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Findings {cont'd)

prices to delermine price  reasonableness.  Furthermore,
licensing agreements belween Omlic and the original equipment
manufacturers reduced the contracting officials’ leverage o

negoliate fair and reasonable prices.

As a result, DLA paid approximately $8 million more than is fair
and reasonabie for 21 sole-source spare parls.  Additionally,
based on annual procurement data, DLA will spend approximately
$11 million more than is fair and reasonable over the next
5 years if no change is made and if DEA's eurrent level of demand

far the sole-source spare parts continues.

Recommendations

We rccomnicend that the Directo; DLA, develop a qualily assurance
process o require conftracting officers to conduct cost analysis
an all Ontic proposals to determine price reasenableness,
confirm contracting officers conductk and use adequate cost
ar price analyses, and substapliale that contracting officers
verity that prime contraclors conduct appropriate cost or price
analyses to cstablish the reasonableness of propesed subcontract
prices. In addilion, we recommend the Director identify Ontic's
purchasing system as high risk and request that the administrative
contracting officer review Onlic’s purchasing system, prsue
other options for oblaining sole-source spare paris, recover
approximalely $8 million in everpayments (rom - Ontie, and
conduct a review of all other sole-seurce spare parts purchased
from Ontic and request refunds for overcharges.

Management Comments and
Our Response

We received comments fronr the Director, DLA, in respouse lo
the draft of this report. The comments addressed the specifics of |
all the reconymendations, and no further cominents are required.
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MEMORANDUM POR UNDER SECRETARY OF NEFENSE FOR ACQUISITION,
"TECHNOLOGY, AND LOGISTICS
BIRECTOR, DEFENSE CONTRACT AUDIT AGENCY
DIRECTOR, DEFENSE CONTRACT MANAGEMENT AGENCY
DIREGTOR, DEFENSE LOGISTICS AGENCY

GI}H} ECIs Ontie Engineering and Manuf&cuumg Overcharged the. Defeise Logistios Agency for
Sole-Soutce Spare Parts {Report No. DODI(,-Z(]H- 110)

We are providing this report for your information and use. The Defense Logistits Ageiicy (DLA)
paid approzimately $8 million more than is fair and reasonable for 21 sele=sour Ce spire parts,
Additionally, DLA will spend appraximately $11 million more than is fiir and idasopable over
the next 5 years if DLA takes no acton,

We considered management commeénts on a draft of this report when we prepared the final
report. Comments from the Defense Logistics Apency adidvessed the specifics of all the
recommendations and conformed to the requirements of DoD Direétive 7650.3; therefore, we
do'nol require additiona) comments.

We appreciate the courtesies extended to the ataff Pléase direct quéstions to me at

703) 6o+ S5

acqubline L. Wicecarver
Asststant Inspector General
Acqudsition, Paris, and Inventory

ﬁﬁw MMU

DOLEG-Z0i4-5 40 | 3t




Contents

Introduction

Objective 1

Background i

Revicw of Internal Controls S -

Finding. Ontic Was Overpaid for Sole-Source

Spare Parts 3

fair and Reasonable Prices Not Oblained 4

Historical Price Analyses Not Sufficient 7

DLA Did Not Eliminate Ontic’s Unallocable and Unreasun.ab]e Costs_ B 11

Subcoentractor Prices Were Not Analyzed . . 13

Licensing Agrecmcnté Restricted Negotiations and Increased Costs 15

Overpayment for Sole-Source Spare Parts 18

Recommendations, Management Comments, and Our Response 20

Appendix

Scope and Methodology 25
Nonstatistical Audit Sample of Spare Parts 25
Interviews and Documentation 27
Price Analysis _....28
CostAnalysis _ 28
Use of Computer-Pracessed Data 29
Use of Technical Assistance ... . __ 29
Prior Coverage 29

Management Comments

Defense Logistics Agency 31

Acronyms and Abbreviations. 35

v | BODIG-2014-110




Introduction

Introduction

Objective

The overall objective of the audit was to delermine whether the Defense Logistics
Agency (DLA) was purchasing sole-source spare parts at fair and reasonable prices
from Ontic Engineering and Manufacturing {Ontic}. Sce the Appendix for a discussion
of the scope and methodology and prior audil coverage related to the objective.

Background

According to DLA! it is Dob'’s largest combat-support agency, responsible for supplying
over 84 percent of the Military Services’ spare paris. DLA has six primary-level
field activities, including DLA Aviation. 1lieadquartered in Richmond, Virginia, DLA
Aviation is the 1.5 military’s integrafed matericl manager for more than 1.1 million
repair parts and operaling supply items in support of all fixed- and rotor-wing aircraft,
including sparc parts for engines on fighters, bombers, transports, and helicopters; all

airframe and landing-pear parts; ftight-safety equipment; and propeller systems.

Ontic Engineering and Manufacturing

Ontic, focated in Chatsworlh, Californiy, is a wholly owned subsidiary of BBA Aviation,
a public Himited company in London, United Kingdom. According to its management,
Ontic specialzes in supplying and‘ supporting legacy parts® by aéquiring the data
rights or eslahlishing licensing agreements with the original equipment manufacturer
(OEM). Ontic provides more than 4,000 parts and assemblics used on a varicty of
commercial and military afreraft. its Heensed products include engine camponents and

accessories, hydrautics, electronics, avionics, fuel controls, inotors and pumps, heat

exchangers, and landing gear. According to the Defense Contract Audit Agency (DCAA),

BLA’s oblipations to Ontic
from FY 2008 through FY 2013 totalled about $120.2 million.

