valley Supply accepted from its
subcontractors (single-source manufacturers) by not performing appropriate cost
analysis or effectively negotiating prices. This valuable procurement money
could have been put to better use supporting other urgent warfighter needs.

Table 2. Excessive Prices Paid to Subcontractors

Excessive Profit
Manufacturer Items Manufactmer OIG Cost-Based' Amnount Percent

Total $5,744,843? $3,947,016° $1,797,827°

"The OIG cost-based prices were calculated by using cost analysis of manufacturing costs and
included a profit in line with DLA strategic supplier alliances.

?3light rounding inconsistencies exist because auditor calculati
3

Dutch Valley Supply management believed that performing cost or price analysis
on every offered price was too burdensorne, stating that only one-third of
requirements solicited by DoD results in a contract award, implying that two-
thirds of the time their effort was wasted because no contract was awarded.
Dutch Valley Supply provided only recent procurement histories to assist
manufacturers in developing their prices and focused more on saving
administrative costs rather than negotiating a fair and reasonable price.

Spare Parts Catalogs. Dutch Valley Supply preferred to use parts
catalogs in order to eliminate negotiations and further reduce the administrative
costs mvolved with quoting DoD requirements. According to Dutch Valley
Supply, parts catalogs were developed with _ and
However, parts catalogs are not appropriate unless the prices are based on
commercial sales of quantities similar to actual DoD requirements or purchases.

For example, the Haﬂs catalog listed a unit price of $1,213.76 based

on a quantity of one for the electrical solenoid [National Stock Nwmnber
(NSN) 5945-01-274-3967]. However, the DoD annual demand for the part 1s
7
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127 and the contract quantity we reviewed was 81. We calculate, using cost
analysis, that the fair and reasonable unit price for the electrical solenoid was

$ Thus, the | catalog price is MM percent higher than a fair
and reasonable price. Relying on parts catalogs is high risk unless the prices are
based on similar quantities of comnercial sales.

Interactions With Manufacturers. Dutch Valley Supply did not
negotiate prices proposed by single-source manufacturers unless DoD contracting
officers questioned the reasonableness of the price.

For example, in December 2004, the Defense Supply Center, Richmond, Virginia
(DSCR), awarded contract SP0407-05-C-2105 to Dutch Valley Supply for

353 door handles (NSN 1680-01-102-6066) used on the H-60 Blackhawk
helicopter. Figure 2 shows the door handle used on the Blackhawk helicopter.

1680-01-102-6066

Figure 2. Blackhawk Helicopter Door Handle NSN 1680-01-102-6066 |

Dutch Valley Supply originally submitted an offer for 353 units at $1,012.40
each. ﬂ ipele-source manufacturer, quoted Dutch
Valley Supply a unit price of § | which was [ jpercent more than the

previous Government contract unit price of $506.11, in December 2003, about

1 year earlier. However, Dutch Valley Supply did not question the large price
increase until the DSCR contracting officer submitted a counteroffer of $485 each
on September 30, 2004. On October 7, 2004, a Dutch Valley Supply client
coordmator wrote an e-mail to ask [ B whether it wanted to lower the
price.

B e ocd its unit price by [percent to $- Dutch Valley Supply

subsequently reduced its unit price to $ and a contract was awarded,
totaling $345,012. The price negotiated was still 93.1 percent more than the
previous contract price. Using cost data obtained from a previous audit, we
calculated that the fair and reasonable manufacturer unit price was $ for
the door handle. As a result, DoD paid iercent) more than

8
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necessary for the door handles, including Dutch Valley Supply pass-through
charges.

Threshold for Purchasing System Review and Consent fo Subcontract. A
CPSR is the control DoD normally uses to ensure that prime contractors are
efficiently and effectively spending Government funds and complying with
Goverument policy when subcontracting. The system review requires the
administrative confracting officer to give special attention to the degree of price
competition obtained and contractor pricing policies and techniques, including
methods of obtaining accurate, complete, and current cost or pricing data and
certification as required. However, Dutch Valley Supply’s purchasing system has
not been reviewed because its annual sales were below the $25 million threshold
established in the FAR. From 2003 through 2006, Dutch Valley Supply averaged
annual DLA sales of $16 million with the highest sales total of $20 million in FY
2004.

Our review of Dutch Valley Supply purchases identified significant problems that
show that Dutch Valley Supply is not properly ensuring Government funds are
spent wisely and prime confractor responsibilities are not being followed.
Further, Dutch Valley Supply has not demonstrated an adequate purchasing
system that will alleviate concerns within the areas of special attention.
Specifically, Dutch Valley Supply did not obtain adequate price competition
because the items sold were noncompetitive from single-source manufacturers.
Dutch Valley Supply managers believed that evaluating the reasonableness of
subcontractor prices was “burdensome” and failed to effectively negotiate prices
with its subconfractors to include obtaining cost data when necessary. As a result,
Dutch Valley Supply passed on $iin excessive subcontractor prices to
DoD.

Dutch Valley Supply does not have incentive to negotiate lower prices from its
subconfractors because its markup is applied as a percent of the subcontract price.
Thus, a higher price will result in more profit than a lower price. Clearly, prime
contractors or exclusive distributors of noncompetitive parts, like Dutch Valley
Supply, that operate just below the FAR threshold of a CPSR have a high risk of
passing on excessive prices to DoD. DoD needs to recognize this additional risk
and apply appropriate confrols necessary to ensure that the risk has been
nutigated.

In addition, the FAR does not specifically allow contracting officers to withhold
consent to subcontract for prime contractors, like Dutch Valley Supply, that do
not have an approved purchasing system and consistently employ fixed-price
contracts with DoD. These prime contractors appear to have “nnplied” consent to
subconfract and contracting officers have no power to limit their actions.

FAR 44.202-2 alerts contracting officers to consider situations when the prime
confractor’s purchasing system or perforinance is inadequate; close working
relationships or ownership affiliations between the prime and subcontractor result
in higher prices; or subcontracts that are proposed for award on a noncompetitive
basis, at prices that appear unreasonable, or at prices higher than those offered to
the Govermnent in comparable circumstances. Clearly, based on our audit
results, Dutch Valley Supply, acting as an exclusive distributor for
noncompetitive spare parts, has exhubited significant risk in each of the areas.
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However, the regulation does not permit contracting officers to take appropriate
action to address this problem because fixed-price contracts were used.

Given the significant problems we identified with Dutch Valley Supply
subcontfracts, DLA should request the Defense Contract Management Agency to
immediately begin a review of Dutch Valley Supply’s purchasing system. DoD
contracting officers need to ensure prime contractors, like Dutch Valley Supply,
conducet appropriate cost or price analyses to establish the reasonableness of
proposed subcontract prices and include the results of these analyses in the price
proposal as required by FAR 15.404-3. DoD contracting officers need to
determine the adequacy of the cost or price analyses performed by Dutch Valley
Supply. If the prime contractor did not perforn adequate cost or price analyses of
subcontract prices, DoD contracting officers need to review and detenine the
reasonableness of subcontractor prices to include obtaining cost data when
necessary before awarding fufure contfracts.

The Under Secretary of Defense for Acquisition, Technology, and Logistics needs
to develop and issue guidance in the acquisition regulations that permits
contracting officers to require consent to subconfract for fixed-price confracts
from prime contractors that exhibif significant risk of charging excessive prices.

Price Reasonableness

DoD contracting officers primarily relied on ineffective tools such as price
analysis, cost analysis of dealer costs, and dealer competition to support price
reasonableness determinations. In several instances price reasonableness
determinations were not made. Table 3 shows the ditferent methods DoD
contracting officers used to determine price reasonableness and the amount of
excessive profit paid.

Table 3. DoD Price Reasonableness Determination and Excessive Profit
Total Price Excessive Profit
Price Reasonableness Items Contract 0IG Cost-Based! Amount  Percent
Price analysis
Detenmined reasonable 16 $2,923,053 $1,772,832 $1,150,221 64.9
Determined unreasonable 7 1,856,759 832,014 1,024,745  123.2
Subtotal 23 $4,779,812 §2,604,846 $2,174,966 83.5
Cost analysis? 4 $1,094,118 $731,696 $362,422  49.5
Dealer competition 3 $436,936 $191,750 $245,186 1279
No determination 3 $ 595638 $ 418724 $ 176914 423
Total 33 $6,906,504 $3,947,016 $2,959,488 75.0
'"The OIG cost-based prices were calculated by using cost analysis of manufacturing costs and
included a profit in line with DL A strategic supplier alliances.
2 . . .
“For three of the four items cost analysis was not performed on the manufacturing costs.
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Price Analysis. DoD paid about $2.2 million (83.5 percent) more than fair and
reasonable manufacturer prices for 23 items that used price analysis of previous
Govemnment prices to determine price reasonableness. According to the price
reasonableness determinations, 16 of the 23 items were determined reasonable,
while 7 items could not be determined reasonable but the contracting office had to
procure the items anyway to ensure an adequate supply for the warfighter.

Determined Reasonable. DoD paid about $1.2 million (64.9 percent)
more than fair and reasonable manufacturer prices for 16 items after performing
price analysis of questionable previous Government contract prices to determine
prices reasonable. For example, on January 30, 2004, the Defense Supply Center,
Columbus, Ohio (DSCC), purchased 155 remote control levers (NSN 3040-01-
045-8779) used on the Super Cobra (AH-1W) helicopter at a unit price of
$1,839.10 on contract SP0740-04-C-4522. Figure 3 shows the remote control
lever used on the Super Cobra (AH-1W) helicopter.

o ey N i

Figure 3. Remote Control Lever NSN 3040-01-045-8779

To determine price reasonableness, the confracting officer performed price
analysis by comparing the proposed price to the previous procurement. The
previous contract, awarded in March 2003, was also awarded to Dutch Valley
Supply at the same unit price of $1,839.10 but for a significantly lower quantity
of 30 units. The price negofiation memorandum stated:

. . . pricing received from DVS [Dutch Valley Supply] shows an in
line price comparison with no indication of over pricing.
Negotiation will not be conducted for the Government accepts the price
from DVS as fair based on this analysis conducted. [emphasis added]
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Table 4 shows the contractors, contract prices, and method used by DSCC
contracting officers to determine price reasonableness for the remote control lever
in the contract we reviewed (awarded in January 2004) and the two preceding
awards.

Table 4. Price Reasonableness Determinations for the
Remote Control Lever (NSN 3040-01-045-8779)
Percent
Date Contractor  Unit Price DLA Buyer Code-Definition Increase
November 4, 2002 [ 136160 BB — Dealer Competition
March 7, 2003 Dutch Valley  1,839.10 BI - Other Price Analysis Techniques  35.1
Supply
January 30,2004 Dutch Valley 1,839.10 BI — Other Price Analysis Techniques 0.0
Supply

The previous contract price awarded in March 2003 was also determined fair and
reasonable based on price analysis techniques despite a 35.1 percent increase in
about 4 months of the preceding contract. In November 2002, DSCC paid
$1,361.60 per unit for 65 units fo [ M@ t).e single-source manufacturer.
However, that unit price of $1,361.60 is also questionable because the price was
determined reasonable based on ineffective dealer competition, which we discuss
in more detail later in the report. The contracting officer failed to understand and
document the cause of the significant price increase seen between the

November 2002 and March 2003 procureinents before relying on the price to
determine price reasonableness.

Although the contracting officer saw “no indication of over pricing,” we
performed cost analysis and calculate that the fair and reasonable manufacturer
unit price was $ﬁ Thus, we calculate that DSCC, by relying on neffective
price analysis techniques and dealer competition to determine prices reasonable,
paid ipercent (3 moore than the fair and reasonable price for remote
control levers, including excessive pass-through charges. Table 5 shows the
comparison of the DSCC pricing method and the fair and reasonable
manufacturer price we calculated using cost analysis.

Table S. Comparison of Dealer Competition/Price Analysis and Cost Data for
Remote Control Lever (NSN 3040-01-045-8779)
Annual DSCC Contract Price Comparison Price Difference
Method Demand Unit Total Unit Total Amount  Percent
Dealer Competition/
Price Analysis 66 $1,839.10  §121,381  $1,835.10  $121,381 0 0.0
Cost Analysis 66 1839.10 121,381 [ $ [ |

The DSCC contracting officer relied on the previous confract price without
establishing the validity of the comparison and reasonableness of the prior price
as required by the FAR 15.404-1, “Proposal Analysis Techniques.” Specifically,
FAR 15.404-1(b)(2)(i1) explains the technique that was not used by the
contracting officer:
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Comparison of previously proposed prices and previous Government
and commercial contract prices with current proposed prices for the
same or similar items, if both the validity of the comparison and the
reasonableness of the previous price(s) can be established.
[emphasis added]

This example demonstrates the ineffectiveness of using price analysis without
establishing the validity of the comparison and reasonableness of the previous
price in a noncompetitive environment.

Like this repott, previous DoD IG audit reports have documented the same
systemic problem with price analysis used in a noncompefitive environment to
detenmine price reasonableness. The continued use of ineffective price analysis in
a noncompetitive enviromment is a material internal control weakness and needs
to be addressed. Since acquisition reformn legislation was enacted in the mid-
1990s, the prevalence of price analysis of previous Government prices throughout
DoD has created a price history that is not reliable to establish price
reasonableness in future procurements because once an excessive price is
accepted it becomes the baseline for the next price. Further, as prices that were
wrongly considered fair and reasonable contimue to be relied upon in more and
more procurements, the difference between the negotiated price and the actual
cost will continue to increase. In a noncompetitive environment, when the current
price history is not reliable fo establish fair and reasonable prices, the only way to
re-establish a reliable baseline price is to perform cost analysis.

In response to recommendations from DoD IG Report D-2006-122, “Conunercial
Confract for Noncompetitive Spare Parts With Hamilton Sundstrand
Corporation,” September 29, 2006, the Director, Defense Procurement and
Acquisition Policy issued a memorandum, dated June 8, 2007, announcing
revised procedures added to the Defense Federal Acquisition Regulation
Supplement (DFARS) to determine fair and reasonable prices especially for
noncompetitive items.

DFARS 215.404-1, “Proposal Analysis Techniques,” provides general guidance
and discusses appropriate uses of price and cost analysis. Specifically, the
DFARS stated:

(b) Price analysis.

(1) Price analysis should generally be performed on supplies
or services that are not subject to TINA [the Truth in Negotiations
Act]. Available commercial sales, published catalogs or prices, etc.,
can sometimes be obtained through market research and can provide a
basis for determining if the proposed prices are fair and reasonable.

(i) In some cases, commercial sales are not available and
there is no other wmarket information for determining fair and
reasonable prices . . . In such cases, the contracting officer must
require the offeror to submit whatever cost information is needed
to determine price reasonableness,
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(i) The following procedures shall be adhered to when
executing the price analysis steps at FAR 15.404-1(b)(2):

(A) When the contracting officer is relying on
information obtained from sources other than the offeror, the
confracting officer must obtain and document sufficient
information o confirtn that previous prices paid by the
Government were based on a thorough price and/or cost analysis.

(c) Cost analysis.

() When the confracting officer caunot obtain sufficient
information to perform a price amalysis in accordance with the
pricing steps in FAR 15.404-1(b), a cost analysis is required.

(i) When a solicitation is not subject to TINA and a cost
analysis is required, the coniracting officer must clearly
communicate to the offeror the cosf informafion that will be
needed to determine if the proposed price is fair and reasonable.
[emphasis added]

DoD contracting officers need to perform cost analysis in a noncompetitive
environment fo determine price reasonableness when price analysis does not
provide sufficient information and a reliable baseline price has not been
established.

Appendix C, “Other Matters of Interest,” provides another example of the
ineffectiveness of price analysis and discusses a questionable waiver from cost or

ricing data based primarily on price analysis that was issued for a long-term
*contract with DSCC. DLA has exhibited a material internal control
weakness 1n granting inappropriate waivers to cost or pricing data because it does
not have adequate procedures to ensure that waivers are granted in compliance

with guidance. DLA needs to discontinue granting inappropriate waivers from
cost or pricing data based primarily on price analysis.

Determined Unreasonable. DLA confracting officers determined that
prices for seven parts could not be determined fair and reasonable using price
analysis. However, because all the items were noncompetitive, DLA had to
purchase the items anyway to ensure that an adequate supply was available for the
warfighter. DLA paid $1.0 million (123.2 percent) more than fair and reasonable
prices for the seven items.

For example, in December 2004, the DSCR contracting officer purchased

353 door handles (NSN 1680-01-102-6066) used on the H-60 Blackhawk
helicopter, shown previously in Figure 2, at a unit price of $977.37 (totaling
$345,012) from Dutch Valley Supply. Dutch Valley Supply originally proposed a
unit price of $1,012.40 for the door handle. The contracting officer attempted to j
negotiate the price and counteroffered at ${llleach. In response, Dutch Valley 1
Supply submitted a “cost” breakdown and a copy of the hpn'ce list of

$ each, both of which failed to provide insight into the actual
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manufacturing costs. Dutch Valley Supply later lowered the price to $977.37
each and the contract was awarded. DSCR had previously purchased 679 door
handles in 2003 at unit prices ranging from $485.36 to $506.11 from

the single-source manufacturer. The contracting officer docuinented that the
price, which had increased 93.1 percent in 12 months, was unreasonable.
However, DSCR had to procure the door handles anyway to support the
warfighter. Specifically, the contracting officer stated:

The final negotiated offer fromn Dutch Valley Supply cannot be
determined fair and reasonable in accordance with FAR 15. Based
on the current stock position and a significant number of high
priority backorders, it is the determination of the contracting officer
that it is in the best interest of the Government to award this
requirement at a price that cannot be determined fair and
reasonable. [emphasis added]

By performing cost analysis of cost data obtained during a previous audit, we
determined that the negotiated price is ercent more than the fair and
reasonable manufacturer unit price of $ Dutch Valley Supply applied a
Il percent markup to W\mﬁ price, totaling $ for the
confract. DSCR paid $ m excessive prices and profits, including pass-
through charges, for the 353 door handles that were urgently needed by the
warfighter. This is another example of contractors abusing their single-source
status by charging the Govermment unreasonable prices to make excessive profits,
leaving less DoD procurement money to support other urgent warfighter needs.