Ontic’s Business Model

According o Ontic, their business model is to support legacy parts through licensing
agreements with the QEMs, rather than develop new products. Ontic subcentracts with
various supplicrs to provide parts to Dob. Ontic responds to and fills DoD requirements

1 we obtained this Information rom wiwew.dla.milfpagesfabuat dia.aspx, www.dka.milfpages/ataglance.aspx,
and www.aviabion. dla.mil

* according to Ontic, lepacy parts are older parts with a diminishing demantd that the OFM rio lanper desircs Lo
araiduc or support,

KO R- rhArrrrrir
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Introduction

by «quoting, procuring, and receiving parts [rom ils suppliers; inspecling paris after the
suppliers manufacture them; and at times, conducting limited assembly and testing.

Figure 1 shows Ontic’s procurement process.
Figure 1. Untic’s Procurement Process

Subcontracts Manufacture

Licenses Data of Parls
Rights Provides Completed
Parts
Sells Completed
Parts

Nonstatistical Audit Sample of Spare Parts

We reviewed 21 sole-sgurce spare parts valued at $26.2 million. Our nonstatistical
sample included seven parts purchased on seven contracts and cight parts purchased
on eight delivery orders placed against a basic ordering agreement. We also included
6 parts purchased on 6 additional contracts from a list of 20 parts that DLA cost
and pricing officials identified as potentially overpriced. See the Appendix for more

detailed information on the nonstatistical sarople selection.

Review of Internal Controls

DoD Instruction 5010.40, “Managers’ Internal Control Program (MICP} Procedures,”
May 39, 2013, reguires DoD organizations to implement a comprehensive system of
internal controls that provides reasonable assurance that programs arc operating
as-intended and 1o evaluate the effectiveness of the controls. We identified internal
control weaknesses associated with DLA purchases of sole-source parts from Ontic.
DIA contracting officials did not econduct safficient analysis to establish the
reasonableness of Ontic’s proposed prices. Specifically, DLA contracting officials used
previous DoD purchase prices without determining the price reasonableness of the
historical prices and did not eliminate unallocable and unreasonable costs included
in Ontic’s prices. [n addition, DLA contracting officials and Ontic did not consistently
comply with Federal guidance for analyzing subcontractor prices 1o determine
price reasonablencss. We will provide a copy of the repeort to the senior officials
responsible for internal controls in the Office of the Under Searvetary of Defense for
Acquisition, Technology, and Logistics; DLA; DCAA; and Defense Conlract Management
Agency (DCMA]L.

2 | DODE-2014-118




Finding
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« DLA contra{;ﬁng officials did not eliminate unallocable and ttflféaﬁoktable
. ¢_0$ts included in Ontic’s prices; and
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: 4 nhr dkd mt pmmrip the data recessary to accurately caleulate the supptier's price to Ontic for 3 of 21 parts.
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Finding

Fair and Reasonable Prices Not Obtained

e  DLA contracting officials did net obtain fair and reasonable prices for
sole-source spare parts purchascd from Ontic® Specilically, DLA paid as much as
831 percent more for spare parts purchased from Onlic than

what BLA previously paid other suppliers for the same

parts. For example, in February 2011, DLA purchased
22 matrix assemblies from Ontic for RSN [cr
anit. In August 1998, DLA purchased the same part
from the OFM for |
1998 unit price with an annual escalation factor?
BIA paid meore per part, or 831 pereent

higher than the previous purchase price. Similarly, in

per unit. Adjusling the

Deeember 2012, DLA purchased 91 housing and insulation

ey

units {rom Onlic for per unit. [n January 2006,
DLA paid the OEM per unit for the same part. After adjusting the 2006 unit

price with an annual escalation factor, BLA paid Ontic more per part, or a

percent increase in unit price. Tahle 1 compares the unit prices DLA paid Ontic
with prices DLA previously paid other suppliers for the same parts for 20 of 21 par(s

we reviewed.®

Fourleen DLA contracting officials were respansible for awarding 21 contracts and delivery arders we reviewer,

& e selected Lthe August 1998 contract for review because the rore recent contracts were ale awarded ta Ontic ar
we could pot verify the contradd grice. Becadse our objective was Lo determine whether Ginlic's prices were faiv and
reasonable, we compared prices ta contractors other than Ontic.

7 Toinfiate the August 1998 unit price of [ZETIIEE to the February 2011 unit price, we used Praducer Price Index
WIM1475 Other Afrcraft Parts and Fouipiment from the Buread of Labor Statistics, the principal Fedesat agency for
meaasuring labor market activity, working conditions, and price changes. The 2gency’s Producer Price Index program
measures changes in average selfing prices of commerdlal products, incheding aireraft parts and equipment.

2 The Electronic Decument Access database did not tontain the previous contracks far one part, the Linear
Efectro-Mechanical Actuator, and DA did nol have 2 procuremcnt history for the part to verify the purchase price.
We did rot include the Linear Clectro-Machanical Actuator in Table 1.
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Finding

Malrix Assembly

Alternating Current Motor
Fluid Filter Cover

Housing and Insulation

Multiptying Lever and Bracket

Refrigeration Heat
Interchanger

Alr Jleat Ixchanger

Control Cam

Forward Housing and
Inserts Assembly

Linear Actuating Cylinder
Assembly

fude Socket Assembly

Strut Piston Assembly

Cuter Cylinder Assembly

Quter Cylinder Assembly

Strut Cylinder Assembly

Drive Tube

Actuating Cylinder

Strut Assembly Cylinder

Strut Cylinder Assemhly

Direct Current Motor?

Heue] Total Markup

$504,828.64 E $812,811.65 |

$307,983.01

For 20 of the 21 parts, Ontit's vontract undt prices Lo DLA included royally fees. Ontic’s coptract unit price to DLA for the

Refriperation Heat interchanger part did not includa rovaity fees.