In DoD IG Report No. D-2006-055, “Spare Parts Procurements From TransDigm,
Inc.,” February 23, 2006, we recomunended that DLA seek a voluntary refund for
overpriced parts when the confracting officer made a reasonable attempt to obfain
cost information but was denied the information. The Blackhawk helicopter door
handle was one of those items identified. The Chief of Competition and Pricing
Division, DSCR requested the refund from TransDigm, parent company of
Adams Rite. On August 22, 2006, TransDigm, Inc., denied the request for a
voluntary refund stating:

With respect to the suggested voluntary refund itself, we believe that
such a refund is not warranted by the circumstances sumwounding the
purchase of the parts in question . . .

In our previous report, we also reconunended that DoD reverse engineer items
from single-source contractors who charge excessive prices and refuse to modify
their business practices. DSCR contracted with the Naval Air Warfare Center -
China Lake, California (China Lake), to reverse engineer the door handle and
develop a Government-owned fechnical data package. China Lake also
organically manufactured 786 door handles for $407.13 each, which was a

58.3 percent savings from the Dutch Valley Supply unit price of $977.37. We
commend DSCR for taking appropnate acfion to address this issue. DLA needs
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to continue initiating reverse engineering efforts for items that have unreasonable
pricing from single-source offerors.

We also commend DLA for its initiative in thoroughly documenting the
circumstances surrounding unreasonable prices. While every effort is made to
determune the price reasonable as the FAR requires, sometimes in a
noncompetitive environment it is simply not possible to determine every price fair
and reasonable because single-source offerors refuse to offer reasonable prices or
provide cost information when requested. Without proper documentation of the
transaction circumstances, contracting officers may wrongly rely on the previous
price to determine price reasonableness in future contracts.

When the confracting officer cannot get the requested cost information from the
single-source manufactorer, Military Departments and Defense agencies should
note the offeror’s refusal to provide the requested information in the past
performance system in accordance with DFARS 215.404-1(a)(i)(F). Relevant
mformation on uncooperative contractors needs to be maintained to ensure that
the information is available when future source selection decisions are made.

The Under Secretary of Defense for Acquisition, Technology, and Logistics needs
to issue guidance that instructs the Military Departments and Defense agencies to
track and periodically report information about contractors that refuse to provide
requested information necessary to determine price reasonableness and take
appropriate action to address pricing issues related to specific contractors.

Cost Analysis. DoD paid about $362,422 (49.5 percent) more than the fair and
reasonable price for four items where the confract documentation or price
reasonableness code indicated cost analysis was performed. However, for three
of the four items, the contracting officer had no insight info manufacturing costs
and DoD paid $_ percent) more than fair and reasonable prices. For
the remaining item that used manufacturer cost data, DoD paid $

ercent) more than the fair and reasonable price, including pass-through
charges.

Dealer Cost Data. In December 2002, DSCR purchased 21 spool and
sleeve assemblies INSN 1650-01-046-2257) from Dutch Valley Supply on
contract SP0460-03-M-1335 at a unit price of $3,339.66, totaling $70,133. Dutch
Valley Supply provided a “cost” breakdown after a request from the contracting
officer.



Figure 4 is the breakdown Dutch Valley Supply provided.

1t Dutch

VALLEY SUPPLY

[ COST BREAKDOWN ]

Date: 1172172002

Solicitation Number: SPO4BO02ONXES

NSN: JLSO—~0O/- 0 Y6~ 2251
Part Number: 41002798002

Description: Atsy., Spool aad Sleeve
Yendor/Manufacturer:

DVS Reference Number:

The following Information Other Thaa Cest or Pricing Dau is provided IAW PAR 15.403-3.
These out of production pans are being sold as aftermacket/spares items to the US. Government.

UNITCOST  QUANIIIY % TOTALCOST
Direct Material Cost - 21
Higher Lavel Inspection

Marking/Packaging

Freight / Shippicg

Other Direct Costs
{e.g. DVS Labor & VAN Services) -
Subtotal

General & Adsoipistrative -!
o -
Profit .

Total Price 23 $74,918.34

Figure 4. “Cost” Breakdown for Spool and Sleeve Assembly

However, the breakdown failed to provide insight into manufacturer costs and
profit, about ilipercent of the total price, because the “Direct Material Cost” line
itern combined this information. The direct material cost represents the price
Dutch Valley Supply paid ||| I the single-source manufacturer. The
contracting officer’s lack of insight ito this information makes it impractical to
determine the reasonableness of the proposed price. The contracting officer
subsequently asked the DSCR Cost or Pricing Branch to help determine price
reasonableness for the item. The DSCR Cost or Pricing Branch determined,
based on price analysis of the last two procurements, that the

proposed price of $_was fair and reasonable and recommended that the
award be made.
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Table 6 shows the procurement history and method used by contracting officers to
determine price reasonableness for the spool and sleeve assembly since 1997.

Table 6. Price Reasonableness Determinations for the
Spool and Sleeve Assemblies (NSN 1650-01-046-2257)
Percent
Date Contractor Unif Price DLA Buver Code-Definition Increase
July 30, 1997 $1,573.92 BI — Other Price Analysis Techniques
March 6, 1998 1,792.58 BB - Dealer Competition 13.9
July 17, 1998 1,774.06 BB - Dealer Competition (1.0)
May 21, 1999 1,901.62 BG - Price Analysis 7.2
July 20, 2001 2,157.45 BC — Catalog Item Sold to General 13.5
Public
Octaober 19, 2001 _ 2,244 .81 BG - Price Analysis 4.0
December 20,2002  Dutch Valley 3,339.66 BF — Cost Analysis 48.8
Supply

The previous contract prices had been determined fair and reasonable using a

variety of price determination methods. However, none of the previous prices

were based on cost analysis of manufacturer cost data. Further, the contract we

reviewed was inaccurately coded as cost analysis even though the contract !
documentation shows that the Cost or Price Branch only performed price

analysis with no insight into manufacturing costs.

Using cost analysis of manufacturer cost data we calculate that a fair and
for the spool and slee embly. DoD paid

reasonable unit price was $‘

an excessive profit of percent, a total of ercent more than
the fair and reasonable price, including Dutch ly pass-through
charges. Table 7 details the cost-based price, Mand Dutch Valley
Supply sales prices, and excessive profit paid by DoD.

Table 7. Excessive Profit for Spool and Sleeve Assembly

NSN 1650-01-046-2257
Markup Excessive

Unit Price  Percent  Profit Percent

OIG cost-based price $-
I < price

Dutch Valley Supply contract price 3,339.66 -

Without insight into manufacturing costs, the contracting officer was not able to
effectively negotiate a reasonable price. DLA needs to discontinue coding an
analysis of dealer costs as cost analysis unless a cost analysis of manufacturing
costs has also been performed.

Manufacturer Cost Data. In June 2005, the Army Aviatio Missile
anagement Comand purchased 697 solenoid valves
from Dutch Valley Supply for $2,008.61 each, totaling about
$1.4 million.
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Figure S shows the solenoid valve used on the Blackhawk helicopter.

Figure 5. Solenoid Valve _

Dutch Valley Supply originally offered a unit price of $3,269.94. But the
contracting officer combined the base and option year quantities, which caused
the total contract amount to breach the $550,000 cost or pricing threshold,
requiring the proposal to be subject to the Truth in Negotiations Act. The
confracting officer relied on the Defense Contract Audit Agency (DCAA)
analysis of manufacturing cost or pricing data to negotiate a lower price. Using
the cost analysis, the contracting officer successfully negotiated a reduction in the
proposed prime contract unit price from $3,269.94 to $2,008.61, yielding a total
contract savings of $879,147 (38.6 percent) price reduction. Table 8 shows the
price negotiation for the solenoid valve.

Table 8. Price Negotiations for Solenoid Valve
Unit Price Difference
Proposal Cost Elements Proposed Negotiated Amount Percent
Duect Mﬂtenall
Markmngackagmg
Freight/Shipping
Subtotal
General and administrative
Total cost
Profit
Base year $3,269.94 $2,008.61 (51,261.33)  (38.6)

By relying on manufacturer cost information, the contracting officer was able to
obtain significant price reductions from Dutch Valley Supply’s proposed price.
This example clearly shows the importance of contracting officers obtaining
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manufacturer cost or pricing data to negotiate prices and we comnmend the Army
for taking appropriate steps to significantly reduce the price negotiated.

Performing cost analysis of more recent cost data that was not available to the
Army at the time of award, we calculate the cuirent fair reasonable
manufacturer unit price for the solenoid valve is $ We were unable to
reconcile the specific differences that existed in the two sets of cost information
because the data reviewed by DCAA did not provide the same defail as the cost
information obtained by the OIG. The final negotiated unit price of $2,008.61
included Dutch Valley Supply pass-through charges of Wloeicent fo the
manufacturer price, fotaling $| for the contract.

Exclusive Distributor/Dealer Competition. DSCC used dealer competition fo
support price reasonableness for three of the items valued at $436,936. Using
cost analysis, we calculate fair and reasonable prices were $191,750 or a
difference of $245,186 (127.9 percent). The ineffectiveness of this form of
“competition” was previously identified in DoDD IG Report No. D-2006-055. In
the previous report, dealers “competed” with the single-source manufacturer for
awards. In this report, Dutch Valley Supply, the exclusive distributor for
numerous single-source manufacturers, “competes” with other dealers for awards.

We contacted dealers that frequently offered on solicitations with Dutch Valley
Supply to determine their source for the parts. Of the 13 dealers we contacted,
10 stated Dutch Valley Supply was their single-source and that they did not stock
parts for these solicitations. Of the remaining dealers, two could not recall
whether Dutch Valley Supply was their source and one dealer did not respond.
Since no stock is maintained, it is clear that competition will not be independent
or fair because Dutch Valley Supply, as the single-source distributor, inherently
controls its “competitors” costs and delivery, which gives unfair insight and a
decided advantage in winning awards over its “competitors.”

For example, on June 28, 2005, DSCC purchased 25 lever assemblies (NSN
3040-00-564-5377) used on the Advance Attack helicopter from Dutch Valley
Supply at a unit price of $2,723.93, totaling $68,098 on contract SPG740-05-M-
4049.
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Figure 6 shows the lever assembly used on the Advance Attack helicopter.

Figure 6. Lever Assembly NSN 3040-00-564-5377

The DSCC contracting officer considered offers from nine dealers who quoted the
single-source manufacturer’s part. Not surprisingly, Dutch Valley
Supply, who was the source of supply for the other eight dealers, had the lowest
price and delivery for the lever assembly. Table 9 shows the unit price and the
delivery terms from the single-source distributor and other dealers.

Table 9. Quotes for Contract SP0740-05-M-4049 (June 2005)
Percent
Delivery  Increase From  Excessive
Quotes Qty  Unit Price Days Prior Price Profit
Duftch Valley Su exclusive distributor) 25  §2,723.93 155 82.6
25 2,832.00 195 83.8
25 2,839.80 183 90.3
25 2,860.13 180 91.7
25 2,861.67 185 91.8
25 2,899.72 240 94.4
25 291425 169 953
25 2,996.09 195 100.8
25 3,000.00 420 101.1
Part Prices
Previous Dutch Valley Supply Contract
(August 2004) 34 $1,491.96
OIG cost-based price 25 [

Dutch Valley Supply’s proposed price was 82.6 percent higher than the previous
confract for this item awarded in August 2004, only 11 months earlier. However,
the confracting officer ignored the significant price increase and wrongly justified
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the price based on competition between multiple dealers. Using cost analysis, we
calculate that DSCC paid [Illlbercent (3 more than the fair and
reasonable manufacturer unift price of $ mcluding pass-through charges.

During our site visit, Dutch Valley Supply discussed that, as the exclusive
distributor, sales for the items it oversees will go through them regardless of
whether DoD buys the item directly from them or through another dealer. To
illustrate the meaning of this statement, consider if Dutch Valley Supply chose

not to quote this contract. The award would have most likely been made to
_l‘ $2,832 each. Dutch Valley Supply still would
have sold the item for $2,723.93. Thus, and Dutch Valley Supply

excessive prices and profit margins remain unchanged and an additional layer of
pass-through costs would be added to the price of the item.

Clearly, the use of dealer compelition has not been effective at negotiating fair
and reasonable prices in a noncompetitive environment and will only add more
unreliable prices to the DoD procurement history.

Competition Guidance. FAR Part 15.403-1 (c)(1)(i) defines that a price
is based on adequate price competition if:

two or more responsible offerors, competing independently, submit
priced offers that satisfy the Government’s expressed requirement,
[emphasis added]

DSCC Acquisition Guide Part 13.106-3(d)(3)(i) states competition between
dealers is acceptable.

Competitive quotations from two or more sources will nonmally
produce a price that can be determined fair and reasonable. For
acquisitions within the SAT [simplified acquisition threshold],
competition between one manufacturer and its dealer(s), or two dealers
offering fhe product of the same manufacturer is acceptable.
[emphasis added]

Adequate competition as defined in the FAR will provide effective oversight over
prices because independent sources are available to compete against one another,
The dealer competition policy used by DSCC fails to ensure the independence of
the offerors and has been abused to justify unreasonable prices of noncompetitive
spare parts.

Previous Coverage. In our previous report, we recommended that the
Director, DLA discontinue using competition between a single-source
manufacturer and dealers to determine price reasonableness. The Director of
Logistics Operations, DLA partially concurred with the recommendation but
DLA officials would not prohibit the practice because they believe competition
between manufacturers and dealers could be valid in some instances.

We continue to identify problems with dealer competition in a noncompetitive or
single-source manufacturing environment. Further, based on both audits, our
experience has shown that the dealer competition policy is predominantly being
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used in an inappropriate way and unreasonable prices are being wrongly justified
as fair and reasonable by contracting officers.

The DoD OIG and DLA Director of Logistics Operations entered mediation on
thus recommendation following the previous audit. On June 28, 2007, DLA
issued a procurement policy letter that stated its position is that adequate price
competition can exist when purchasing noncompetitive items from dealers or
distributors that compete with each other or the single-source manufacturer. We
do not believe that the DLA policy letter will effectively resolve this issue and
stop the policy from being abused in a noncompetitive environment. See
Appendix E for complete text of the DL.A procurement policy letter. DLA needs
to discontinue using dealer competition to deternmine price reasonableness in a
noncompetitive environment. The Under Secretary of Defense for Acquisition,
Technology, and Logistics needs to review the DLA dealer competition policies
and determine whether the policies meet the FAR 15.403-1 definition of adequate
competition.

No Price Reasonableness Determinations. We calculated that DSCC paid
$176,914 (42.3 percent) more than fair and reasonable prices for three parts
without the contracting officer making a fair and reasonable price determination.

For example, on November 19, 2004, DSCC awarded an indefinite-delivery,
mdefinite-quantity contract SP0930-05-D-0007 to Dutch Valley Supply for the

purchase of rotary switches (NSN 5930-01-385-1894 and NSN 5930-01-368-
5160) * The contracting officer failed to
documentf a price reasonableness deterinination. Figures 7 and 8 show the rotary
switches used on the F-16 aircraft.

Figure 7. Rotary Switch Figure 8. Rotary Switch
NSN 5930-01-368-5160 NSN 5930-01-385-1894

The contracting officer determined that the negotiated delivery was fair and
reasonable, but remained silent on the prices offered. Specifically, the contracting
officer stated in the price negotiation memorandum that:

Since Dutch Valley [Supply] can deliver any quantity within 100 days,

his delivery 1s acceptable by the Govermment. This delivery is

considered to be fair and reasonable.

The Item Managers have verified the need for these items.
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Therefore, based on the above information, recomnmend that award
be made to Dutch Valley [Supply]... [emphasis added]

FAR 15.402, “Pricing Policy,” requires contracting officers to purchase supplies
and services from responsible sources at fair and reasonable prices. Further,
FAR 15.406-3, “Documenting the Negotiation,” requires contracting officers to
document negotiation results in the contract file. Specifically, the regulation
states:

(a) The contracting officer shall document in the contract file the
principal elements of the negotiated agreement. The documentation
(e.g., pricc necgotiation memorandum (PNM)) shall include the
following;:

(11) Documentation of fair and reasonable pricing.

The contracting officer also failed to require cost or pricing data for the contract
even though the expected contract amount of about $1.6 million (base contract
$744,247 and option year $808,993) was more than the cost or pricing threshold
of $550,000 (now $650,000) established in FAR 15.403-4, “Requiring Cost or
Pricing Data.” Using cost analysis, we calculate that DSCC paid $
Hercent) more than fair and reasonable prices.

DLA needs to emphasize to contracting officers the importance of making price
reasonableness determinations and properly documenting the contract file. DLA

also needs to ensure cost or pricing data is requested as required by
FAR 15.403-4.

Exclusive Distributor Model

The current exclusive distributor model used to procure items does not provide
best value and is less effective than the traditional DLA supply and strategic
supplier models.

Pass-Through Charges. Dutch Valley Supply, the exclusive distributor, charged
an avera ercent pass-through charge to excessive manufactorer prices,
totaling
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Table 10 shows the pass-through charges paid by DoD.

Table 10. Summary of Pass-Threugh Charges

Total Price Pass-Through Charges
Manufacturer Items Contract Manufacturer Armount Percent

2 $ 872,695

3 1,087,937

22 3,799,416

6 146,457

Total 33 $6,906,504"

*Slight rounding inconsistencies exist because auditor calculations included decimal places.

In several mstances, the single-source manufacturer limited the amount of pass-
through charges. Dutch Valley Supply pass-through charges were limited to keep
the total contract amount below the $550,000 (now $650,000) threshold for the
submission of cost or pricing data, distributor agreements in some cases spelled
out the maximum pass-through chalge and other items were specifically marked
by the single-so turer. The documentation we reviewed shows that

for seven items, limited the pass-through charge,_
items experienced DEIOwW average

pass-through charges of or example, the quote for the
pilot valve (NSN 4810-01-246-1382) used on the Apache Helicopter stated:

In addition, the distributor agreement, dated N 003,

specifically lunited the distributor markup on their items tomHowever,
based on our analysis of the two Mrs that the limit in
)

subsequent agreements has been rais

When not limited by the single-source manufacturer, Dutch Valley Supply
normally charged higher pass-through charges to the manufacturer prices. Dutch
Valley Supply charged greater than%yercent marku f01 9 of the 33 items
reviewed, with the largest pass-through charge bemo The average
Dutch Va]ley Supply pass-through charge that was 1ot limited was Bl cicent
of the excessive manufacturer prices.

Lead Time. We found that the addition of Dutch Valley Supply to the
procurement process has resulted in increased lead times® for DoD. As stated
previously, Dutch Valley Supply orders items from the single-source

3 Lead time, consisting of administrative and production lead time, is defined as the amount of time from
the date of solicitation until the items are received by the Government. Administrative lead time
represents the time to negotiate and award the confract, while production lead time represents the time for
the parts to be manufactured and delivered after an order was placed.
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manufacturers when the Government need becomes known. Thus, Dutch Valley
Supply can only add more days to the lead times when satisfying Government
orders.

We compared the DLA supply system administrative lead times from 2001 when
parts were procured directly from the manufacturers with the actual
administrative lead times for the Dutch Valley Supply contracts reviewed. We
excluded 2 of the 27 DLLA-managed items because the contracts did not have
complete shipments or sufficient documentation.

To determine the administrative lead time for the Dutch Valley Supply contracts,
we calculated the number of days between the contract award date and the
solicitation date. To that number, we added the distributor lead time, which
represents the number of days between contract award date and the purchase
order date plus the number of days that Dutch Valley Supply had the material in
its possession. Our analysis of the Dutch Valley Supply contracts shows that
from the date of the contract solicitation to the award averaged 164 days. In
addition, Dutchi Valley Supply averaged an additional 15 days to issue purchase
orders to the manufacturer and to ship the material to DoD, resulting in a total
administrative lead time of 179 days. By comparison, we calculated that the
average 2001 DLA supply system administrative lead time for the 25 items
reviewed was 130 days or 49 days less when the items were procured directly
from the manufacturers.

We then added the production lead times to the administrative lead time to
calculate the overall lead tines. We consider the production lead time to be the
samme whether Dutch Valley Supply or DLA procures the item from the single-
source manufacturers. Based on DLA supply system data obtained in 2006, we
calculated that the average DLA supply system production lead tune was 248
days for the items reviewed.

Overall, we calculated that the DLA had an average lead time of 378 days

(130 days administrative and 248 days production) when items were purchased
dirvectly from the manufacturers. We calculated that Dutch Valley Supply
contracts averaged an overall lead time of 427 days (179 days administrative and

248 days production). Thus, the addition of Dutc S
procurement process has increased lead times from
the traditional DLA supply model of procuring items directly from the

manufacturers.

Inventory. Dutch Valley Supply also does not provide value by stocking items,
instead ordering items from single-source manufacturers when the Government
requirement becomes known. Thus, the items ordered from the manufacturer
simply “pass through” the distributor on ifs way to DoD, which increases lead
times and associafed inventory levels. As shown pxevxously in Figure 1, adding a
distributor to the DoD procurement process creates an unnecessary level of
redundancy and costs. For instance, adding a distributor creates a duplicate layer
of adnunistration (purchase request, quote, order, etc.) and shipments before DoD
receives the product.
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Dutch Valley Supply does not invest in stocking parts because they consider DLA
demand data unreliable, which may cause themn to hold substantial inventory with
no guarantee that DoD would purchase the parts. In November 2006, we
performed a physical inventory and identified that Dutch Valley Supply had only
a small amount of inventory for just 3 of the 33 parts reviewed. Further, the
amount of imventory held for the 3 parts was not sufficient to satisfy normal
Government requirements. Thus, the exclusive distributor model utilized by
Dutch Valley Supply does not add value and will not permit DoD to reduce its
inventory levels.

DLA Supply Models. DLA has been successful entering long-term sfrategic
supplicr contracts with key suppliers. For example, the DLA-Honeywell strategic
supplier contract prices for noncompetitive parts are negotiated based on cost
data. In addition, adminisfrative lead times have been predominantly reduced to
10 days because parts were negotiated on a long-term contract. We calculate the
strategic supplier model has an approximate lead time of about 258 days, after
applying the average production lead time of 248 days. The exclusive distributor
model used by Dutch Valley Supply increases lead tunes by 169 days

(65.5 percent) from the long-term strategic supplier model. Figure 9 shows that
the exclusive distributor model has the highest lead times of supply options.

Exclusive Distributor NModel
Production Distiibuter Adwinistrative Total
+ = 427 days
248 days 15 days 164 days
Traditional DLA Supply Model
Production Administrative
+ = 378 days
248 days 130 days
Long-Teum Contract with Strategic Nanufactuier
Production Admiuistrative
+ = 258 days
248 days 10 days

Figure 9. Comparison of Supply Model Lead Times

Clearly, the exclusive distributor model is less effective than the other supply
models available and does not provide best value to DoD because increased lead
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times require DoD to invest more in inventory to ensure that warfighters have
sufficient stock available for their missions until the items can be re-procured and
delivered.

Possible Distributor Supply Model. In order to add value to DoD, exclusive
distributors, like Dutch Valley Supply, need to be able to effectively negotiate
prices from single-source manufacturers. The exclusive distributors need to
obtain information on actual manufacturing costs to ensure prices and profits
negotiated with single-source manufacturers are reasonable.

Exclusive distributors also can add value by stocking sufficient inventory to meet
DoD requirements, which would lead to reduced lead times, less DoD inventory
investment, and improved parts availability. However, in order for this option to
be viable, the sales price must be similar to the price that would be paid within the
DoD supply system.

DLA has different cost recovery rates for stocking parts and shipping parts
directly to the users (direct vendor delivery) or nonstocked parts. While the rates
can vary, the stock cost recovery rate is about 32.6 percent and the nonstocked
direct vendor delivery rate is about 13.2 percent. This difference in the two rates
creates a delta of about 17 percent, which could represent a reasonable markup by
a distributor if they were to stock the items.

For example, we calculated using cost analysis that the cost-based fair and
reasonable manufacturer unit price m
was $262.21. If DLA were to stock the iten and ship 1t to the end user, the sell

price, including the stock cost recovery rate of 32.6 percent, would be $347.69
each. Thus, in order to be a viable alternative, the distributor would need to stock
the item and direct ship it to the end user while applying a reasonable markup of
17.1 percent that would result in a contract price of $307.15 to DLA. DLA would
then sell the item to the end user for $347.69, after applying its cost recovery rate
of 13.2 percent for direct shipments.
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Figure 10 shows the comparison of the supply system to a possible direct
shipment distributor model ﬂ

DLA stocks ifem Distributor stocks item

Manufaciurer Manufacfurer
fair and fair and
reasonable price reasonable price
$262.21 $262.21
DLA sales price to Distributor sells
end user ta DLA but ships
to end user
+32.6% +17.1%
$347.69 $307.15
A}
\\
A
DLA sales price (o
end user
End user +13.29%
$347.69
I,l
¥
End user

Figure 10. Traditional Supply Model Compared to Possible Distributor
Model

Thus, if the distributor was able to negotiate the same price from the single-source
manufacturer, stock adequate quantities of the item that could meet DoD
requirements, and apply a reasonable pass-through charge that would result in the
same or similar price that would be obtained through the DLA supply system, the
distributor model could be viable and add sufficient value. Otherwise, we do not
see how the distributor model can add sufficient value or be an effective
alternative procurement option for DoD.

DoD needs to take action to discontinue using exclusive distributors unless they
can develop a business model that provides sufficient added value to include
increased competition, obtaining cost data to effectively negotiate prices, and
reduced lead tumes and inventory.

Conclusion

Single-source manufacturers are refusing to quote duectly on Government
solicitations providing DoD contracting officers with few alternatives other than
to procure the needed spare parts from exclusive distributors.
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For example, in November 2003, || 1ovnced its agreement with
Dutch Valley Supply to its customers.

Our review of contract dociunentation has discovered similar refusals to quote
from Business practices such as these during a time of war clearly
do not provide the best support to the warfighter.

Dutch Valley Supply, as an exclusive distributor, states that it provides value to
DoD through reduced costs, improved readiness, and increased competition. We
were unable to validate any of Dutch Valley Supply’s claims and determined that
no or negligible added value was provided by the exclusive distributor.

As shown by this report, DoD contracting officers [DLA, the Anmy Aviation and
Missile Life Cycle Management Command, and the Naval Inventory Control
Point, Philadelphia, Pennsylvania (NAVICP-P)] paid about $3.0 mullion

(75.0 percent) more than the fair and reasonable prices for 33 noncompetitive
parts that cost about $6.9 million procured through an exclusive distributor. DLA
had the most difficulty negotiating fair and reasonable prices from the exclusive
distributor, paying 93.0 percent more than fair and reasonable prices, totaling
about $2.7 million for 27 parts. Table 11 shows the excessive prices paid to
Dutch Valley Supply, including pass-through charges.

Table 11. Excessive Prices Paid to Dutch Valley Supply

Total Price Excessive Prices

Manufacturer (A gency) Items Contract OIG Cost-Based' Amount Percent
]

DLA 17 $2,994,469

AMCOM? 3 540,113

NAVICP-P 2 264.834

Subtotal 22 83,799,416

DLA 5 $ 694,519

AMCOM 1 451,937

Subtotal 6 $1,146,457°
_(DLA) 3 $1,087,937 mam
I L) 2 8 8712695 s

Total 33 §6,906,504> $3,947,016°  $2,959,488 75.0

!The OIG cost-based prices were calculated by using cost analysis of manufacturing costs and included
a profit in line with DLA strategic supplier alliances.

2Army Aviation and Missile Life Cycle Management Command.
*Slight rounding inconsistencies exist because auditor calculations included decimal places.
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See Appendix D for the comparison of the contract price to the cost-based
manufacturer price and the buying agency for the 33 items reviewed.

The Under Secretary of Defense for Acquisition, Technology, and Logistics needs
to identify and address contractors that require DoD contracting officers to
procure noncompetitive items through an exclusive distributor.

Management Comments on the Finding and Audit Response

Under Secretary of Defense for Acquisition, Technology, and Logistics
Comments. The Director, Defense Procurement and Acquisition Policy agreed
with the report findings that DLA and DoD need to improve pricing techniques
for determimng fair and reasonable prices with distributors. The director also
commented that a working group has been established to assess the magnitude of
DoD’s use of exclusive distributors, fo identify pricing issues confracting
officers encounter with distributors, to identify best practices for successful
pricing, and to recommend actions that DoD needs to take to improve pricing
techniques with distributors. Further, the director commented that gunidance was
clarified in the revision to Procedures, Guidance, and Information section 215.4
for when the Truth in Negotiations Act does not apply and there is no other way
to determine price reasonableness except to require cost data and perform a cost
analysis.

Audit Response. We consider the cominents respousive and believe the changes
taken will improve DoD’s ability to negotiate reasonable prices from
distributors.

Defense Logistics Agency Comments on Prices of Single-Source Parts. The
Director, Acquisition Management concurred with the finding. The director
comnented that the Govermment does not possess the manufacturing drawings
necessary to produce these parts on a competitive basis for most of the items
reviewed in the report and siuce the items were low demand there is little
incentive for other manufacturers (o risk investing titme and money to reverse
engineer the items. The director also commented that Dutch Valley Supply or
the single-source manufacturers have no incentive to present reasonable prices to
the Government. Further, the Government has no bargaining power in these
situations because Dutch’ Valley Supply and the manufacturers know the
Government has no real alternative source for these single-source items. In
addition, after successfully reverse engineering an item, DLA has experienced
instances of price hikes by manufacturers for ifs other single-source items.

Audit Response. We agree that manufacturers and exclusive disfributors like
Dutch Valley Supply are forcing DLA and DoD to pay excessive prices for
single-source items. As we recommended in the report, Do) needs to collect
information on these suppliers and take appropriate action to address this issue.
If single-source confractors unreasonably increase prices of their other items
because DoD reverse engineered one of their items, officials at the confracting
agency need to engage and work with company executives to achieve resolution
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on pricing and should notify DoD acquisition leaders and oversight officials if
necessary. If resolution is not achieved, DoD) needs to document these actions in
the past performance system and determine alternative actions.

Defense Logistics Agency on Ineffective Pricing Tools. The Director,
Acquisition Management also commented that confracting officers rely on
ineffective pricing tools when buying single-source items below the cost or
pricing threshold ($650,000) and there is no effective mechanism to require the
supplier’s compliance with requests for cost or pricing data. Further, the IG was
able to obtain cost information from the single-source suppliers because of its
subpoena authority. However, contracting officers do not have any ability to
compel the contractor to provide the data and the report demonstrates the
excessive prices that can be expected to occur in the absence of equal access by
confracting officers to cost information.

Audit Response. We agree that there is little incentive for single-source
suppliers to cooperate with requests for cost or pricing data that are necessary for
the contracting officer to negotiate fair and reasonable prices. Over the past
decade our audits have shown that single-source suppliers have been
increasingly less willing to provide requested cost information to contracting
officers. However, we have also seen DoD continually justify excessive prices
as fair and reasonable using ineffective price analysis of previous Government
prices. As stated in the report, we believe DoD needs to properly document the
circumstances surrounding unreasonable prices and take appropriate action to
address contractors that refuse confracting officer requests. With adequate
documentation of unreasonable price negotiations, DoD will be able to quantify
the full context of the problem and determine the best method for resolution.

Defense Logistics Agency Comments on Exclusive Distributor Model. The
Director, Acquisition Management commented that buying directly from
manufacturers will not necessarily eliminate the possibility of overpricing though
it would eliminate the markup charged by the distributor. Further, DLA has little
or no leverage to eliminate the use of an exclusive distributor if single-source
manufacturers require DLA to procure items from them. Finally, DLA
concurred with the report conclusion fhat distributors can oceasionally be useful
when they stock items and can provide quicker availability and delivery even at a
higher price. However, Dutch Valley Supply, as shown by the report, does not
provide value.

Audit Response. We agree that DLA was forced to procure items from
exclusive distributors by single-source manufacturers. We recommend in this
report that DoD 1dentify and address contractors that require this practice. It is
necessary fo collect information to grasp the context of its use and determine the
best approach for resolution. We agree that if distributors are able to provide
reasonable pricing and can help significantly reduce DoD inventory levels and
lead times, the model could be viable and provide value to DoD.

Army Comments on Solenoid Valve. The Chief of Staff, Aviation and Missile
Life Cycle Management Command conunented that the Ay takes exception to
the DoD IG using information that was not available to the Army at the time of

negofiations and labeling it excessive profit in Appendix D. Further, the chief of
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staff commented that using information that was not available is not an
appropriate method to determine whether the appropriate steps in cost analysis
were perfornied and the natural give and take of the market in fixed-price
arrangements needs to be considered. The Army requested that the totals be
adjusted for the information that the contracting officer reviewed or the item in
question be removed from the DoD IG sample. Finally, the actions of the
contracting officer complied with regulations and sound business practices were
utilized.

Audit Response. We clearly documented in the report that the data we used in
our calculations were not available to the Army during its negotiation, and we
did not take exception to the small difference with the price negotiated from the
manufacturer. In fact, we discussed the solenoid valve to show the importance
of obtaining cost data and recognized that the Army saved $879,147 by obtaining
cost information. The report also documents that the large difference between
the Army contract price and our calculated price stems from the exclusion of
Dutch Valley Supply pass-through charges. However, the cost data we used
represent actual costs for the performance and delivery of the contract reviewed.
We believe that the use of this cost information is appropriate and correctly
reflects the amount of excessive price paid under the contract. We agree that the
business practice used by the Army confracting officer was appropriate and in
compliance with regulations.

Army Comments on Distributors. The Chief of Staff, Aviation and Missile
Life Cycle Management Command commented that contractors have the right to
do business with the Government or not and in this case the Army considered the
decision to use Dutch Valley Supply and its price under the circumstances
reasonable. Further, some part of the distributor’s effort relating to packaging
and marking, freight and shipping, and general and administrative costs for
oversight and logistics is necessary.

Audit Response. We agree that the Army was forced to buy the item from
Dutch Valley Supply by the single-source manufacturer. We recomimend in this
report that DoD identify and address contractors that require this practice to
defermine ifs impact on prices and whether DoD should take action. As shown
Ly the report, procuring items through Dutch Valley Supply has resulted in
paying excessive prices without receiving sufficient value to DoD. If the
distributor model could provide sufficient value by significantly reducing DoD
invenfory levels and lead times and provide reasonable prices, we agree that the
effort should be compensated. However, if the distributor model is not a viable
procurement alternative for DoD), we believe it is prudent for DoD to take action
to discontinue ifs use.
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Recommendations, Management Comments, and Audit
Response

A.1. We recommend that the Under Secretary of Defense for Acquisition,
Technology, and Logistics:

a. Develop and issue guidance into the acquisition regulations that
permits contracting officers to require consent to subcontract for fixed-price
contracts from prime contractors that exhibit significant risk of charging
excessive prices.

Management Comments. The Director, Defense Procurement and Acquisition

Policy concurred with the intent of the recommendation. However, the director

does not believe that a significant change to the regulations is warranted based on

the circumstances identified in the report. The director does believe that specific

guidance for pricing actions with exclusive distributors is warranted to address '
the issues raised in the report and referred to his response to Recommendation i
A.1l.d. for more information.

Audit Response. We consider the comments responsive.

b. Issue guidance that requires the Military Departments and Defense
agencies to track and periodically report information about problem
confractors that refuse to provide requested information necessary to
determine price reasonableness and (ake appropriate action to address
pricing issues related to specific contractors.

Management Comments. The Director, Defense Procurement and Acquisition
Policy concurred with the recommendation. The director comimented that a
policy memorandum would be issued requiring the Military Departments and
Defense agencies to report any companies that refuse to provide cost or pricing
data.

Audit Response. We consider the cominents responsive. A policy memorandum
addressing this recommendation was issued on November 7, 2007.