3 Accarding to IHS Paystack Gold, Ontic was the only previous supplier for this part. Therefore, Ontic was the contractor for

Iinar inconsistencias in the percent differences may occur due ta rounding.

the provious purchase price we reviewed for this parl.
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Finding : > .

fFeHE] [n addition, DLA paid Ontic approximately 124 percent more than the price
Ontic paid its suppliers for the parts. For 18 of 21 parts revicwed, Ontic purchased

complete or nearly complete parts from its suppliers to meet contract requirements.
For cxample, in 2011, Ontic sold two alternating curremt motors to DLA for
per unit; Ontic purchased the complete motors from its supplier for just
per unit, Therefore, Ontic sold those motors to DLA at a percent increase.

Figare 2 shows the alternating current motor.

yroCy Figure 2. Alternating Current Motor
Source: DLA Distribution

#=8e  Likewise, in 2010, BLA purchased 10 air heat exchangers from Ontic for
per unit.  However, Ontie purchased the air heat exchangers as a complete
unil from its supplier for per unil, resulting in a percenl increase per
unit. Table 2 shows Ontic’s price increases to DLA over what it paid its suppliers for

18 of 21 sparc parts.? Figure 3 shows the air heat exchangen

Figure 3. Air Heat Exchanger
Source: www.whparts.com

# Ontic did not provide {he data necessary to accurately calculate the suppliers’ p'rices for 3 of 21 parts,

6 | POMG-2014-110




Finding

Fluid Filter Cover

Alternating Current Motor

Air Heat Fxchanger

Multiplying Lever and Bracket

Contro! Cam

Strut Assembly Cylinder

Ouler Cylinder Assembly

Linear Actuating Cylinder
Assembly

Matrix Assembly

Strut Piston Assembly

Actualing Cylinder

Forward Housing and Inserts
Assembly

Housing and Insulation

Strut Cylinder Assembly

QOuter Cylinder Assembly

Sirut Cylinder Assembiy

Refrigeration Heat
Interchanger

Axle Socket Assembly
Foua] Total Markup t 5355,138.77 $797,872.45 5442 ,833.69 . 124.7

* Minor Inconsistencies Ia the percent differences may coour due to rounding.

Historical Price Analyses Not Sufficient

For three parts, DLA did not conduct sufficient analysis to establish the reasonableness
of Ontic's proposed prices. Speeifically, DLA contracting officials used previous Bod
purchase prices (historical prices) withoul determining the price reasonableness
of those historical prices. Federal Acquisition Repulation (FAR) Subpart 15.404-1,
“Proposal Analysis Techniques,” requires the contracting officer to determine that
prices are fair and reasonable, Price analysis is the process of examining and
evaluating a proposed price withoul evaluaiing the separale cost elemenls and

prapasced profit. This type of analysis is used to review proposals where certified

DONG-2014-110 | 7




Finding > L

cost or pricing data is not required. Although historical price analysis is a valid
technique for determining fair and reasonable prices, the FAR states that Lhe prior
price musl be a valid basis for comparison. The FAR provided the contracting officer “if”

and “then” stalements for making accurate decisions. Specifically,

« if significant time has passed between the last and current purchase,
« if the torms and canditions of the acquisition are significantly different, or
« if the reasonableness of the prior price is uncertain,

« then the prior price may not be a valid basis for comparison,

The Defense Federal Acquisition Regulation Supplement {DFARS} Procedures,
Guidance, and Information {PGI) Subpart 215.403-3{4}, "“Reliance on prior prices paid
by the Government,” further requires the contracting officer to verify and document
that sufficient analysis was performed 1o determine that the prim"pricc was fair and
reasonable when relying on prior prices paid by the Governnent.

U683 DLA contracting officials compared proposed prices with previous purchase
prices Lo determine the reasonableness of Onti¢'s prices for 3 of 21 spare parts
reviewed.”®  Tor the 3 parts, this historical price analysis was not an effective means
of deter‘mining reasonableness because the previous price was not verified or the
price used for comparison purposes was not valid, For example, in October 2011, DLA
used historical price analysis to determine that Ontic's proposed price for 55 control
cams priced at RS0 per unit!! was fair and reasonable. DLA contracting officials
compared Ontic's proposed prices with previous prices paid on two contracts: one was

another Ontic contract that DLA awarded in January 2011 for 23 control cams priced

at per unit, and one contract that DLA awarded to
— in August 2001 for 30 control cams priced at per unit, DLA

determined that Ontic’s price was consistent with previous pricing and, therefore,

fair and reasonable. However, the contract file did nat include documentation that
the contracting officer verified that the previous prices paid were fair and reasonable.
Furthermore, DLA's usc of prices from a contract awarded 10 years before the
contracl award, when more recent contracts were available for comparisen, made the .
comparison invalid. DLA did not verify that its historical price analysis results were
accurate and reliable for evaluating Ontic’s proposed prices without first ensuring
the reasonableness of previous prices and the validity of the comparison.

12 1y A conducted otiier methads of price anatysis or cnst analysis for 18 of 21 parts,
' Gntic’s Oclober 2011 proposal for 55 control cams priced at per unit updated fts May 2011 propesal for 55

control cams prived st G .

EER-OFCHAE S OMNEY
8 | DODIG-2014-110



http:reviewed.10

Finding

fretey  In another example, Ontic sold two allernating currenl motors to BLA in
October 2011 for RN per unit™” The DLA contracting official compared Ontic’s

propesed price of S

whether Ontic’s price was fair and reasonable.