¢. Review the Defense Logistics Agency’s dealer competition policies
and determine whether the policies meet the Federal Acquisifion Regulation
15.403-1 definifion of adequate competition.

Management Comments. The Director, Defense Procurement and Acquisition
Policy concurred with the recommendation. The director commented that the
DLA policy does not conflict with the FAR and believes the report findings
represent implementation problems and poor use of judgment. The director
cominented that a memorandum would be issued to the senior procurement
executive at DLA by December 14, 2007, that would request an action plan
detailing how DLA will ensure proper application of FAR 15.403-1(c)(1). The
memorandum would require contracting officers to obtain cost data and perform
cost analysis when comparable commercial sales, adequate competition, or a prior
cost analysis is unavailable and no other valid technique can be used. Further, the
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memorandum would also point out the risks identified in the report when dealers
are not stocking parts, rather proposing prices based on quotes from a single-
source manufacturer.

Audit Response. We consider the comments responsive. On October 23,2007, a
memorandum was issued to DLA requesting an action plan. On January 7, 2008,
DLA responded that its practices for determining price reasonableness in these
situations need improvement so training in appropriate techmques will be
provided to underscore existing regulatory guidance and instructions. DLA will
also continue to review subsequent awards in other supply chains to determine the
extent of the problem.

d. Identify and address contractors that require DoD contracting
officers to procure noncompetitive items through an exclusive distributor.

Management Comments, The Director, Defense Procurement and Acquisition
Policy concurred with the recommendation. The director commented that a
memorandum would be issued to Military Departments and Defense agencies by
December 14, 2007, to reiterate the requirements in FAR 15.4 and Procedures,
Guidance, and Information section 215.4 and to relate the guidance to exclusive
distributors. Specifically, the memorandum would require all contracting officers
to obtain needed cost data, to perform a cost analysis of all costs and markup by
the actual manufacturer, and to review the cost proposal analysis performed by
the exclusive distributor of its price from the single-source manufacturer.
Further, when companies refuse to provide the required data and an award has to
be made without cost analysis, it will be reported to Defense Procurement and
Acquisition Policy.

Audit Response. We consider the comments responsive. A policy memorandum
addressing this recommendation was issued on November 7, 2007.

A.2. We recommend that the Commanders, Army Aviation and Missile Life
Cycle Management Command and Navy Inventory Control Point,
Philadelphia; and the Director, Defense Logistics Agency instruct
contracting officers to:

a. Ensure prime confractors, like Dutch Valley Supply, conduct
appropriate cost or price analyses to establish the reasonableness of
proposed subcontract prices and include the results of these analyses in the
price proposal as required by Federal Acquisition Regulation 15.404-3,
“Subcontract Pricing Considerations.”

Defense Logistics Agency Comments. The Director, Acquisition Management
concurred with the intent of the recommendation. The director commented that
DLA’s Component Acquisition Executive would issue a memorandum addressing
the need for all acquisition managers to assure compliance with policies for
detenmining price reasonableness, including pass-through costs from
subcontractors or other suppliers. The memorandum will also address the
subinission of contractor and subcontractor cost or pricing data when these
amounts exceed the cost or pricing threshold. This action i1s ongoing, with an
estimated completion date of April 30, 2008.
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Audit Response. We consider the comments responsive.

Navy Comments. The Deputy Director of Contracts, NAVICP-P concured with
the recommendation. The deputy director comunented that NAVICP-P will
ensure prime contractors conduct appropriate cost or price analyses to establish
the reasonableness of proposed subcontractor prices and include the results of
these analyses in the price to the Government. In addition, NAVICP-P, with
DCAA, has and continues to provide extended cost and pricing training to its
workforce.

Audit Response. We consider the comments responsive.

Army Comments. The Chief of Staff, Aviation and Missile Life Cycle
Management Conunand nonconcurred with all of the recommendations. Further,
the chief of staff comunented that the Army contracting officers took appropriate
steps and no further instruction is required.

Audit Response. The Army contract files did not contain any evidence of cost or
price analysis of subcontract prices perforimed by Dutch Valley Supply in its price
proposal as required by the FAR. The Anmy comments did not meet the intent of
the recommendation. Therefore, the Army needs to provide additional comments
to the final report that address the specific recommendation.

b. Determine the adequacy of the cost or price analyses performed by
the prime confractor.

Defense Logistics Agency Comments. The Director, Acquisition Management
concurred with the recommendation. The director commented that DLA is taking
steps to raise contracting offices’ awareness in determining the adequacy of cost
and pricing data, and to formulate and implement corrective actions as
appropriate. As a corrective action, the director planned to formally transmit the
November 7, 2007, Defense Procurement and Acquisition Policy memorandwun
addressing this 1ssue with mterim implementing guidance in a DLA-wide
procurement letter, by March 31, 2008. DLA will also conduct a sampling review
of recent buys to determine whether the interim efforts have corrected the issue,
This action is ongoing, with an estimated completion date of December 31, 2008.

Audit Response. We consider the comments responsive.

Navy Comments. The Deputy Director of Contracts, NAVICP-P concurred with
the reconunendation. The deputy director comunented that NAVICP-P will
continue to review and determine the adequacy of the cost or price analyses
performed by prime contractors.

Audit Response. We consider the comments responsive.

Army Comments. The Chief of Staff, Aviation and Missile Life Cycle
Management Command nonconcurred with all of the recommendations. Further,
the chief of staff commented that the Aimy contracting officers took appropriate
steps Ly thoroughly reviewing and analyzing cost and price information, and no
further instruction was required.
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Audit Response. The Ay contract files did not contain any evidence of cost or

price analysis of subcontract prices performed by Dutch Valley Supply in its price
proposal as required by the FAR. The Army comunents did not meet the intent of
the recommendation. Therefore, the Army needs to provide additional comments

to the final report that address the specific recornmendation.

¢. Review and determine the reasonableness of subcontractor prices
to include obtaining cost data when necessary before awarding future
contracts, if the prime contractor did not perform adequate cost or price
analyses.

Defense Logistics Agency Comments. The Director, Acquisition Manageient
concurred with the reconunendation. The director conunented that contracting
officers do request cost data, and when provided, review and determine price
reasonableness of subcontractor cost, but in most cases the data were not provided
or were inadequate and were elevated to higher level management, who sought
access to cost data. The director commmented that substantial improvements are
needed and after reporting when contractors refuse to provide cost data to
Defense Procurement and Acquisition Policy, DLA will review the process results
to determine if the changes have been effective and whether further emphasis is
needed. This action is ongoing, with an estimated completion date of

December 31, 2008.

Audit Response. We consider the comments responsive.

Navy Comments, The Deputy Director of Contracts, NAVICP-P concurred with
the recommendation. The deputy director commented that NAVICP-P will
review and determine the reasonableness of subcontractor prices to include
obtaining cost data when necessary before awarding contracts if the prime
contractor did not perform adequate cost or price analyses.

Audit Response. We consider the conunents responsive.

Army Comments, The Chief of Staff, Aviation and Missile Life Cycle
Management Command nonconcwired with all of the recommendations. The
chiuef of staff comunented that the report showed that steps taken by the Army
Contracting Office during the review were appropriate. Spectfically, the Anny
coordinated with DCAA, reviewed subcontractor data, and negotiated a reduction
in price based on the recommendations.

Audit Response. With the exception of the solenoid valve, we do not see any
evidence in Army contract files that document the Army’s review of
subcontractor cost data. The Army comments did not meet the intent of the
recommendation. Therefore, the Army needs to provide additional comments to
the final report that address the specific recommendation.

d. Perform cost analysis in a noncompetitive environment to
determine price reasonableness when price analysis does not provide
sufficient information and a reliable baseline price has not been established.
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Defense Logistics Agency Comments. The Director, Acquisition Management
concirred with the recommendation. The director commented that when
adequate cost data could not be secured, contracting officers have used price
analysis in some cases as a last resort to reach a conclusion regarding price
reasonableness. The director also commented that the inabilify to obtain cost data
has been elevated to higher level management, who continued to seek access to
cost data. The Defense Procurement and Acquisition Policy memoranduin, dated
November 7, 2007, requires a report when the head of the contracting agency
grants a waiver to allow an award to a distributor that refuses to provide cost data
when the cost or pricing data threshold does not apply. Further, DLA will
encourage the chiefs of contracting offices to seek cost data and work with
suppliers to help secure necessary access. This action is ongoing, with an
estimated completion date of December 31, 2008.

Audit Response. We consider the comments responsive. However, as
documented in the report, the price analysis of previous Government prices is not
an effective method to determine price reasonableness for single-source parts and
should not be used to justify unreasonable prices.

Navy Comments. The Deputy Director of Contracts, NAVICP-P concurred with
the recommendation. The deputy director commented that NAVICP-P will
perform cost analysis in a noncompetitive environment to determine price
reasonableness when price analysis does not provide sufficient information and a
reliable baseline price has not been established.

Audit Response. We consider the comiments responsive.

Army Comments. The Chief of Staff, Aviation and Missile Life Cycle
Management Command nonconcurred with all of the recommendations. The
chief of staff commented that appropriate rules were followed by the Ay,
including a cost analysis performed April 26, 2005, as required by FAR Part 15.

Audit Response. The Army comments failed to meet the infent of the
recommendation. Therefore, the Army needs to provide additional comments to
the final report that address the specific recommendation.

e. Take action to discontinue using exclusive distributors unless they
can develop a business model that provides sufficient added value to include
increased competition, obtaining cost data to effectively negotiate prices, and
reduced lead times and inventory.

Defense Logistics Agency Comments. The Director, Acquisition Management
concwired with the intent of the recommendation. The director conunented that
DLA is obliged to buy from the exclusive distributors that represent
manufacturers of single-source items. The director also commented that DLA has
been successful in reverse engineering some items and negotiating with one
manufacturer to change its practice of not dealing directly with the Government.
DLA has a long-term business strategy of maximizing efforts to build Strategic
Supplier Alliances, Supply Chain Alliances, Prime Vendor, and other long-term
contracts. DLA plans to continue to use these approaches and vendor fairs to
emphasize the benefit of cooperative arrangements, and to tactfully seek to
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discourage companies from entering into exclusive distributorships. However,
DLA cannot prevent a manufacturer’s use of an exclusive distributor. This action
is considered complete for reporting purposes.

Audit Response. We consider the comments responsive.

Navy Comments. The Deputy Director of Contracts, NAVICP-P concurred with
the recommendation. The deputy director commented NAVICP-P will review the

exclusive distributor on an order-by-order basis to determine if the distributor
provides value to NAVICP-P.

Audit Response. We consider the comments responsive.
Army Comments. The Chief of Staff, Aviation and Missile Life Cycle

Management Command nonconcuired with all of the recommendations. The
chief of staff commented that the Army cannot dictfate that businesses cannot

utilize distributors if they determine this business model is needed to support their

products. Specifically, the Commanding General, Aviation and Missile Life
Cycle Management Command has challenged the utilization of Dutch Valley by
distributors for items where they were not providing the ifem in a timely manner
or within a reasonable price. The chief of staff conumnented that the commanding
general was proactive in challenging the prime contractor to provide direct
support on the items. However, it is the Army’s intent to continue to challenge
the use of distributors on an individual basis when the sifuation warrants.

Audit Response, Even thougl the Ay nonconcuired with the
recommendation, we consider the comments and actions to be responsive in
addressing this problem.

A.3. We recommend that the Director, Defense Logistics Agency:

a. Request the Defense Contract Management Agency to immediately
begin a review of Dutch Valley Supply’s purchasing system.

Management Comments. The Director, Acquisition Management concurred
with the recommendation. The director commented that, by January 2008, the
Defense Contract Management Agency would contact Dutch Valley Supply for
access to conunence a review of its purchasing system. This action is ongoing,
with an estimated completion of June 30, 2008.

Audit Response. We consider the comments responsive.

b. Instruct the Commanders of the Defense Supply Centers to
discontinue granting inappropriate waivers firom cost or pricing data based
primarily on price analysis.

Management Comments. The Director, Acquisition Management concurred
with the recommendation. The director commented that a number of initiatives
have been commenced to ensure changes to policy are understood, including the
issuance of two procurement letters (on July 19, 2007, and November 7, 2007)
aud supply chain training. The director also commented that DLA continues to
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attewpt to secure cost or pricing data to avoid the use of exceptional case waivers.
However, in situations where cost data cannot be obtained, confracting officers
will elevate to higher level management these efforts to obtain cost data or fully
comply with Public Law 107-314 and additional guidance promulgated by
Defense Procurement and Acquisition Policy and DLA. This action is complete.

Audit Response. We consider the comunents responsive.

c. Continue initiating reverse engincering efforts for items that have
unreasonable pricing from single-source offerors.

Management Comments. The Director, Acquisition Management conciured
with the recomumendation. The director commented that they have been
successful in some reverse engineering efforts. However, due to short time
frames, limited funding, and, in some cases, a lack of economic incentive for
alternative manufacturers, DLA planned to continue using correspondence,
training, and a recognition of individual and group accomplishments to increase
awareness about the importance of reducing or elinunating egregious overpricing
by single-source distributors that add no value. This action is considered
complete for reporting purposes.

Audit Response. We consider the comments responsive.

d. Discontinue coding an analysis of dealer costs as cost analysis
unless a cost analysis of manufacturing costs has also been performed.

Management Comments, The Director, Acquisition Management concurred I
with the recommendation. The director commented that they are researching how

dealer cost analysis was coded as cost analysis and what corrective actions are ‘
needed. DLA will provide the information gathered and the basis of its

conclusion to the DoD IG. This action is ongoing, with an estimated completion |
date of April 30, 2008. ;

Audit Response. We consider the cominents responsive.

e. Discontinue using dealer competifion to defermine price
reasonableness in a noncompetitive environment.

Management Comments. The Director, Acquisition Management partially |
concurred with the recommendation. The director commented that the FAR and
the Defense Logistics Acquisition Directive (DLAD) allow dealer competition to
be used as the basis for price reasonableness determinations if “independence”
can be established between dealers and manufacturers. DLA also updated the
DLAD in Procurement Letter 07-08, dated June 28, 2007, which stated that the
existence of competition is not sufficient to validate the reasonableness of an
offeror’s price proposal. The letter also gave two DLAD provisions that require
contracting officers fo verify the objective price reasonableness of all offers and
provided guidance on determining when competitors can be considered
mdependent. This action is considered complete.

Audit Response. We consider the comunents responsive.
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f. Emphasize to contracting officers the importance of making price
reasonableness determinations, properly documenting the contract file, and
ensuring cost or pricing data is requested as required by Federal Acquisition
Regulation 15.403-4, “Requiring Cost or Pricing Data.”

Management Comments. The Director, Acquisition Management concurred
with the intent of the recommendation. The director comuented that these issues
are covered adequately in various Federal, DoD, and agency guidance, and local
training, and will be addressed during planned procurement seminars. This action
1s considered complete.

Aundit Response. We consider the comments responsive.
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B. Cost or Pricing Data Threshold

DLA contracting officers failed to correctly calculate the threshold for
requiring cost or pricing data as required by FAR 15.403-4. The threshold
was not correctly calculated because DLA guidance permitted contracting
officers to consider only the value of the basic contract and exercised
options at the time of award versus the “final anticipated dollar value of
the action, including the dollar value of all options” as the FAR requires.
As aresult, DLA failed to require cost or pricing data for eight items
procured on three contracts valued at about $3.5 million.

Cost or Pricing Data Guidance

Legislative Guidance. The Truth in Negotiations Act of 1962 allows DoD to
obtain cost or pricing data (certified cost information) from Defense contractors
to ensure the integrity of DoD) spending for military goods and services that are
not subject to marketplace pricing.

Regulatory Guidance. The FAR prescribes policy fo ensure that contracting
officers meet the intent of the Truth in Negotiations Act requirement for
submission of cost or pricing data. Specifically, FAR 15.403-4(a)(1) requires
contracting officers to obtain cost or pricing data when a pricing action exceeds
$550,000 (now $650,000).

Determining the Threshold for Cost or Pricing Data

DLA contracting officers failed to correctly calculate the threshold for requiring
cost or pricing data as required by FAR 15.403-4. DLLA gwdance allowed
confracting officers to inaccurately measure the cost or pricing data thweshold by
only considering the basic contract and options exercised at the time of award.
Specifically, the Defense Logistics Acquisition Directive (DLAD) 15.403-4,
“Requiring Cost or Pricing Data,” stated:

(i) Pricing a contract award (other than an undefifized contract
action).

(90) In determining whether an award meets the $550,000
Tiuth in Negotiations Act (TINA) threshold for requiring cost or
pricing data, consider the basic contract quantity (or estimated value
of an IDC base period), plus the value of either & quanfity option or
the estinated value of a period option that will be exercised at the
time of award. [emphasis added]

The DLA cost and pricing analyst stated that the DLAD guidance was intended to
prevent DLA contracting officers from dividing quantity requirements in order to
avoid the requirement for obtaining cost or pricing data. Further, the analyst
believed that requesting cost or pricing data for quantity option contracts and
mdefinite-quantity, indefinite-delivery confracts was unnecessary because there
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was no guarantee that the purchases would be made and the cost or pricing
threshold would be breached.

The FAR defines the contract dollar threshold as the final anticipated dollar value
of the contract action to include the basic contract and all priced options.
Specifically, FAR 1.108(c), “Dollar thresholds,” states:

Unless otherwise specified, a specific dollar threshold for the purpose
of applicability is the final anticipated dollar value of the action,
including the dollar value of all options. If the action establishes a
naximum quanfity of supplies or services fo be acquired or establishes
a ceiling price or establishes the final price to be based on future
events, the final anticipated dollar value must be the highest final
priced alternative to the Government, including the dollax value of
all options. [emphasis added]

Clearly, the DLAD guidance for calculating the cost or pricing threshold is
contrary to the FAR because it only requires the consideration of the basic
contract value and the value of options exercised at the time of contract award and
not the value of all priced options.

Calculation of Threshold

DLA contracting officers failed to require cost or pricing data for two items
purchased on two quantity option contracts and six items on an indefinite-quantity
contract awarded to Dutch Valley Supply because the confracting officers’
calculations of the cost or pricing dafa threshold did not include the value of all
options. Table 12 shows that, through July 27, 2007, DLA purchased $3.5
million on the three contracts.

Table 12. DLA Purchases Through July 27, 2007

Basic Term Option(s) Overall
NSN Oty Unit Price  Total Price Qty UnitPrice* Tolal Price Total
Quantity Option
Contracts
1. SP0475-04-C-1269  1650-01-222-3407 236 $1,897.27 $447,756 113 $1,897.27 $214,392 $662,147
2. SP0480-03-C-2134  2915-01-440-6815 168 $2,319.36 $389,652 168  $2,319.36 $389,652 $779,305
Indefinite-Quantity
Contract
3.SP0740-04-D-7875 4730-01-033-4396 - $ 291.00 - 191 $ 40758 $ 77,847 $ 77,847
4810-00-492-8102 31 4,481.00 § 138911 29 4,658.40 135,094 274,005
4810-01-096-1055 - 3,370.00 - 152 3,605.69 548,064 548,064
4810-01-194-9613 6 3,581.00 21,486 17 3,802.20 64,637 86,123
4820-00-592-9949 109 593.00 64,637 218 629.11 137,146 201,783
4820-01-123-7658 119 2,037.00 242,403 308 2,102.51 647.572 889.975
Subtotal S 467,437 $1,610,360 $2,077,797
Total (8 Items) $1,304,84S5 $2,214,404 $3,519,249

*For the indefinife quantity contract, we calculated a weighted average unit price based on the quantity purchased during both option years.
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Quantity Option Contracts. DLA confracting officers divided requirements
between the base and option year by waiting to exercise the option only a few
days after awarding the basic confract, a practice that the DLAD was specifically
intended to prevent,

For example, on April 7, 2003, DSCR awarded contract SP0480-03-C-2134 for
the purchase of 168 valve assembly overhaul part kits (NSN 2915-01-440-6815)
at a base year unit price of $2,319.36, totaling $389,652. The contract had a

100 percent quantity option, which resulted in a final anticipated contract value of
$779,305. The contracting officer then exercised the 100 percent quantity option,
on April 9, 2003, which was 2 days after the contract award.

In another example, on March 25, 2004, DSCR awarded contract SP0475-04-C-
1269 for the purchase of 236 housing spools (NSN 1650-01-222-3407) at a base
year unit price of $1,897.27, totaling $447,756. The contract also had a

100 percent quantity option, which resulted in a final anticipated contract value of
$895,512. Six days after the contract award, on March 31, 2004, the contracting
officer exercised part of the option for 113 units, resulting in a total contract value
of $662,147, which still exceeded the threshold for the submission of cost or
pricing data.

We calculate based on annual demand that DL A paid $ erceit)
more than fair and reasonable prices for the two items taining sufficient
data. See Appendix D for the individual part comparisons.

Clearly, the contracting officers’ actions were to divide requirements between the
basic contract and options in order to circumvent the DLAD guidance. We find it
troubling that contracting officers appeared fo take deliberate actions to
circumvent guidance, which resulted in paying more than fair and reasonable
prices at a time when valuable procurement dollars are urgently needed to support
the warfighter.

Indefinite-Quantity Contract. A contracting officer also failed to require cost
or pricing data for an indefinite-quantity contract. For example, on March 31,
2004, DSCC awarded contract SP0740-04-D-7875 for the purchase of nine itemns
at an estimated base year amount of $523,427, with 2 option years, totaling a final
anticipated contract value of about $1.6 million. The contracting officer
evaluated option year prices, stating in the price negotiation memorandum that the
option year prices were evaluated and determined to be reasonable, with an
annual mcrease of 3 percent. Based on our review of the procurement history
through July 27, 2007, total purchases on the confract exceeded the initial
estunate, totaling about $2.1 mullion.

Only four of the nine items (NSNs 4810-00-492-8102, solenoid valve; 4810-01-

096-1055, solenoid valve; 4820-00-592-9949, check valve; and 4820-01-123-

7658, calibrated flow valve) on contract were in mw scope. We calculate
ee A

based on annual demand that DLA paid H percent) more than fair
and reasonable prices for the four items reviewed. ppendix D for the
individual part comparisons.
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Summary. The DLAD policy for determining the cost or pricing data threshold
needs to be modified to ensure that future calculations of the threshold are
consistent with the FAR. As shown in Finding A, contracting officers need to
perform cost analysis when if is necessary to adequately determine price
reasonableness and effectively negotiate fair and reasonable prices.

The Under Secretary of Defense for Acquisition, Technology, and Logistics needs
to review and determine whether the DILLA policy for determining the cost or
pricing data threshold is consistent with the FAR. The Director, DLA needs to
modify the DLAD to ensure that the threshold for obtaining cost or pricing data 1s
calculated based on the “final anticipated dollar value of the action, including the
dollar value of all options.”

Management Comments on the Finding and Audit Response

Defense Logistics Agency Comments. The Director, Acquisition Management
concurred with the finding. The director commented that the DLAD guidance
was issued 18 years ago, but now has been updated to reflect the FAR “dollar
threshold” convention developed substantially later.

Audit Response. We consider the comments responsive.

Recommendations, Management Comments, and Audit
Response

B.1. We recommend that the Under Secretary of Defense [or Acquisition,
Technology, and Logistics review and determine whether the Defense
Logistics Agency’s policy for determining the cost or pricing data threshold
is consistent with the Federal Acquisition Regulation.

Management Comments. The Director, Defense Procurement and Acquisition
Policy does not believe that DLA’s policy is consistent with the FAR. The
director commented that the issue was coordinated with DLA and DLA is
revising ifs policy to conform to the FAR.

Audit Response. We consider the comments responsive.

B.2. We recommend that the Director, Defense Logistics Agency modify the
Defense Logistics Acquisition Directive to ensure that the threshold for
obtaining cost or pricing data is calculated based on the final anticipated
dollar value of the action, inclusive of the dollar value of all options.

Management Comments. The Director, Acquisition Management partially
concwred with the recommendation. The director updated guidance on how DLA
calculates the dollar value of a contract action for the application of the cost or
pricing threshold. The updated guidance was communicated in Procurement
Letter 07-28, dated November 7, 2007, and now requires the calculation to
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include the dollar value of all priced options. DLA calculations cannot and do not
attempt to quantify or consider the value for any unpriced or undefinitized
options.

Audit Response. We consider the comments responsive.
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Appendix A. Scope and Methodology

We conducted this performance audit from March 2006 through July 2007 in
accordance with generally accepted Government auditing standards. Those
standards require that we plan and perform the audit to obtain sufficient,
appropriate evidence to provide a reasonable basis for our findings and
conclusions based on our audit objectives. We believe that the evidence obtained
provides a reasonable basis for our findings and conclusions based on our audit
objective.

Overall. We visited and contacted individuals at DL A, NAVICP-P, the Army

Aviation and Missile Life Cycle Management Command, Dutch Valley Suppl

_. During sife visits to the Defense Supply Center,
Philadelphia, Pennsylvania (DSCP); DSCR; DSCC; the Army Aviation and
Missile Life Cycle Management Command; and NAVICP-P, we interviewed
buyers and contracting officers and reviewed contract documentation relating to
acquisifions and buying experiences with Dutch Valley Supply, We also
reviewed contract documentation to evaluate how contract prices were
determined to be fair and reasonable. Specifically, we reviewed price negotiation
memorandums, simplified acquisition pricing memorandums, quotations received,
evaluation of offers, negotiations, and justifications for awarding the contract.
We also determined whether buyers and contracting officers followed applicable
rules and regulations in awarding and negotiating contracts. In addition, we

contacted 13 dealers to determine their process for bidding on Government
solicitations. We reviewed cost information provided byh
I ©o; 3] items identified in this audit. We also reviewed cost

information that had been obtained in a previous audit for two items. We
reviewed recent legislation and relevant guidance related to the audit scope. We
reviewed contract documentation related to long-term contract
including the contract solicitation, award, price negotiation
memorandun, several price analyse

iver of cost or pricing data, and
correspondence between DSCC and

Contract Selection Process. We used the DD350 database to identify FY 2004
and FY 2005 contract actions by Dutch Valley Supply. We identified
971 contract actions totaling $37.6 million at 24 contracting offices.

As shown in the DD350 database, DSCR, DSCC, DSCP, the Army Aviation and
Missile Life Cycle Management Command, and NAVICP-P were the top five
contracting offices, representing 93.2 percent of tofal confract actions with Dutch
Valley Supply. We used Haystacks Online for Windows, the DLA Procurement
Gateway, and DLA Internet Bid Board System to identify the NSNs and obtained
demand and pricing information from the Defense Operations Research and
Resource Analysis Office for the DLA items. We identified 585 unique DLA
items with a total annual demand of $15.0 mullion. Further, we identified

47 items with a total annual demand of about $4.7 million with purchases in

FY 2003 or later from Haystacks Online for Windows that were not included in
the DD350 data. Combined, we identified 632 unique DLA items with annual
demand of $19.6 million. We then selected items with an annual demand of

47

FOR-OFHICIAT-USE-ONEY-
b(4)



$50,000 or greater and identified 107 items under this criferion with an annual
demand of about $13.7 million. For the 107 items, we selected 121 contracts
valued at $25.7 million. Three DSCC contracts we requested could not be located
and were removed from our scope. We added 10 additional contracts (9 at DSCR,
1 at DSCC) during our field work. Consequently, we reviewed 128 DLA
contfracts valued at $26.8 million for 112 items (IDSCR, 61 contracts valued at
$13.5 million; DSCC, 56 contracts valued at $11.8 million; and DSCP,

11 contracts valued at $1.5 million).

We reviewed Haystacks Online for Windows Procurement History to identify the
NSNs and manufacturers for the Army Aviation and Missile Life Cycle
Management Command and NAVICP-P DD3 50 contract actions. We selected
32 Army Aviation and Missile Life Cycle Management Command contracts
valued at $6.0 million that had contract value of at least $25,000. However, one
contract we requested could not be located. Therefore, we reviewed 31 Army
Aviation and Missile Life Cycle Management Command contracts for 25 items
valued at $6.0 million. We also selected 16 NAVICP-P contracts valued at

$1.4 million based on high confract value or because the manufacturer was one of
Dutch Valley Supply’s top six manufacturers. One NAVICP-P contract we
requested could not be located. Therefore, we reviewed 15 NAVICP-P confracts
for 13 items valued at $1.3 million.

Overall, for DLA, the Armmy Aviation and Missile Life Cycle Management
Command, and NAVICP-P for the combined 150 items, we reviewed
174 contracts valued at about $34.0 million, shown in Table A-1.

Table A-1. Contracts Reviewed by the OIG
Buying Agency Contracts Iteins Contract Value'
DSCR 61 48 $13,459,781
DScCC 56 53 11,791,663
DSCP 11 11 1,517,940
DLA Subtotal 128 112 $26,769,384
AMCOM’ 31 25 $5,969,387
NAVICP-P 15 13 1,256,256
Total 174 150 $33,995,027
! Contract value represents the contract quantity multiplied by the contract
unif price,
2Army Aviation and Missile Life Cycle Management Comunand.

Cost Data Selection. We focused our review of cost data to noncompetitive parts
so competitive items were eliminated from our scope. We reviewed the six

manufacturers with the highest DL A annual demand of noncompetitive parts.
that collectively
had 73 DLA items with an annual demand of $9.2 million. To this we added
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6 additional items {rom the Army Aviation and Missile Life Cycle Management
Command and NAVICP-P with an annual demand of about $1.3 million. Thus,
our total population consisted of 79 items that had an annual demand of

$10.5 million. From that population, we selected 43 items that had an annual
demand of $8 million (76.6 percent). We selected 37 DLA items based on highest
annual demand, contract amounts that exceeded the cost or pricing threshold, and
significant price increases. The remaining six items were selected based on the
highest dollar value contracts from the Army Aviation and Missile Life Cycle
Management Conunand and NAVICP-P.

We did not request cost information for the eight Hjtems selected
because, in February 2006, we issued 4 report that tound instances of excessive

prices. We used cost information obtained W contained
in the scoie of this ai1d1il We later dropped
about

because of the low number of parts that represented only
percent of the population. Overall, we reviewed cost data for 33 parts
that had an annual demand of $6.4 million (61.2 percent) of the population
(Table A-2).

Table A-2. Items Selected for Review and OIG Coverage
Selected Population OIG Reviewed
Annual Annual
Buving Agency  Items Demand' Items Demand' Percent
DSCR 34 $3,786,344 8 81,635,307 43.2
DSCC 35 4,952,185 19 3,531,655 71.3
DSCP 4 504,079 0 0 0.0
DLA Subtotal 73 $9,242,608 27  $5,166,962 55.9
AMCOM? 4 $992,050 4 $992,050 100.0
NAVICP-P 2 264,834 2 264,834 100.0
Total 79 $10,499,492 33 $6,423,846 61.2
'DLA annual demand was calculated by multiplying the average annual demand
quantity by the Mean Acquisition Unit Cost. AMCOM and NAVICP-P annual
demand was calculated by multiplying the average annual demand quantity by the
contract unit price.
2 Army Aviation and Missile Life Cycle Management Command.

Review of Cost Data. To the costs provided by each manufacturer, we added a
profit in line with DLA strategic supplier alliances to calculate a cost-based price.
Due to time constraints, we did not evaluate the selling, general, and
administrative expenses, corporate allocations, or the facilities capital cost of
money rates charged by the contractors. We applied these costs as proposed by
the contractors.

We used 2007 standard costs from M for seven items because

did not have actual cost information (six items) or the data was based
on an uneconomical quantity. To determine the manufacturing cost for these
seven 1tems, we de-escalated the 2007 cost standard to the year of contract award
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and applied the corresponding overhead and support rates. We also eliminated
unallowable costs, such as bad debts, contributions, and entertainment, from

Use of Computer-Processed Data. To perform the work, we relied on
computer-processed data from DoD, DLA, and commercial sources. We used
data from the DD350 database to identify contracts and contracting offices to
review during the audit. We obtained Standard Automated Material Management
System and Business System Modernization system data from the Defense
Operations Research and Resource Analysis Office to include demand data and
pricing information. We also obtained the procurement history for all itemns
reviewed from Haystacks Online for Windows, a commercial system. The
computer-processed data and procurement history data were determined reliable
based on a comparison with actual source documents. In addition, we have used
Haystacks Online for Windows for the past several audits and have not found any
material errors or discrepancies. We did not find ervors that would preclude the
use of the computer-processed data to meet the audit objectives or that would
change the conclustons reached in the report.

Government Accountability Office High-Risk Area. The Government
Accountability Office (GAO) has identified several high-risk areas in DoD. This
report provides coverage of the “Defense Contract Management,” “Defense
Supply Chain Management,” and “Defense Approach to Business
Transformation” high-risk areas.
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Appendix B. Prior Coverage

During the last 10 years, GAO and the DoD IG have issued 34 reports discussing
the reasonableness of commercial and noncommercial prices of weapon systems
and noncompetitive spare parts. Unresfricted GAO reports can be accessed over
the Internet at http://www.gao.gov. Unrestricted DoD IG reports can be accessed
at http://'www.dodig.mil/audit/reports. Dates in parentheses indicate redacted
versions.

GAO

GAO Report No. GAO-07-281, “Defense Inventory: Opportunities Exist to
Improve the Management of DOD’s Acquisition Lead Times for Spare Parts,”
March 2, 2007

GAO Report No. GAO-06-995, “DOD Contracting: Efforts Needed to Address
Air Force Commercial Acquisition Risk,” September 29, 2006

GAO Report No. GAO-05-169, “Confract Management: The Air Force Should
Improve How It Purchases AWACS Spare Parts,” February 15, 2005

GAO Report No. GAO-02-565, “Defense Acquisitions: Navy Needs Plan to
Address Rising Prices in Aviation Parts,” May 31, 2002

GAO Report No. GAQ-02-452, “Defense Inventory: Trends in Services’ Spare
Parts Purchased from the Defense Logistics Agency,” April 30, 2002

GAO Report No. GAO-02-505, “Defense Acquisitions: Status of Defense
Logistics Agency’s Efforts to Address Spare Part Price Increases,” April 8, 2002

GAO Report No. GAO-01-244, “Performance and Accountability Series: Major
Management Challenges and Program Risks, Departmient of Defense,” January 1,
2001

GAO Report No. GAO-01-23, “Defense Acquisitions: Prices of Navy Aviation
Spare Parts Have Increased,” November 6, 2000

GAO Report No. GAO-01-22 (OSD Case No. 2080), “Defense Acquisitions:
Price Trends for Defense Logistics Agency’s Weapon Systems Parts,”
November 3, 2000

GAO Report No. NSIAD-00-123, “Defense Acquisitions: Prices of Marine Corps
Spare Parts Have Increased,” July 31, 2000

GAO Report No. NSIAD-00-30 (OSD Case No. 1920), “Defense Inventory:
Opportunities Exist to Expand the Use of Defense Logistics Agency Best
Practices,” January 26, 2000
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GAO Report No. NSIAD-00-22 (OSD Case No. 1903), “Contract Management:
A Comparison of DoD and Commercial Airline Purchasing Practices,”
November 29, 1099

GAO Report No. NSIAD-99-90 (OSD Case No. 1808), “Contract Management:
DoD Pricing of Commercial Items Needs Continued Emphasis,” June 24, 1999

DoD IG

DoD IG Report No. D-2007-119, “Procurement of Propeller Blade Heaters for the
C-130 Aircraft,” August 27, 2007

DoD IG Report No. D-2006-122, “Commercial Contract for Noncompetitive
Spare Parts With Hamilton Sundstrand Corporation,” September 29, 2006

DoD IG Report No. D-2006-115, “Comnercial Confracting (or the Acquisition of
Defense Systems,” September 29, 2006

DoD IG Report No. D-2006-055, “Spare Parts Procurements From TransDigm,
Inc.,” February 23, 2006