B to previcus prices paid on two contracts ta determine

o ROHBY DLA compared Ontic’s price to a contract awarded to SN
- in July 2011 for one surplus part, which remained from a previous

coniract, pl‘lced at § Ontic’s proposed price was W percent
more than RIS contract price; therefore, DLA should have

concluded Ontic’s pru;mt;ed price was not fair and reasonahle,

) Instead of concluding that Onlic’s preposed price was not fair
and reasenable, DLA compared Ontic’s price to another contract. DLA
compared Ontic’s proposed price to a coniraci awarded to KNS
- in Oclober 1984 [or one part priced at. According to the
contracting official, she used the October 1984 contract to determine priee

recasonableness because the price was in line with Ontic’s proposal and

could be used Lo justify Ontic’s price.

t=e4ey DLA should have used the most recent contraet after the July 2011

award o io determine whether the price for the part

was fair and reasonable. Specifically, DLA should have used a contract

awarded to _ in May 2006 for the sale

of 16 alternating current motors for per unit. 1lad the contracting

official compared Ontic’s proposed price with
_ price, she should have delermined that the maximum price,
after accounting for annual escalation, should be per unit., As a

result, Ontic’s proposed price was m or percent more than
the previous price pald and was not fair and reasonable.

DLA should develop a quality assurance process to confirm that DLA contracting officers

are conducting thorough price analysis, in accordance with FAR Subpart 15.404-1.

The

contracting officer needs to document that adequate price analysis was performed to

determine that previous prices were fair and reasonable.

2 in November 22, 2H 1, DLA modified the contract To change the unit price fmm IPib) (4 .

BODIG-2014-110
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Finding - A

oy DLA's historical price analysis for fluid filter covers

and alterpating anrent motors was not sufficient to

identify Ontic's overcharpes of royaliy fees. Ontic's selling
price to BLA for fluld filter covers in September 2011

and aliernating current motors in Octoher 2011

included percent royalty fees, However, Ontic's

licensing agreement  with o L
which granied Ontic the rights to scll these parts, only
permitted Onlic a percem royalty on Government sales.

Therefore, Ontic overcharged DLA in royalty fees

for fluid filter covers and b

gl for alternating current moters. DLA conducted
historical price analysis;™ however, it was not effeclive because it did not requive an
cvaluation of separate cost elements, such as rovalty fees. The contracts for these parts
were under the Truth in Negotiation Act threshold;** therefore, DILA was not required
to conduct cost analysis, the review and evaluation of individual cost elements in
a conlractor's proposal to determine a fair and reasonable price. However, because
there were indications that Ontic overpriced its royally costs en proposals, BLA
should conduct additional analysis to ensure that Ontic's prices are fair and reasonable.
DLA should develop a quality assurance process requiring that DLA contracting
officers conducl cost analysis on all Ontic proposals, in addition fo price analysis, to
determine the reasonableness of Ontic's prices, in accordance with VAR 15,404-1, which
states thal il a fair and reasonable price cannot be determined through price analysis

alone, cost analysis may be used to determine reasonableness,

DLA Did Not Eliminate Ontic’s Unallocable and
Unreasonable Costs

DLA contracting officials did not eliminate unallocable and unreasonable costs
included in Ontic's prices. According to FAR Subpart 31.2, “Contracts with Commercial
Organizations,” a cost is allowahle to the Government when it is 1} aliocable,
2) rcasonable, 3) complies with applicable Cost Accounting Standards, or generally
accepted accounting practices, 4) complics with the terms of the contract, and
5) comnplies with the limitations set by FAR Subpart 31.2, We identified costs inchided
in Ontic's cost estimates that did not comply with the [irst two requirements for
determining allowability.

Y pLA's cantract file For fluid filter covers indicated that they also conductod cost analysis; however, the contract file did
not contain adequate documentation to substantiate that DEA conducted cost analysis. Therefore, we could not verify
thul il oceurred.

** The Truth ia Negoliations Act theesheld for contracts awarded on o7 after October 1, 2010, Is $700,000.60.

10 | DODIG-2014-114
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Vinding

Unallocablé Costs Were Not identified and Eliminated
From Prices

#8888y DLA contracting officials did not eliminate unallocable costs from Ontic’s
prices. FAR Subpart 31.2 states that a cost is allocable to a Government contract if
the cost was incurred specifically for the contract, benefits the contract and other
work when the cost can be reasonably distributed based on the benefit received, or
is necessary to the overall operation of the husiness even though a direct relationship
between the cost and the Government contract cannot be shown. Ontic's General
and Administrative [G&A} costs were not allocable to (ntic’s subcontracted material
costs. In addition, Ontic included unallocable stocking costs in its material overhead,

which were unallowable,

Subcontractor Costs for Purchased Parts Were Considered Direct Materials

Feees  Ontic predominately purchased complete or nearly compiete parts from
subcontractors for delivery on the Dol contracts we reviewed. Ontic's material C.{}SEI'S
represented the work of its subconiractors and not the purchase of direct materials
for Ontic’s use in manufacturing the parts. Ontic was unable to substantiate its
claims of suhcontractor management or value added to the work of its subconlractors
Lo juslify the allocation of G&A cosls to ils subcontracted material costs. Therefore,
DLA should disallow G&A costs on wmaterial, which ranged from
- percent, depending on the contract year ranging from 2007 to 2012, hecause

Ontic's GRA was unallocable to Ontic's material costs.

Onlic Charged DoD for Stocking Cosis
geolad  Ontic included stocking costs in its material overhead rate. M

Therefore, DLA should disallow Ontic's stocking casts, effectively reducing
Omndic’s allowable material overhead rates hy hetween percent, depending
on contract vear,’s because Ontic’s stocking costs were unallocable.

35 ontic's material overhead rates included DSl . The range af material overhead rates
appdies to conlract years 2009 theaigh 2002, Ontic’s actual eosts for 2008 did nol Bdentify stocking costs; therofore, we did
not include 2008 in the material overhead rate calcutetion.