DoD IG Report No, D-2004-102, “Contracting for and Performance of the C130-J
Aircraft,” July 23, 2004

DoD IG Report No. D-2004-064, “Acquisition of the Boeing KC-767A Tanker
Aircraft,” March 29, 2004

DoD IG Report No. D-2004-012, “Sole-Source Spare Parts Procured From an
Exclusive Distributor,” October 16, 2003

DoD IG Report No. D-2002-112, “Industrial Prime Vendor Program at the Air
Force Air Logistics Centers,” June 20, 2002

DoD IG Report No. D-2002-059, “Results of the Defense Logistics Agency
Strategic Supplier Alliance with Honeywell International, Incorporated,”
March 13,2002

DoD IG Report No. D-2001-171, “Industrial Prime Vendor Program at the Naval
Aviation Depot — Cherry Point,” August 6, 2001

DoD IG Report No. D-2001-129, “Contracting Officer Determinations of Price
Reasonableness When Cost or Pricing Data Were Not Obtained,” May 30, 2001

DoD IG Report No. D-2001-072, “Industrial Prime Vendor Program at the Naval
Aviation Depot — North Island,” March 5, 2001

DoD IG Report No. D-2001-001, “Contract Award for the Fluid Flow Restrictor
Spare Part,” October 3, 2000
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DoD IG Report No. D-2000-192, “Results of the Defense Logistics Agency
Strategic Supplier Alliance for Catalog Items,” September 26, 2000

DoD IG Report No. D-2000-099, “Procurement of the Propeller Blade Heaters for
the C-130 and P-3 Aircraft,” March 8, 2000 (June 12, 2000)

DoD IG Report No. D-2000-098, “Spare Parts and Logistics Support Procured on
a Virtual Prime Vendor Contract” March 8, 2000 (June 14, 2000)

DoD IG Report No. 99-218, “Sole-Source Noncommercial Spare Parts Orders on
a Basic Ordering Agreement,” July 27, 1999 (October 12, 1999)

DoD IG Report No. 99-217, “Sole-Source Commercial Spare Parts Procured on a
Requirements Type Contract,” July 21, 1999 (August 16, 1999)

DoD IG Report No. 99-026, “Commercial Spare Parts Purchased on a Corporate
Contract,” October 30, 1998 (January 13, 1999)

DoD IG Report No. 98-088, “Sole-Source Prices for Commercial Catalog and
Noncommercial Spare Parts,” March 11, 1998 (October 13, 1998)

DoD IG Report No. 98-064, “Commercial aud Noncommercial Sole-Source Items
Procured on Contract N000383-93-G-M111,” February 6, 1998 (June 24, 1998)
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Appendix C. Other Matters of Interest—Cost or
Pricing Data Waiver

- Long-Term Contract. The DSCC long-term contract with

further illustrates the ineffectiveness of price analysis without
establishing the validity and reasonableness of the prior price. The disfributor
agreement betm and Dutch Valley Supply began to wind down in
late 2006 and egan working on a long-term contract with DSCC.

On September 29, 2006, DSCC awarded indefinite-quantity contract —
Hith 252 parts that had an estimated base year contract value o
4 million to h The contracting officer determined prices fair and
reasonable based on price analysis of previous procurements.

For evaluation purposes, the historical price that most closely matched
the cwrent annual demand quantity while still being one of the most
recent awards was selected for historical comparison. Historical prices
that appeared out of the ordinary (spikes) were not selected as they may
have been based on an unreasonable price or an urgent situation which
would not be the normal procurement situation. Io reviewing the
historical data for the NSNs being cobnsidered for award, most
items showed a fairly consistent price increase over the years; and
for the most part, prior award prices were determined fair and
reasonable based on comparison to prior price(s) determined
reasonable via price analysis. [emphasis added]

On June 26, 2006, the Commander, DSCR" waived the submission of cost or
pricing data because the commander believed that using price analysis of previous
Govenunent procurements was sufficient and cost data were not necessary to
establish price reasonableness.

There
scope

Based on price
analysis, the contracting officer believed the offered prices were reasonable
because the prices were reduced 20.6 percent from the adjusted previous contract
price.

* The parts solicited on the _long-teml confract are mnanaged by the Aviation Detachunent at
DSCC, but operates under DSCR Command. Therefore, the Conunander, DSCR signed the waiver.
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Table C-1 shows the H long-term contract price and the previous
contract price (adjusted for inflation and significant quantity differences).

Table C-1. Contract Price Compared to Previous Price (Price Analysis)

Confract Contract Price Preyious Price fl ce
Total Unit Total Amount Percent

1anti
$ 48,573 $ 49,668 (8 1,096) (2.2)
176,026
32,932
61,173
174,959

252,022 (75,996)  (30.2)
54,427 (21,496)  (39.5)

78,627 (17,454)  (22.2)
187,142 (12,184) (6.5)
Total $493,662" $621,887° (S128,225)  (20.6)

* - . . . - . . . . .
Slight rounding inconsistencies exist because auditor calculations included decimal places.

However, perforining cost analysis, we determined that the long-term contract
prices negotiated for the five items included excessive profit of 84.7 percent or
$226,416 based on expected contract demand, as shown in table C-2.

Table C-2. Comparison of Contract Price to Cost-Based Price (Cost Analysis)

Contract Contract Price OIG Cost-Based Price Excessive Profit
NSN Quantity Unit Total Unit Total Amount  Percent
$ 48,573 $ 25,341  $ 23,232 91.7
176,026 84,573 91,453 108.1
32,932 15,071 17,861 118.5
61,173 31,060 30,113 97.0
174,959 111,202 63,757 57.3
Total $493,662° $267,247  $226,416 84.7

!The OIG cost-based prices were calculated by using cost analysis of actual manufacturing costs and included a
profit in line with DLA sfrategic supplier alliances.
’Slight rounding inconsistencies exist because auditor calculations included decimal places.

Clearly, price analysis was not effective in negotiating fair and reasonable prices
because the comparison prices were not a valid representation of actual costs.

DoD IG Report No. D-2006-055, “Spare Parts Procurements From TransDigm,
Inc.,” February 23, 2006, identified that DSCC paid .percent more than fair and
reasonable prices because of a similar inappropriate waiver based solely on price
analysis. Granting a waiver of cost or pricing data based on price analysis,
especially for noncompetitive itetns, increases the risk that DoD will not
accurately establish a fair and reasonable price and will pay excessive prices.

Congress has expressed concern to DoD over inappropriate or questionable
watvers being granted. Section 817 of Public Law 107-314, “Bob Stump
National Defense Authorization Act for Fiscal Year 2003,” states that the
Secretary of Defense must issue guidance on the circumstances where it was
applopuate to issue an exceptional case exception or waiver of certified cost or
pricing data and cost accounting standards. The legislation also outlines the
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parameters for an exceptional case waiver. Specifically, Section 817(b) of the
Act stated:

(b) DETERMINATION REQUIRED FOR EXCEPTIONAL CASE
EXCEPTION OR WAIVER - The guidance shall, at a minimum,
include a limitation that a grant of an exceptional case exception or
waiver is appropriate with respect to a contract, subcontract, or (in the
case of submission of certified cost and pricing data) modification only
upon a defermination that —

(1) the property or services cannot reasonably be obtained
under the contract, subcontract, or modification, as the case may be,
without the grant of the exception or waiver;

(2) the price can be detennined to be fair and reasonable
without the submission of cerstified cost or pricing data or the
application of cost accounting standards, as the case may be; and

(3) there are demonstrated benefits to granting the exception
or walver.

On June 29, 2007, the Director, Defense Procurement and Acquisition Policy
1ssued a memorandum to the Deputy Director for Logistics Operations, DLA to
express concer that DLA confinues to issue exceptional case waivers that do not
meet the requirements of Section 817 of Public Law 107-314 and to obtain an
action plan to correct DLA’s misuse of waiver authority.

DLA needs to discontinue granting inappropriate waivers from cost or pricing
data based primarily on price analysis.
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Appendix D. Contract and OIG Cost-Based Manufacturer Prices

OIG Cost-Based
Buying Contract Price Manuf'acturcr Price* Excessive Profit
Activity!  ADQ? Unit Total Total Amount Percent

DSCR 58 3,339. § 193,700
DSCR 98 1 ,897.27 185,932
DSCR 88 3,233.78 284,573
DSCR 46 2,258.95 103,912
DSCC 348 411.99 143,373
DsCC 70 2,753.35 192,735
DSCR 115 2,319.36 266,726

“ DSCC 36 2,723.93 98,061
DSCC 66 1,83%.10 121,381
DSCC 56 3,245.60 181,754
DSCC 38 5.288.25 200,954
DSCC 120 1,260.24 151,229
DSCC 44 2,968.00 130.592
DSCC 18 7,298.00 131,364
DScC 51 4,129.35 210,597
DSCC 127 1,563.28 198,537
DSCR 181 1,099.73 199.051 ]

DLA Subtotal (17 items) §2,994,469 $1,664,734 51,329,735
AMCCM 101 $1,888.20 $190,708
AMCOM 103 2,052.91 211,450
AMCOM 63 2,189.76 137,955
$540,113 S462 849 §77,263

Note: See the footnotes at the end of the appendix.
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Appendix D. Contract and OIG Cost-Based Manufacturer Prices (cont’d)

Buying
NSN Activity'  ADQ?
NAVICP-P 4
NAVICP-P 136
NAVICP-P Subtotal (2)
B s -0l (22)
DSCC 13
LA
oo DSCC 75
DSCC 63
DSCC 120
DSCC 87
DL A Subtotal (5)
B oo s
AMCOM Subtotal (1)
PerkinElmer Subtotal (6)
(DLA)
DSCC 5,469
DSCC 1,508
DSCC 1,396
btotal (3)

Note: See the footnotes at the end of the appendix.

Contract Price

Unit Total
$ 35,424
229410
$264,834
$3,799,416
$4.481.00 $ 58253
3,370.00 252,750
2,189.23 137,921
593.00 71,160
2,005.00 174,435
$694,519
$2.008.61° $451.937
$451,937
$1,146,457
$ 51.13 $ 279,630
109.27 164,779
460.98 643,528
$1,087,937

0OIG Cost-Based
Manufacturer Price’ Excessive Profit
Unit Total Amount Percent
$221,107 $43,727 19.8
$2,348.691 S1,450,725 61.8

3290,29% S404,221
W S

$626,530 $519,927 83.0

. 711,581

$376,356
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Appendix D. Contract and OIG Cost-Based Manufacturer Prices (cont’d)

OIG Cost-Based
Buying Contract Price Manufacturer Price’ Excessive Profit
NSN Activity!  ADQ? Unit Total Unit Total Amount Percent
(DLA)
DSCR $28 $464.96 $384,987 -

DSCR 499 977.37 487,708 - -

Subtotal (2) $872,695 $260,215 $612,480 235.4

Total (33) 26,906,504 $£3,947.016 $2,959,488 75.0

"The buying activity that awarded the contract we reviewed (AMCOM ~ Army Aviation and Missile Life Cycle Management Command; DSCC -
Defense Supply Center Columbus; DSCR — Defense Supply Center Richmond; and NAVICP — P — Naval Inventory Control Point Philadelphia).
ZAnnual Demand Quantity (ADQ) for the DLA items is based on average inventory requisitions for the previous 2 years. ADQ for the Navy and Army
items is based on average annual contract purchases for the previous 4 years.

>The OIG cost-based prices were calculated by using cost analysis and included a profit in line with DLA strategic supplier alliances.

R v ced this item based on cost information with the expectation it would be asked to provide certified cost or pricing data. However, the
contracting officer never requested o submit the certified cost or pricing data.
*Contract was negotiated using certified cost or pricing data provided to DoD.




Appendix E. DLA Guidance on Dealer

Competition

N REPLY

DEFENSE LOGISTICS AGENCY
HEADQUARTERS
8725 JOHN J. KINGMAN ROAD, SUITE 25633
FORT BELVOIR, VIRGINIA 22060-6221

JUN 2 8 2607

FEFERTO [.7

PROCLTR 07- 0§

MEMORANDUM FOR PROCLTR DISTRIBUTION LIST

SUBJECT: Price Competition for Single Manufacturing Souvce Jtems Oftered by an Original
Equipment Manufacturer (OEM) and its Distributors, Dealers and/or Other
Non-Manufacturing Suppliers

This PROCLTR addresses the requirements of FAR Subpart 154 in the context of
single source procurements, defined for present purposes as procurements of items produced by
only one manufacturer (OEM) because of that manufacwrer’s exclusive possession of
proprietary information of other intellectual property rights (such as a patent).

The Defense Logistic Agency's position is that edequate price competition under the
Truth In Negotiations Act (TINA) (see FAR 15.403-1(b)(1) and (cX(1)), and for making price
reasonableness determinations where TINA would not apply for other reasons, can exist, even
when the Government purchases single source items manufactured by an OEM, if independent
dealers or distributors of the OEM's praducts compete with each other and/or with the OEM for
Govemnment contracts. The cnitical point is that there must be a reasonable basis for finding
that the dealers or distributors are truly independent, both of the OEM and of each other. Thus,
if the OEM exerts undue control over dealers or distributars, for instance by controlling the
resale prices these dealers or distributors may charge, there would not be adequate price
competition. If the dealers and distributors have access to zdequate supplies of the OEM’s
product and may set their own prices (even if those prices, by virtue of ecenomtic exigencies,
vary very little from one dealer or distributor to another), then adequate price competition may
be found to exist for TINA purposes and for buys whers TINA would rot apply. Note that
Defense Logistics Acquisition Directive (DLAD) 52.217-3002, Conditions for Evaluation and
Acceptance of Part-Numbered Items, commonly referred to as the *Products Oftered Clause,*
must be included in solicitations as appropriate. Additlonally, the existence of competition is
not, alone, sufficient to validate the reasonableness of an offerar’s price proposal; DLAD
13.106-3(b)(S0XANii) and 15.403-1(cX1) require Contracting Officers to venfy the objective
price reasonableness of all offers.

To summuarize, the fact that required supplies are produced only by one OEM does noy,
itself, mean that edequate price competition for Government contracts to provide those supplies
is impossible 10 achieve. Instead, when independent dealers or distributors of OEM-produced
supplies compete for Government business with onz another os with the OEM, the Govemment
satisfies requirements for price reasonableiess determinations, provided the proposed source
offers the Government objectively fair and ceasonable prices.

Fesormd Redyting Frogeem é & Piirted o Faoycd Proat
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This PROCLTR Is effective immediately. More specific guidance in the form of DLAD
coverage is forthcoming, The paint of cont wis PrOCLTR is || N /-73.
(703) 767- I DSN 427 or e-mail: rdlamil.

(ot J A

CLAUDIA S. KNOTT
Component Acquisition Executive
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Appendix F. Report Distribution

Office of the Secretary of Defense

Under Secrctary of Defense for Acquisition, Technology, and Logistics
Director, Acquisition Resources and Analysis
Director, Defense Procurement and Acquisition Policy

Under Secretary of Defense (Comptroller)/Chief Financial Officer
Deputy Chief Financial Officer
Deputy Compfroller (ProgranyBudget)

Director, Program Aualysis and Evaluation

Department of the Army

Assistant Secretary of the Army (Financial Management and Comptroller)
Conunander, Army Matertel Command

Commander, Army Aviation and Missile Life Cycle Management Command
Auditor General, Department of the Army

Department of the Navy
Assistant Secretary of the Navy (Manpower and Reserve Affairs)
Commander, Naval Supply Systems Conunand

Conunander, Naval Inventory Control Point, Philadelphia, Pennsylvania

Naval Inspector General
Auditor General, Departiment of the Navy

Department of the Air Force

Auditor General, Department of the Air Force

Other Defense Organizations

Director, Defense Logistics Agency
Commander, Defense Supply Center, Columbus, Ohio
Conunander, Defense Supply Center, Richmond, Virginia

Commander, Defense Supply Center, Philadelphia, Pennsylvania
Director, Defense Contract Audit Agency

Non-Defense Federal Organization

Office of Managerent and Budget
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Congressional Committees and Subcommittees, Chairman and
Ranking Minority Member

Senate Committee on Appropriations

Senate Subcommnittee on Defense, Committee on Appropriations

Senate Comnmittee on Aried Services

Senate Committee on Homeland Security and Governinental Affairs

House Committee on Appropriations

House Subcomunittee on Defense, Conunittee on Appropriations

House Committee on Armed Services

House Committee on Oversight and Government Reform

House Subcommittee on Government Management, Organization, and Procurement,
Committee on Oversight and Government Reform

House Subcommittee on National Security and Foreign Affairs,
Conunittee on Oversight and Government Reform

63



Under Secretary of Defense for Acquisition,
Technology, and Logistics Comments

OFFICE OF THE UNDER SBECRETARY OF DEFENSE
3000 DEFENSE PENTAGON
WASHINGTON, DC 20301-3000

ACQUIBITION,

N : 0CT 18 2007

DPAP/CPF

MEMORANDUM FOR TECHNICAL DIRECTOR, AUDIT FOLLOWOP & GAO
AYFAIRS, OFRICE OFF THE INSPECTOR GENERAL,
DEPARTMENT OF DEFRNSE

THROUGH: DIRECTOR, ACQUISITION RESOURCES AND ANALYSIS 7‘%})‘07
10

SUBIJECT: Draft Report on Procuring Noncompetitive nge Parts Through an
Exclusive Distributor (Projeot No. D2006-DO00CH-0056.000)

Your draft report dated Scptember 6, 2007, requested management comments on
recomimendations for the Under Secretary of Defense for Acquisition, Technology, and
Logistics (AT&L). Commenis on specific recommendatlons are included in the
Enclosure. Iagree with your findings that DLA and the Department need to improve
pricing techniques for determining falr and reagonable prices with distributors.

In addition fo the ¢nclased responses, | have taken two actions that will address
the pricing issues raised In your draft report:

1. InJune 2007, I established a working group to: assess the magnitude of the
Department’s use of exclusive distributors; identify Issues contracting officers aro
encauntering in pricing contracts with these distributors; identify best practices for
successful priclng of contracts with disivibutors; and to recommend to me actions the
Department needs (o take to improve pricing lechniques with these distributors,

2. InMay 2007, [ clarified guidance for obfaining cost data in the Procedurecs,
Guidance and Tnformation (PGI) revision to scotion 215.4 when the Truth in Nogotiation
Act does not apply and there is no other way to determine price reasonableness exeept to
require cost data and perform a cost analysis.

If you have any guestions regarding this mem contact my point of
contact, ﬂ at 703-602?-or al sd.mil.

Shay D. Assad
Dkectpr, Defense Procurcment
Acquisitton Polley
Attachments:
As stated
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Enclosure

SUBJECT: Draft Report on Procaring Moncompetitive Spare Parts Through an
Exclusive Distributor (Project No. D2006-D000CH-0056.000)

Recommendations:

A. 1. We recommend that the Under Scerctary of Defense for Acquisition, Technology,
and Logistics:

Reconnmendation a. Develop and issue guidance into the acquisition regulations
that permits contracting officers 1o require consent to subcantract for fixed-price
contracts from prinme contractors that exhibit significant risk of charging excessive prices,

Response. Concur with Intent. We dlo not believe that a significant change to the
Defense Federal Acquisition Regulation Supplament s warmranted for individual
circumstances identified in the draft veport; however, we do believe that specific
guidance for pricing actions with exclusive distributors is warranted to address the issucs
raised in your report. See the DPAP response to your recommendation A.1.d. below for
actions we plan to take to ensure contracting officers obtain the data they need to ensure
prices from exclusive disieibutors are falr and reasonabte.

Recommendation b, Issue guidance that requires the Military Departments and
Defense agencies to track and periodically report information about problem contractors
that refuse to provide requested information necessary to determine price reasonablencss
and take appropelate ction (o address pricing issues related (0 spevific contractors.

Response, Concur. DPAP will issuc a policy memorandum by December 14,
2007, requiring the Military Departments arxl Defense agencies to report to DPAIP any
companics receiving én award or contract modification beginning January 2, 2008, that
refusc to provide cost data when requested by the contraciing officer becanse performing
cost analysis was the only means for a contracting officer to determnine prices fair and

reasonable,

Recommendaltion ¢, Review the Detense |ogistics Agency’s dealer competition
policies and determine whether the policics mect the Federal Acquisition Regulation
15.403.] definition of adequate competition.

Response. Concur, We assessed the Defense Logistics Ageney (DLA) policy
dated June 28, 2007, and the policy does not conflict witl the Fecleral Acquisition
Regulation (FAR). The policy appropriatcly directs contracting officers to ©...ensure
there is a reasonable basis for finding that dealers or distributors are {ruly independent...”
and provides examples of undue influence where compelition would not exist and
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examples of potential adequate compelition, The policy adds: “...Additionally, the
existence of competition Is not, alone, sufficient to validate the reasonablencss of an
offeror’s proposed price...." Wo belicvo the findings in your report represent
implementation problems and use of poor judgment. I plan to issue a memorandum to
the Senior Procurement Executive at DLA by December 14, 2007, and request an aclion
plan detailing how DLA will ensure proper applicaticn of FAR 15.403-1(c)(1) and that
contracling officers require submission of cost datg, and perform cost analysis, when
comparable commercial sales, adequate campetition, or a prior cost analysis is
unaveilable and no other valid analysis technique can be used. Our memorandum will
point out the types of risks identificd in your drafl report when individual dealers are not
stocking parts, rather are proposing prices based on quotes obtained from a single sousce
distributor or manufacturcr.

Recommendation d. Identify and address contractors that require DoD
contracting officers to procure noncompetitive items through an exclusive distributor,

Rospouso. Concur. The findings in the draft repait identify issucs related to
determining prices to be fair and reasonable in accordance with FAR 15.4 and
Procedures, Guidance and Information (PGI) 2154, Whether a company uses an
exclusive dealer or not is part of (he compzny’s business stralegy and performing a data
call to identify those companics would not resolve the pricing issues identified in the
draft report. Although conlract awards to cxclusive distribufors is fess than .5 pereent of
the departments annual buys, we recognize the significance of imprapetly pricing the
millions of dollars thal are awarded o exclusive distributors. DPAY will issue a policy
memorandum by December 14, 2007 fo the Mililary Departments and Defense agencies
1o reiterate the requirements at FAR 5.4 and PGI 2135.4, relating it 1o exclusive
distributors/dealers. The memorandum will requiro all contracting officers to obtain
needed cost data and perform a cost anatysis for all costs, including all costs and markup
comprising the price charged by the original cquipment manufacturer (OEM)/actual
manufzcturer; and a review of the cost proposal analysis peclormed by the exclusive
distribwtor/dealer of ks price from the single source OEM/aciual munufacturer. When
companies refuse to provide the required data and/or analysis and award has to be made
without the required cost analysis, it will be reported to DPAP.

Recommendation B. 1. We reconumend that the Under Secretary of Defense for
Acquisition, Technology, and Logistics revicw and determine whether the Defense
Logisties Agency’s policy for determining the cost or pricing dala threshold is consistent
with the Federal Acquisition Regulation.

Response, We do not believe that the policy for determining the cost or pricing
data threshold is consistent with the Federal Acquisition Regulation. We have
coordinated this issue with DILA and they are revising their policy to conform to FAR.
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Defense Logistics Agency Comments

DEFENSE LOGISTICS AGENCY
HEARPQUARTERS
8723 JOHN J, KINGMAN ROAD, SUITE 2533
FORT BELVOIR, VIRGINIA 22060-6221

N REALY
REFERTO |73

a

JAN 7 2008

MEMORANDUM FOR ASSISTANT INSPECTOR GENERAL FOR AUDITING

DEPARTMENT OF DEFENSE

SUBJIECT: Procuring Noncompetitive Spaie Pasts Through an Exclusive Distributor

(Project No. D2006-D000CH-0056)

The Defense Logislics Agency’s comments on the findings and recommendations of the

subject draft report arc attached.

— Wea i
thisTeport is
Investigations and Internal Audits (O11A), (703) 767-JJ}

nity to comm the draft report. The point of contact for
-73, (703) 767- r ﬂ DLA Office of

(et

UDIA § KNOTT

Director, Acquisition Management

Attachment

<
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Finding A: DOD contracling officers werc unable o effectively negotiate prices or
obtain test value for noncompetitive spare parts procured through Dutch Valley Supply,
an exclusive distributor for nunerous single-source manufacturers. Negotiatlons were
not effectiva for (he following reasons:

& Dutch Valley Supply did rot effectively negotiate prices with single-source
manufacturers (subcontractors) including obtaining cost data when necessary.

o DOD contracting officers primarily relied on ineffective tools such as price
enalysis, cost analysis of dealer costs, and dealer competition to support price
reasonableness determinations. In several instances, price reasonablensss
determinations were not made.

s The current exclusive distributor model used to procure iteras does not provide
best value and is less effective than the traditional DLA supply and strategic
supplier models.

-4s a result, DOD patd about $3.0 million {(75.0 percent) more than the fair and reasonable
prices for 33 parts that cost about $6.9 million. Duteh Valley Supply accepted prices
from manufacturces that were about %mnt higher than fair and
reasonable and then appliedm ugh charges of [ percent for negligible
or no added value totaling about If problems are not eddressed, DOD will
pay about $17.8 million more than fair and reasonable prices for the same items over the
next 6 years and this valuable procurement money will not be available to support other

wrgent watfightes needs. In addition, the curr (clu ¢l increased
lead times and associated inventory levels by We do not
believe the current exclusive distributor model is a viable procurement altemative for

DOD.

DLA Comments: Concur.

Most of the parts the IG review covered in the audit were for older weapon systems with
tow demand for replacement paris; the Govemnment generally does not possess the
manufacturing drawings necessary to producs these parts on a competitive basis. Further,
these arc usually lower-valued parts presenting little or no iscentive for other
manufacturers o risk investing time and nioney in trying (o reverse engineer them.,

Dutch Valley Supply did not effectively negotiate prices with single-source
manufacturers because there s no incentive for efther Dutch Valley or the masufacturers
that have chosen Dutch Valley as a sole distributor to present reasonable prices to the
Governument. The Governmeat has no effeclive bargaining power in thase situations,
whether dealing directly with the manufacturers or through an exclusive distributor such
as Dutch Valley. Dutch Valley and the manufacturers know the Govermment customers
have no real altemative source for these single sourcs items. Tho monufacturces know
that they can charge essentially whatever price they wish, and Dutch Valley kiows that it
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can pass (hrough whatever prices the manufacturers set, allowing Dutch Valley to sell to
the Government at that price plus its own markup oh that price.

DOD contraciing officers rely on incficctive pricing tools because these are the limited
1ools avzilable to the Government when buying single source items at total prices below
the cost or pricing data threshold (currently $650,000), or when buying commercial items
that a¥c cxempt from the Truth in Negotiations Act (TTNA) requirements regardless of
price. Although contrecting officers can request data other than certified cost or pricing
data, there is no ¢ffective mechanism in a sole source situaltion 10 require vendor
compliance with these requests. Tt might also be noted that, even when the TINA
requirements for certified cost or pricing data apply, in a sole source situation, the
Government has little or no ability to require compliance if the vendor is not willing to
comply voluntarily.

It was oaly through the 1G’s use of its subpoena power to access Dutch Valley's and its
"subcontractors'™ contract cost data that anyone {h the Government was able to review
and evaluate cost data from Duleh Valley and other sole parts distributors. Unlike the

-DODIG, contrecting officers do not have the ability to compet disclosure of data, and the
economics of sole source situations often give sole source suppliers little or no incentive
1o comply with requests for voluntary disclosure. Thls report demonstrates the excessive
pricing that can be expected to oceur in the absence of equal access by the Government to
cost data necessary for negotiating sole source prices.

Finally, although the current exclusive distributor model for sole source procurements
does not provide best valug and is less effective than other methods of support, for the
teasons stated above, buying directly from the manufacturers will not necessarily
climinate the possibility of overpricing. DLA agrees, however, that it would at least
eliminate the markup charged by the exclusive distributor. I, however, the
manufacturers determine that it is in their best interest to use an exclusive distributor,
DLA has little or no leverage to use in eliminating this practico.

As acknowledged in this report, DLA has achieved some reverse engineering successes
by teaming with Militery Service organic manufacturing facilities. However, we have
also experienced instances of price hikes by original cquipment manufacturers (OEMs)
on other sole source parts when one of their products has been reverse engineered and is
now being bought competitively.

DLA concurs in the report’s conclusion that distributors can occasionally be very useful
a3 suppliers when they stock items and ean provide quicker availability and delivery.
When a dealer is able to fill a supply system niche by stocking and supplying customer
needs for expedited supply and other improved services at reasonable increases in support
cosls, paying a higher price and purchasing from a sole distributor may be acceptable.
This has not proven to be the case with Dutch Valley, as demonstrated by the repost.

~
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Recommendation A.2. We recommend that the Commanders, Army Aviation and
Missile Life Cycle Management Command and Navy Inventory Contrel Point,
Philadelphia; and Director, Defense Logistics Agency instruct contracting ofTicers to:

a. Ensure prime contractors, like Dutch Valley Supply, conduct appropriate cost or
price analyses to establish the reasonableness of proposed subcontract prices and include
the results of these analyses in the price proposal as requited by Federal Acquisition
Regulation 15.404-3, “Subcontract Pricing Conslderations.™

DLA Commeants: Concur with Intent.

Our Component Acquisition Executive will issue a memorandum addressing the need for
all acquisition managers (o assure compliance with the policles for detennining
reasonableness when the offered price includes a pass-through ¢ost from a subcontractor
or other supplier (Federal Acquisiltion Regulation (FAR) Subpart 15.4, Defense FAR
Supplement (DFARS) Subpart 215.4,and DOD FAR Supplement Procedures, Guidance,
and Information (DFARS PGY) Subpart 215.4). The memorandum will alse address
-sybmission of contractor and subcontiactor cost or pricing data when the estimated
conlract and subcontract amounts exceed the TINA thresholds (FAR 15.404-3(c)).

Disposltion:
{X) Action Is ongolng. ECD: April 30,2008
() Action is considered complete.

b. Determine the adcquacy of the cost or price analyses performed by the prime
contractor. -

DLA Comments: Concur.

We are taking steps to raise contracting offices® awareness and to formulate and
implement corrective actions as appropriate. This matter was included in issues covered
in aNovember 7, 2007, memorandum fram the Director, Defense Peocurement and
Acquisition Policy (DPAP), subject: Accessto Recerds with Exclusive
Distributors/Dealers. We discussed the memorandum and discussed corrective actions
during the most recent regularly scheduled teleconference with the Chiefs of our
Contrading Offices (CCOs) on December 13, 2007. One such action will be the formal
transmittal of the DPAP memo using a DLA-wide Procurement Letter (PROCLTRY),
along with zdditional intcrim implementing guidance, by March 31, 2008, Pollowing
this, DLA will conduct a sampling review of recent buys to determine whether the
interiin efforts have corrected the problem.

Dispositlon:
(%) Action is ongoing. ECD: December 31, 2008
() Action is considered complefe,
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¢. Review and detenmine the reasonableness of subcontractor prices to include
obtaining cost data when necessary before awarding future contracis, if the prime
contractor did not perform adequate cost or prico analysos.

DLA Comments: Concur.

DLA contracting officers do request and, when it is provided, review and detemmine the
reasonableness of subcontractor cost. Tnmost cases, however, the data is not provided or
the data that is provided is inadequate. The inability to obtain cost data has bezn elevaled
to higher-level management in the past and the Supply chains will continue (0 seek a
resolution. Substantial improvements are needed however. After the DPAP reponing
requirement, providing for notification to DPAP when contractors refuse to provide coat
data, has been in effect for a period, we will review the process results to determine if the
changes have been effective or whether further increase in emphasis is needed.

Disposfiion:
(X) Action is ongofng. ECD: December 31, 2008
() Action is considered complete,

d. Perform cost analysis in a noncompetitive environment to detenming prico
reasonableness when price analysis does not provide sufficient information and a reliable
baseline price has not been established.

DLA Comments: Concur.

When unable to secure adequate cost data, contracting ofticers have used price analysis in
some cases as a Jast resort (o reach a conclusion regarding price reasonableness. The
inability fo obtain cost dala has been elevated to higher-level management and we
continue to seek access to such data. The DPAP Memorandum, November 7, 2007,
subject: Access 10 Records with Exclusive Distributors/Dealers, directs contracting
officers to secure cost data where needed to reach a conclusion as to price
reasonableness, and requires a report to DPAP when the Head of the Contracting Activity
grants a waiver to allow award to a dealer or distnbufor that rofuses to provide cost data
when TINA does not apply. We will encourage CCOs to seek this data, while pursuing a
renewed teaning effort with suppliers to help secure the necessary access.

Disposition:
(X) Action is ongoing. ECD: December 31, 2008
() Action is considered complete.

e. Take action to discontinue using exclusive disiributors unless thoy can dovolop a
business model that provides sufticient added value to include increased competition,
obtaining cost data to effectively negotiate prices, and reduced lead times and inventory.
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DLA Commienfs: Concur with intent.

The exclusive distributors addressed in the audit, and others DLA is obliged to buy from,
represent suppliers of sole or single source weapons system parfs and components. As
noted in this report, DLA has been successful in reverse enginecring some of these items
and nsgotating with one OEM to change its business practice of not dealing directly with
the government. DLA has a long-term business strategy of maximizing effods to build
Strategic Supplicr Allianccs, Supply Chain Allianccs, Prime Vendor, and other long term
contracts. We will use these approaches as well as vendor fairs to emphasize the mutual
benefits of these cooperative arrangements, and to tactfully seek 0 discourage company
entry into exclusive distributorships which increase our costs of sole source ifems. As
noted previously, however, DLA cannot prevent an OEM’s use of an exclusive
distributor if the OEM determines to do so.

Disposition:
() Action is ongoing. ECD:
«X) Action is copsldered complete for reporting purposes.

RecommendationA.3. We recommend that the Director, Defense Logistics Ageney:

a. Request the Defense Contract Management Agency (DCMA) 1o immediately
commenes a review of Dutch Valley Supply’s purchasing system.

DLA Comments: Concur.

DCMA indicated it will contact Dutch Valley in Januvary 2008 for access to commence
the review,

Disposition:
(X) Action isongoing. ECD: Jume 30,2008
() Action is considercd complefe,

b. Instruct the Commanders of the Defense Supply Centers (o discontinue granting
inappropriate waivers from cost or pricing data based primazily on price analysis.

DLA Comments: Concur.

The DPAP memorandum, March 23, 2007, subject: Waivers Under the Truth in
Negotiations Act (TINA), provided additional guidance o reiterate the exceptional case
waiver requirements established by Scetion 817 of Public Law (PL) 107-314 (Netional
Defensa Authorization Act of 2003). Thereupon, DLA commenced a number of
initiatives, including issvance of PROCLTRs 07-10 and 07-28 on July 19, 2007, and
November 7, 2007, respectively. Agency-wide and individual supply chain training
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sessions wers also conducted to assure the changes in policy are fully understood and
followed. DLA continues to altempt to secure ¢ost or pricing data whei required to avoid
use of an exceptional case waiver, but there will be situations in which the cost data
cannot be obtained in accordance with the revised DFARS policy. In such cases, DLA is
elevating to higher-level management its efforts to secure cost data or fully comply with
the three findings of Public Law 107-314 and the additional guidance promulgated by
DPAP%nd DLA's PROCLTRs.

DEposNion:
() Action is ongoing. ECD:
(X) Action is considered complete.

¢. Continue initiating reverse enginecring efforts for items that have unreasonable
pricing from single-source oftkrors.

DLA Comments: Coneur.

DLA has been successful in some reverse engineering efforts as noted in the report.
However, glven the protracted time-frame and limited funding we and the Mllitaty
Services have available for this ofiort, as well as tho lack of economic incentive for
alternate manufacturers insome cases, we will also employ continuing correspondence
through command and functional channels, training, and recognition of individual and
group accomplishmenis and other outreach initiatives (o increase awareness of the
importance of reducing or eliminating Instances of egreglous overpricing by non-value
added sole distributors.