ROTHG-2014-110 | 11




Finding

Onﬁc’s Prices Included Unreasonable Costs

Ontie included in its prices, unreasonable costs associated with G&A, profit, and
royalty fees. According Lo FAR Subpart 31.2, a cost is reasonable if, in ifs nature and
amount, it does not exceed what a prudent person conducting competitive business
wauld incur. DLA coniracting officials did net eliminate unreasanahle costs from

Ontic’s prices.

Excessive Profit Churged _

£eHa)  Ontic applied profit on costs before royalty fees as high as pcrcnnt:.
According to FPAR Subpart 15.404-4, “Profi)” apencies making noncompetilive contracl
awards over $100,HH) totaling $50 million or more a ycar must use a structured
approach for determining profit or fee objectives when cost analysis is required.
Furthermore, DFARS Subpart 215.404-4, "Profit” states that DoD's structured
approach for profit analysis is the weighted-guideline method, which calculates profit -
based on factors such as performance risk, contract-type risk, and cost efficiency. We
obtaincd and reviewed the contracting officer’s weighted-guideline profit analyses
when they were available, they recommended profit rates between 9 and 19 percent.
Based on these puidelines, the prolit rales Ontic charged for 19 of 21 contracts
were unreasonable and excessive. We selected a profit rate of 15 percent, which
fell within the recommended profit raies® as more reasonable and still providing

incentive to Ontic,

Ontic Charged Rayally on Royalty

8 a3 Onlic increased the final price to Dol through the duplication of royalty
fees.  Ontic's rovalty fee calculations were unreasonable because Ontic based them
on a percentage of the total unit price (which already included royalty fec], therehy
collecling a royalty fee on its royalty fee, In addition, for 14 of 21 parts, Ontic
charged G&A and/or profit on those royalty fees. Although royalty fees are an
accepiable part of doing business, the collection and payment of royalty. fees to the
licensor required minimal effort from Ontic and did not juslify charging G&A and
profit on the royalty fees,

e Table 3, “Air Heat Exchanger Pricing” provides an illustration of Ontic’s
unreasonable pricing practices. Ontic applied apercent profit rate Lo each part.
In addition, Ontic duplicated a portion of its royalty fee when it charged a percem
royalty fee on its unit price. Ontic’s unit price included the revalty; thercfore,
by charging royalty as percenlage of unitl price, Onlic charged royalty on its royalty.

¥ The median profit rate in the weighted-geidoline profil anelyses was 15 percent.
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FOtR In addition, Table 3 shows that Ontic charged in G&A and
USRI i profit on the royalty for each air heat cxchanger, cven though Ontic

ah oady applied G&A and profit to costs before charging the royalty.

s Table 3. Alr Heat Exchanger Pricing

o SR

Tntai Before Royaltres

Royaltv
s oo

Profit on Rovally

{Ontic ecaleulation hased on RGN

Total Rovalty

{FGHQ-] Unit Price
{Total Before Rovalties + Total Royalty}

" Ontic perlormed a serles of malkematical caleufalions 10 deloesmine ils royalty cost,

DLA should develop a quality assurance process reguiring that DLA contracting officers
conduet adeguate cost and price analysis, as required, to verify that contractor prices
are fair and reasonable, as required by FAR Subpart 15.404-1.

Subcontractor Prices Were Not Analyzed

DLA and Ontic did not consistently comply with Federal guidance for analyzing
subcontractor price proposals.  Specifically, FAR Subpart 15,404-3, “Subcontractor
Pricing Considerations,” requires contracting officers to determine price
rcasonabieness for prime contracts, including subcontracting costs. The FAR further
states thal the prime contractor or subcontractor shall conduct appropriate cest
or price analyses to establish the reasonahleness of propoesed subcontract prices.
In addition, the contracting officer should take into account whether the contractor has

an approved purchasing system.
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Reasonableness of Subcontractor Costs Was Not Established
8889 DLA contracling officials and Ontic did not consistently evaluate

subcontractor prices fo establish price reasonableness. Subcontractor prices accounted
o} (9

b

for

R () { in contracts reviewed; however, DLA only analyzed
ol the in subcontractor prices for three contracts, and
Ontic did not analyze any subcomtractor prices. The lack of

analysis of subcontractor proposals increased the risk

that Ontic and, later, DaD paid prices that were not
fair and reasonable. For example, one subcontractor
sold 55 control cams to Ontic for per unit.
Ontic then sold the control cams to NLA for
per unit. According to the subcontractor’s
cost hreakdown, profit was , percent
of cost. However, the subcontractor's profit was
actually percent of its price, and represented
approximaiely percent of the costs. The percen{
of cost was caliculated by dividing the subcontractor's
profit {}f by its cost of . Had DLA or Ontic conducted a review of
the subcontractor’s cost breakdown, it would have found that profit was percent
of its price, or percent ol its cost. Onlic was not required to conduct cosl analysis
because the purchase was under the Truth in Negotiation Act threshold. [lowever, if
Ontic- had analyzed its subeontractor’s prices, it could have identificd the excessive
profit, and DLA or Ontic could have negotiated a more reasonable profit rate.