Disposition:
() Action is ongoing. ECD:
(X) Action is considered complete for reporting purposes.

d. Disconlinue coding an analysis of dealer costs as cost apalysis unless a cost
analysis of manufacluring costs has &lso been performed.

DLA Commenfs! Concus.

Rescarch to determing the circumstanee leading to the write-up was incompleie at the
time of this responso. Wo are researching why this happeacd and what corrective actions
are needed. Following completion, we will provide the DODIG with information
gatherzd and the basis of our conclusion.

Disposition:
(X) Action is ongoing. ECD: April 30,2008
() Action Is considered complete.
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¢. Discontinue using dealer competition to determine price reasonableness ina
noncompetitive environment.

DLA Comments: Partially concur.

The Federal Acquisition Regulation and the DLA Acquisition Directive (DLAD) allow
dealer competition to be uscd as the basis for a price reasonablencss determination if
“independence” can be cstablished between the dealers and the manufacturer. Our
update of the DLAD in PROCLTR 07-08, dated June 28,2007, subject: Price
Competition for Single Manufacturing Souzce Items Offered by an Original Equipment
Manufacturer (OEM) and its Distribwtors, Dealers and/or Other Non-Manufactuting
Suppliers, underscored that the existence of competition is not, alone, sufficient to
validate the reasonableness of an ofleror's price proposal. [t pointed out fwo specific
DLAD provisions tha require contracting officers (o veri(y the objective price
reasonableness of all offers, and provided guldance in determining when competitors can
be considered independent. Even under simplified procedures, it specifies the price
-reasonableness determination shall address (1) the adequacy of any price competition
received, and (2) the comparability to prior prices paid for the same or similar item, if
any.

Nisposition:
() Action is ongoing. ECD:
{X) Action is considered complete.

f. Emphasize to contracting officers the importance of making price reasonableness
determinations, properly documenting the contract file, and ensuring cost or pricing data
is requested as required by Pederal Acquisition Regulations 15.403-4, “Requiring Cost or
Pricing Data.”

DLA Comments: Concur with intent.

‘These Issucs arc already adequately covered in varlous Federal, Department of Defense,
Ageney, and local training and are addressed during planned Procurement Seminars.

Disposition:
() Action is ongoing. ECD:
(X) Action is considercd complete,
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Finding B: DLA contracting officers failed to correctly calculate the threshold for
requiring cost or pricing data as required by FAR 15.403-4. The threshold was not
correctly caleulated because DLA guidance permitted contracting officers to consider only
the value of the basic contract and options cxercised at the time of award versus the “final
amicipated dollar value of the action, including the dollar vatue of all options™ as the FAR
requires. Asa result, DLA failed to require cost or pricing data for elght items procured on
three contracts valued al about $3.5 million.

DLA Comments: Concur.

The DLAD guidance cited aboye was issucd 18 yeuars ago, bul has now been updated (o
reflect the FAR “dollar threshold” convention develaped substantially later and included
at FAR 1.108(c). The DLAD coverage has now been updated to correct this oversight,

Recommendation B.2.: We recommend that the Dicector, Defense Logistics Agency,
~nodify the Dafense Logistics Acquisition Directive to ensure that the threshold for
obtaining cost or pricing data is calculated besed on the final anticipated dollar value of
the action, inclusive of the dollar value of all options.

DLA Camments: Partially concar.

Updated guidance on how the DLA calculates the dollar valuc of a contract action for
application of the TINA threshold was issued in PROCLTR 0728, November 7, 2007,
and now includes the doltar value of alf priced aptions. Qur calculations cannot, and thus
do not, altempt to quantify and consider a value for any unpriced options, consistent with
DFARS PGI215.403-1(c)(4XA)(4), which explains there is no price for unpriced
supplies or services. For the same reasor, our calculations exclude the value for
undefinitized options, if any.

Disposition:
() Action is ongoing. ECD:
(X) Action is considered complete,
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Department of the Navy Comments

Final Report
Reference
DEPARTMENT OF THE NAVY otk i
09 AoBEN! fc\iﬁ INVENTORY cg)ﬂnoll;splgrl‘:i + POBOX 20K ":f:t o
PYMADEIFIIA A 91115058 MECHANICSBURG TA 1195503 RUnRERITO.
CEC 17 2007
Joseph Bucsko
Department of Defense
Office of luspector General
400 Army Navy Drive, Room 80!
Arlington, VA 22202-4704
Dear Mr. Bucsko,
This letter is being sent in response to your draft proposed report on Procuring Noncompetitive
Spare Parts Through an Exclusive Distributor (Projest No. D2006-DO0CH-0056.000) dated
September 6, 2007. The NAVICP-P Management comments are submitted below in response to
DoD 1G recommendations A.2, page 31, of the drafl proposed 1cport. Page 35

NAVICP-P concurs with the recommendation A 2.a. In accordance with FAR 15.404-3,
Subcontract Pricing Considerations. NAVICP-P will ensure prime contractors conduct
appropriate cost or prico analyses to establish the reasonableness of proposed subcontract prices
and include the results of these analyses in the price to the Government. NAVICP, in cooperation
with DCAA, has and continugs to provide cxtended cost and pricing training to its workforce.

Examplés of training are as follows:

1. Intrinsic Value 12/13/06

2. Rates in Government Contracting 02/27/07
3. DCAA in the Acquisition Process 06/27/07
4. Price Reasonableness 10/23/07

5. CAS Procedures  12/04/07

NAVICP-P concurs with the recommendation A.2.b. Determination of price reasonablencss is a
Federal Acquisition Regulation requirement. NAVICP-P contracting officers will continue to
review and determine the adequacy of the cost o price analyses performed by (he prime
contractor.

NAVICP-P concurs with the recommendation A.2.¢. NAVICP-P will, where appropriste, revicw
and determine the reasonableness of subcontractor prices to include obtaining cost data when
necessary before awanding future contracts, if (he prime contractor did not perform adequate cost
or price analyses.

NAVICP-P concurs with the recommendation A.2.d. NAVICP-P will, where appropriate,
perform cost analysis in a noncompetitive environment 1 determine price reasonablencss when
price analysis does not provide sufficient information and a reliable baseline price has not been
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established.

NAVICP-P concuss with the recommendation A.2.e. NAVICP-P will review the exclusive
distrbutor on an order-by-order basis (as the order comes up) to deiermine if the distributor
provides valueto NAVICP-P,

If you have any question, please feel free to contact me at 215-697-2868.

Sincerely

BARBARA M. JOYNSON
Deputy Director of Contracts
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Department of the Army Comments

DEPARTMENT OF THE ARMY
HEADQUARTERS, U.5. ARKY MATEREL COMMAND
9391 CHAPEK ROAD
FORT BELVOIR, VA 220605527

FEPLYTO
ATTERTION OF:

10 December 2007

MEMORANDUM FOR Mr. David Lawson, Chief, The Army Audit Liaison Office. U.S. Army
Audit Agency, 3101 Park Center Drive, Alexardria, VA 22302-1596

SUBJECT: DODIG Draft Report, Procuring Noncompetitive Spare Parts Through an Exclusive
Distributor (D2006-DOGOCH-0056.000) (AMC No. N0602)

1. Headquarters, U.S. Anny Materiel Command (HQ AMC) has reviewei the subject deafl
report and the U.S. Army Aviation and Missile Command's (AMCOM) command reply (encl).
HQ AMC endorses with AMCOM's nonconcurrenice (o the recommendations made in the repon.

2. HQ AMC point of contact for this action s [ < vercial 703) sos JJJJ]

DSN: 656-H or cinail address -@us.anny.mll.

FOR THE COMMANDER:

SOPNIGY S
SUSAN C. McCOY

Director, Intemal Review and Audit
Compliance Office

Encl

Picdon GF) Recyoind Paper
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DEPARTIAENT OF THE ARMY
UNTED STATES ARMY AVIATION ARD MISSILE COMMAND
6330 MARTIH ROAD
REDSTONE ARSENAL AL 358835010

: b{4)
AMSAM-IR ocT 2% w07
MEMORANDUM FOR Department of Defense, Office of Inspector General, 400 Army Navy
Drivo, Arlinglos, VA 22202-4704

SUBJECT: Report on Procuring Noncompetitive Sparo Parts Through an Bxclusive Distributor
(Project No. D2006-DOSOCH-€056.000) (AMC D0662) (AMCOM Proect 20061.032D)

L. Refesenca e-mail, 6 Sep 07, subject, Draft Report, D2006-D0O0OCH-0056.000, Procuring
Noncompetitive Spare parts Through an Exclusive Distribator.

2. The US Army Aviation and Misstle Life Cycle Management Conunand (AMCOM)
comments to the subject report are enclosad.

3. ‘The points of contact for thi onare Internal Review and Audit
Complience office, DSN 788 conuncicial 256-876- emall Rus.amy.mil,
or _ DSN 746 commercial 256-876- [ eman Bus.army.mif,
Enc} MAS J. YMAN

COL, OM /

Chlef of SEAY
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US Army Aviation and Missite Life Cycle Management Command
Comments ¢ DODIC Draft Report:
Audit of Procuring Noncompetitive Spare Parts
Through an Exclusive Distributor
(®roject No. D2006-D000CH-00565.000)
(AMCOM Project 2006L032D)

FINDING: Procuring Noncompetitive Spare Parts through an Gxclusive Distributor

“DeD contracling officers were unzble to effectively regotiate prices or obtain best value
for noncompetitive sparc paris procured through Dutch Valley Supply, an exclusive
distributor for numerous single-source manufacturers. Negotiations were not effective
for the following reasons.

» Dutch Valley supply did not effectively negotiate prices with
single-source manunfacturers (subcontractors) including
obtaining cost data when necossary,

+ DoD contracling officers primarily relied on incffeotive tools
such as price analysis, cost analysis of dealar costs, 2nd dealer
compelilion t support price reasonableness delerminations. In
several mstances price ieasonablensss determinations were not
made.

o Thecurent exclusive distributor model used to procure ifoms
Does not provide best value and is less effechive than the
Traditional DLA supply and strategic supplier models.

As a result, DoD pald about $3.0 million (75.0 percent) more than the fair and rcasonable
prices for 33 parts that cost about $6.9 million. uteh Valley Supply accepted prices
from manufacturers that were about jgher (han fair and
reasoncble and thea apptied [N charges o rcent for negligivle
or no added vatue totaling about I 10 problems are not addressed, DoD will
pay about §17.8 million more thau fair and reasonable prices for the same items over the
next 6 years and this valuable procurement money will not be avaitable to support other

urgent warfighter ceeds. In addition, the current exclusive distrjbufor medel increased
Icad times and associnted inventory levels We do not
believe the current exclusive distributer 15 & vizole procurement altémative for

DoD."

ANDITIONAL COMMENTS:

These comments are provided in reference to the Solenoid Valve,
Nwm which is discusscd on pages 18, 19, & 20 of the subject draft
repott. 0, the DODIQ states that “This exaruple clearly shows the

importancs of contracting officars obtaining manufacturer cost or pricing data to
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negotiate prices and we commend the Anmy for taking appropriaie steps to significantly
reduco the prlce negotisted” This statement follows the DODIG discussion on page 19
whese the contracting officer requircd cost or pricing data from the contractor and thea
requested and relied upon the DCAA audited position of the contractor’s proposal in
negotiating a 38.6% price reduction to the proposed price.

Based on these statements, one would assume that the Army (AMCOM Contracting
Officer) did everything in accordance with FAR Parts 15.403 and 15.404. 1 fact, these
statements arc appreciated, however; the DODIG then stales that “performing cost
analysiz of more recent cost data (hat was not available to the Army al the time of award,
w the cusrent fair and ressonable menufactucer unit price of the solenoid valve
is We werounable to reconocile the specific dilferences that existed in the two
seis of cost infonnation because tie deta roviewed by DCAA did not provido the scame
detail as the cost information obtained by the OfG.” Furlher discussions by AMCOM
with the DODIG vedified that the data the DODIG utilized were actually recorded after
contract award. The AMCOM takes exception to the DODIG utilizing Information that
could not havo been known at the ime of negotiations and then labaling if “excessive
profit” al Appendix D.

As it refates to the Datch Vallcy pass thru cost mentioned by tiie auditors, 8 minimum of
some part of thic affortie necessary in that packaging aud marking is required as well as
freight and shipping. In addition, as a minimum, some part of tho G&A for oversight aud
logistics cost would be necessary, as well.

It is requested that either the totals bo revicwed for wint the contracting oflicer would
have known at the time of negoliations or that this item be taken cut of the DODIG
sample since the cost/priciag analysis conducted by the contracting officer was ie
accordance with regulalions and sound business principals were utilized. Asit relates to
Perkin Blmer Manufacturer utilizing Dutoh Valley Supply as a digtributor, Perkin Elmer
Manufecturer has the right to do business with the Govemment or not do business with
the Government. In this case, the Government made the decision that by u(ilizing Dutch
Valley Supply, under the circumstances that existed at the time, the price, at the bollem-
fino, was considered reasonable.

Utilizing information that occurred afler the fzct and could not have teen known at the
time of negotiations s not an 2ppropriate method (w determine whether the appropriste
stops in cott analysis were performed. If fixed price confracts are reviewed, “excessive
profit” may be found in on¢ area and 2 significant Joss found in another that offscts the
profil. That js the patural give and take of the merket in fixed pricc arangenzents.

It is requested that either the tofals be reviswed for what the Contracting Officer would
bave known at tlie lime of negotiations or that this item be taken out of the DODIG
sample relative to the costpricing analysis conducted by the Contracting Officer. The
actions by e Contracting Officer werte in accordance with regutations and sound
business prinoipals were utilized.

RECOMMENDATION AND COMMAND COMMENTS:
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Recammendatinn A2

“We reconemend thet the Commanders, Ammy Aviation and Missile Life Cycle
Management Command and Navy Inveatory Control Polnt, Philadelphia; and the
Director, Defense Logistics Agency instruct contracting officers to:

2, Brsure prime contractors, like Dutch Vallsy Supply, conduct appropriate cost
or price analyses to cstablish the reasonableness of proposed subcontrict prices and
nchede the results of theso analyses in the price proposal as required by Federal
Acquisifion Regulation 15.404-3, “Subconiract Pricing Considsrations.

b. Determine the adequacy of (ho cost or price enalyses performed by tho prime
contractor.”

¢. Review and determine the reasonzbleness of subcontractor peiees to incude
obtaining cast data when necessary beforo awarding fuluze contracts, if the prime
contractor did not perform adequate cost or price analyses.

d. Perforni cost analysis in a noncompetitive eavironment to detenning price
reasonableness when price analysis does not provide sufficient information aod a relizble
baseline price has ot been cstablished.

+ ¢ Teke action 10 discontinue using exclusive distributors ualess they can develop
a busincss model that provides sufficicat added value to include increesed competition,
obtaining cost data to cffectively negotiate prices, and reduced lead times and inventory.”

Command Comments: Nonconcur. The Anny (AMCON) Contracting Officer
utifized olear guidance in the Federal Acquisition Regulations on conducting cost and
pricc analysis 1o defermine fair and reasonable prices. The draft report specifically
discusses excessive prices paid by the Commmand, but it is based on actual manufacturing
cost of the items procured. This Is cost information that is based on “zciual” end woukl
not have been availablo to the Contracting Officer prior to the award of an action. In fact,
in the detailed review of AMCOM’s buy for the Solenoid Valve, NSN

primerily discussed on pages 18, 19 & 20 of the subject report, it states "This
examiple clearly shows the importance of contracting ¢fficers obtainfug manufactirer cost
or pricing dita to negotiale prices and we commend the Axmy for taking appropriate steps
to significantly reduce the price negotiated." This sfatement follows the DODIG
discassion on page 19 where the Conlracting Officer required cost or pricing data from
the contracior and then requested and refied upon the DCAA audlted position of the
contraclor's proposzl in negotiating a 38.6% price reduction to the proposed price. Based
on these statements one waould assume (hat the Army (AMCOM Contracting Officer) did
everything in accordance with FAR Parts 15.403 and 15.404. Therefore, (he Army
Conteacting Officers took the sppropriate steps and no futher Lustruction is required.
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The steps taken by the AMCOM Conteacling Officer in roviewing and analyzing ¢ost and
prica infonnation were thorough in all aspects. The fact that edditional informalion is
now available since the items have been manufactured is not an appropriafe comparison
of what price should be negotialed based on analysis of a proposal.

The report cleady shows the AMCOM Contracting Officer took appropriate sicps duining
the 1eview to determine a fair and reasonable price. Thoy ccordlnsted with DCAA,
reviewed subcontractor data, and negotiated a reduction in price based on the
recoanmendations. The DODIG acknowledges that ths price they reconurend as fair and
reasonable is based on performing cost analysis of more recent cost data that was not
available fo the Army at the time of award. This Cammand altempted to reconcils the
speeifio differences that oxisted in the two scts of cost [nformalton because the data
roviowed by DCAA did not pravide the samo detail as the cost information abtained by
the DODIG. Purther discussions belween AMCOM and the DODIG verified that the
data the DODIG utilized was actmal recorded after contract award.

The appropriate rules, as stated in FAR Part 15 were followed by AMCOM and a cost
analysis was pesformed on 26 April 2005, as required by the regulations.

The Ay cannot dictate to businesses that they capnot utilize distributors if they
determine this is a busiaess model required lo support their products. In fact, some

“ companies 4o not have a cepability to meet the Army’s packaging and marking
requircaicnts of have determined that a distributor allows them to efoctively maet
muliiple customers’ requirernents. The AMCOM Commanding General did challenge
the prime for utilizstion of Dutch Valley for items where thoy wers not reflecting timely
performance acd support to our requirements within areasonable price. It {s our intent to
continuse to challengo the use of distributors on an individuol tasis when the stuation
wamants. The AMCOM Commanding General was proactive in challenging the prime
conteactor o provide direct suppost on those ilems.
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The Departinent of Defense Office of the Deputy Inspector General for Audifing,
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