£=0E4  In another example, a subcontractor sold 18 multiplying levers and brackets
to Ontie fm‘ per unit, which Ontic sold to DLA {'0 per unil. According
to the subcontractor’s cost breakdewn, it applied a per{:ent profit rate;

- however, the subhcantractor actuatly used a percent profit rate. The pcrccnt

profit rate was calculated hy dividing the subconlractor's profit of by
its cost before praofit of . Apain, Ontic was nol required to conduct cost

analysis hecause the purchase was under the Truth in Negobiation Act threshold.
However, if Ontic performed a cost analysis on subcontractor prices, it could
have identified the excessive profit that led Lo 2 cost of i per unit instead of
Dy {4}

per unit, and potentially negotiated a better price that could have been
passed as savings to DLA. As a result, Ontic avercharged DLA more for

¥ ontic did not provide the data necassary to aceurately caleutate the subcantractor's costs for EEC G

- of the $26.2 million rovicwed,
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o884 malerials than needed. DLA should develop a precess to ensure prime
contractors conduct appropriate cost ar price analyses to establish the reasonablencss
of proposed subconiracl prices and include the resulls of these analyses in s

price proposals.

Review of Purchasing System Could Benefit DoD

According 10 TAR Subpart 15.404-3, when analyzing subcontractor costs as part of
a fair and reasonable price determination, the contracting officer should cansider
whether the contractor has an approved purchasing system. The adminisirative
contracling officer can conducl a Contractor's Purchasing System Review {CPSR)
to evaluate the cfficiecncy and cifectivencss with which the contractor spends
Governmenl funds and complies with Government policy when subcontracting. A
CPSR evaluates whether the contractor obtained competition and performed adequate
eost and pricing analysis, along with a number of other fackors necessary to ensmre
that proposed subeontracts are consistent with anrent policy and sound business
judgment. Additionally, a €PSR requires the administrative contracting officer to
maintain a sufficient level of surveillance to ensure that the conlraclor is effeclively

managing its purchasing progranm.

Although there is no FAR requirement for a CPSR of Ontic, the overcharges shown
int this report warrant a CPSR and subsequent surveillance that would benefit DoD.
The review and continuing surveillance would ensure Ontic is performing adequate
eost and price analysis of its suhcontractors’ proposals to reduce the DolY's and Ontc’s
risk of paying- subcontractor prices that are not fair and reasonable, DLA should
identify Ontic's purchasing system as high risk and request that the administrative
contracting officer perforin a purchasing system review to determine Ontic's éfﬁciency

and effectiveness in spending DoD funds.

Licensing Agreements Restricted Negotiations and
Increased Costs

Ontic’s Heensing apreements with the OEMs restricted competition, increased costs,
and did not provide DLA contracting officials the leverage they needed to negotiate
fair and reasonable prices. Specifically, Ontic abtained data rights 1o manufaclure and
distribute spare paris through the use of licensing égreements wilh Lhe OEMs. Ontic
sought to obtain licensing agreements for legacy parts, which essentially made Qntic
the sole-source supplier for these parts. Qntic paid the OEMs an up-front, one-lime
fee for the licensing agreements, which Ontic recouped through G&A rates applied to

Government contracts.
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Impact of Licensing Agreements on Negotiations

foue) To illustrate the impact licensing agreements had on negotiativns, consider
DLA's efforts ta purchase cylinder assemblies for the AH-64A Apache helicopter. In
2807, Ontic obtained an exclusive licensing apreement with , the
OLM, for cylinder assemblies and other landing {_’,(:‘Zii.‘. As a result, Ontic became the
only authorized supplier in North America for the cylinder assemblics used on
the AH-64A Apache helicopters. In February 2012, after 4 months of altempting
to negotiate a fair and reasonable price with Ontic, DLA was compelled Lo apgree
to a price of per unit, to prevent the grounding of the AH-64A Apache
helicopters. The negotiated unit price was approximately percenL over
DLA'S target pi‘ice. Figure 4 shows a picture of the cylinder assembly.

(L TETa

wow D) Figure 4. Cylinder Assembly
Source; DLA Distribution
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{#e648) In another example, DLA purchased housing and insulation from Ontic. In

2003, Ontic obtained a licensing agreement with for wo

hydromechanical engine controls and their components, which included the housing

and insulation, making Ontic the sole supplier for these parts. Ontic initially proposed

4 price uf per unil, which significantly exceeded the Government's larpet
price of RAJ per unit. Negotiations spanned 14 months and eventually were

elevated to the DLA Division Chief and Ontic's Director of Contracts, because Ontic
falled to provide requesled cosl and pricing dala in a limely manner to support its
proposed price. After negotiations were elevated and the procurement quantity was
increased, Ontic revised its quote to per unit, which DLA accepted. However,
DLA determined the price was not fair and reasonahle but was the hest attainable
price and that further delays in awarding the contract jeopardized the readiness level
of the CH-53 Sea Stallion helicopter  Ontic’s Heensing agreement, comhbined with a
crilical supply need, restricted DLA's leverage to negoliate and compelled DLA Lo
accept Ontic’s prices.

Licensing Agreements Increased Costs to DoD

ROUQY  Ontic entered into these licensing agreements with the OEMs for minimal
cost and, due to the sole-source environment the licensing agreements created, Ontie
guickly recovered its initial investment, For exampls, Ontic obtained a licensing

by 1) forr a one-time,

agreement, which included air heat exchangers, from
up-front payment of plus an additional per(:ent royalty on Ontic's selling
price each time the air heat exchanger was sold. Tor the contract reviewed, Ontic
sold 10 air heat exchangers to DLA with a profit of per unit, or a total
profit of . Ontic’s profit from this one contract was four times more than
{Ontic’s initial up-front payment. Similarly, for the licensing agreements that included
the AH-64A Apache and CH-53 Sea Stallion parts discussed previously, Ontic made
inilial payments to the OEMs for respectively. In addition,
both licensing agreements included a percent ravalty on Ontic’s selling price each
time the parts were sold. Outic’s licensing agreement for cylinder assemblies used

on the AH-64A Apache helicopters also applied 1o eight other contracts we reviewed.

3B rmend@) The license agreement is fo
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-EF(-)-H-(-H Ontic's profit on these 9 contracts alone was which was
per(ent glealei than Ontic’s initial SRk payment.  In addition, Ontic's

total profit of 3 on one contract fm the CH-53 Sea Stallion parts was over
7 limes mare than Ontic’s initial payment.

ey We further determined that Ontic recovered its up-front licensing cosis hy
distributing these costs to its G&A expense rate, which is then applied to direct and
indivect labor, material, and reyalty fees on contracts.  Ontic’s royalty fees were only
incurred when Ontic sold a part, which Ontic charged as a direcl cost on the conlracl.
Furthcrmore, we determined the Government was. paying Ontic profit on its licensing
costs hecause Ontic charged proefit on its G&A and royalty fees. To alleviate the
restriciion that Ontic’s licensing agreements created, DLA should pursue other oplions
for obtaining spare parts. DLA should consider whether they can obtain data rights
sullicient for competition fram originat equipment manufacturers, negotiate coneesstons
on Ontit’s ongoing royally fees, or establish an option for the direct payment of royalty
fees hy the Government fo the OEMs. Additionally, DLA should develop a strategy to
reverse-engineer the parls or develop Govermment-owned technical data packages,

s0 DLA can gualify new sources and create a competitive market.

Overpayment for Sole-Source Spare Parts

Raa) DLA paid approximately $8 million maore than is fair and reasonable for
21 sole-source sparc parts that cost $26.2 million. Table 4 compares the prices DLA

accepted to OIG calculations.
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FOHE] Tuble 4. Comparison of Calculated Prices

Outer Cylinder Assembly

Birect Cdrrent Motor

Sirut Cylinder Assembly

Strut Piston Assembly

Actuating Cylinder

Sirut Cytinder Assemibly

Strut Assembly Cylinder

Cuter Cylindesr Assershiy

Linear Electro-Mechanical Actuator

Axle Socket Assembily

Refrigeration Heat Interchanger

Linear Actuating Cylinder Assembly

Air Heat Exchanger

Ferward Housing and Inserts Assembly

Matrix Assembly

Housing and Insukation

Multiplying Lever and Bracket

Alternating Current Motor

Control Cam

Drive Tuhe

Fluid Filter Cover

o8] Totals 26,243, 854.05 $18,213,479.06 $8,030,374.99

* Seathe Appendix for the cost anatysts metindology we used to caloudsta the 016 Calcalated I'rices.

FHH8F  Addifionally, DLA may pay as much as $11 million more than is fair and
reasonable for 21 sole-source spare parts over the next 5 years if DLA's demand
far sole-source spare paris continues at its current rate and no change is made.
DILA should assess and implement options to recover from Ontic the $8,030,374.99 in
overpayments, in accordance with DFARS Subpart 242,71, and conduct a review of
other sole-source spare parts pm‘éhascd from Ontic and request a voluntary refund on
all idenlified overpayments.

' The Defenss Foderal Acyuisition Regulation Supplement rocedures, Guidance, and lnferaation 242,71, "Voluntary

flefunds,” explains that the Government may request a voluntary refund when the contracting officer conciudes that the
contractor overcharged under a contract. Voluntary refunds may be requested durieg or after contract performance.
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Recommendations, Management Comments, and
Our Response

‘Recommendation 1

We recommend the Director, Defense Logistics Agency:

1. DPevelop a quality assurance process to:

a. Confirm that contracting efficers’ conduct and document sufficient
cost and price analysis, as required, to verify that contracter
prices are fair and reasonable, as requircd by Federal Acquisition
Regulation Subpart 15.404-1, “Proposal Analysis Techniques.”

Defense Logistics Ayency Comments

The Director, DLA Acquisition, responding for the Birector, DLA, agreed with the
recommendation.  The Director stated that the contracts reviewed during the audit
were awarded between May 2008 and February 2012 and thal jv February 2014,
DLA issued guidance and included adjustments to the required checklist for the
price negotiation memoerandum. The Director cxplained that the checklist requires
conlracting officers to document an explanation of the price analysis, the basis or
estimating technique used to determine price reasonableness, an explanation of any
price analysis performed hy cost element, and the submission of data other than cost

or pricing data thal were necessary to determine a reasonahle price.

Our Response

The Director’'s comments addressed the specifics of the recommendation, and no

further comments are required.

b. Require contracting officers to conduct cost analysis, in addition
to price analysis, en all Ontic Engineering and Manufacturing
proposals to determine price reasonableness, in accordance with
Federat Acquisition Regulation 15.404-1.

Defense Logistics Agency Comments

The Director, DLA Acquisilion, responding lor the Director, DLA, agreed.with the
recommendation and stated that DLA will develap a standard operating procedure (SOP)
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for contracting officers to follow when procuring sole-source items from Onlic
Engineering and Manufacturing. In addition, the Director siated thal the slandard
operating procedure will require cest analysis, in addition to price analysis, in
accordance with Federal Acquisition Regulation 15.404-1. The S0P will be completed
by November 20, 2014.

Qur Response

The Directer’s commaents addeessed the specifics of the recommendation, and no

further comments are required.

c. Substantiate that contracting officers verify that prime contractors
with licensing agreements, such as Onlic, conduct appropriate
cost or price analyses {o establish the reasonableness of propoescd
subcontract prices and inciude the results of these analyses in
the price proposal as required by Federal Acquisition Regulation
Subpart 15.404-3, “Subcontract Pricirig Considerations.”

Defense Logistics Agency Comments

The Director, DLA Acquisition, responding for the Director, DLA, agrecd with the
recommendation and stated that DLA will develop an SOP for contracling officers
to follow when procuring items from prime contractors with licensing apreements,
such as Outic. The Director explained that the SOP will require contracting officers
to conduct appropriate cost or price analyses to cslablish the reasonableness of
proposed subecontract prices and will include the resulls of the analyses in the price
proposal, as reguired by Federal Acquisition Regulation Subpart 15.404-3. The SOP
will be completed hy Novemher 30, 2014,

Qur Response

The Director's comments addressed the specifics of the recommendation, and no

[urther comments are reguired.
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Recommendation 2

Identify Ontic Engineering and Manufacturing’s purchasing system as high risk
and request that the administrative contracting officer review Ontic’s purchasing

system to determine Ontic's efficiency and effectiveness in executing DoD funding

Defense Logistics Agency Commients

The Director, DLA Acquisition, responding for the Director, DLA, agreed with the
rccommendation. The Director stated that DLA comtacted the Administrative
Canlracting Officer for Ontic. The Administrative Contracting Officer requested that
the Conlractor Purchasing System Review Team evaluate Ontic’s purchasing system
and sent a Contractor Purchasing System Review Risk Assessment Form to Ontic on
Aupust 20, 2014.

Our Response

The Dircctor’s comments addressed the specifics of the recommendation, and no

{urther comments are reguired.

Recommendation 3

Pursue other options for obtaining sole-source spare parts, such as determining
whether they can obtain data rights sufficient for competition frem original
equipment manufacturers, negotiating concessions on Ontic’s ongeing royalty
fees, establishing an optien for the direct payment of royally fees hy the
Government to the original equipment manufacturers, and developing a stralepy
to reverse-engineer the parts or developing Government-owned technical data

packages to gualify new sources and create a competilive market.

Defense Logistics Agency Comments
The Director, DLA Acquisilion, responding for the Divector, DLA, agreed with the

recommendation and stated that DLA has been pursuing other options for obtaining

-sole source spare parts. For cxample, DLA is in discussions with Ontic regarding

Ontic's practice of applying indirect costs and profit to its license fees. The Director
stated that his goal is to eliminate this practice. In addition, DLA identified Ontic’s

sole-source parts and developed a strategy to reverse-engineer items when it is cost
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cffective. Specifically, the Birector cxplained that DLA uscs two reverse-engineering
programs, the Replenishment Parts Purchase or Rorrow Program and the Value
Engineering Sourcing Support Tool. The Replenishment Parts Purchase or Borrow
Program allows contractors to buy er horrow items to reverse-engineer at their own
expense; DLA wdenlified 25 Ontic parts in this progrant. Using the Value Engineering
Sourcing Support Tool, DLA requests proposals from contractors who bid against one
another to ohtain the righis to reverse-cngineer an item. ‘FThe Government ineurs the
expense of reverse-enpineering the parts. DLA continues to review Ontic paz‘fS {o

identify additional candidates for the Value Bngineering Sourcing Support Tool,

Our Response

The Director's comuments addressed the specifics of the recommendation, and no
further comments are required.

Recommendation 4

Assess and implement availahle options to recaver from Ontic Engineering and -

Manulacturing the $8,030,374.99 in overpayments for sole-source spare parts,
incduding voluntary refunds, in accordance with Defense Vederal Acquisition
Regulation Supplement Subpart 242.71, “Veluntary Retunds.”

Defense Logistics Agency Comments

The Director, DLA Acouisition, responding for the Director, DLA, agreed with the
recommendation and stated that DLA asked us Lo provide the detailed breakdown
of our overpayment calculations. Ilowever, he stated that we were unable to obtain
Ontic’s agreement to release the contractor's proprictary data.  DLA agreed to
review available information lo determine whether the requirements lor a voluntary
refund were met, in accordance with Defense Federal Acquisition Regulation
Supplement Subpart 24271, DLA will complete its review and determination by
November 30, 2014.

Ourr Response

The Director's comments addressed the specifics of the recommendation, and no

further comments are required.
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Recommendation 5

Conduct a review of ail sole-source spare parts purchased from Ontic
Engineering and Manufacturing from Octeber 1, 2012, to the present with a
contract value greater than $150,000, and request a voluntary refund from Ontic
Engincering and Manufacturing for any identified overpayments, in accordance
with Defense Federal Acquisition Regulation Supplement Subpart 242.71.

Defense Logistics Agency Comments

The Director, DLA Acquisilion, responding for Llhe Directar, DLA, agreed with
the recommendation and stated that DLA will review all sole-source spare parts
purchased from Ontic from October 1, 2012, to the present, to identify any potential
'Uverpricing. DLA will then determine whether the i‘equirements for a voluntary
refund were met, in accordance with Defense Federal Acquisition Regulation

Supplement Subpart 242.71. DLA will complete its review and determination by
November 30, 2014,

Our Response

The Director’'s commenls addressed the specilics of the recommendation, and no

further comments are required,
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Appendix

Scope and Methodology

We conducted this performance audit from April 2013 through july 2814 in
accordance wilh generally accepled 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 an our audit
objectives., We believe Lhat the evidence obtained provides a reasonable basis for our

findings and conclusions based on our audit objective.

In June 2013, we requested information such as: eost and pricing Idal‘.a, praposals,
purchase orders, and licensing agreements, from Onlic for 21.parls. After three months,
Ontic provided the requested infermation. In September 2013 and January 2014, we
requested addifional infarmation based on the information provided from the first
request.  As of July 2014, Ontic had not provided all requested information, We based
our results on the Information available.

Nonstatistical Audit Sample of Spare Parts

We identified 13 contracts and one basic ordering agreement with multiple delivery
orders awarded to (ntic hetween Qctober 1, 2007, and December 3%, 2012, which
exceeded the §$700,000 certified cost or pricing data threshold using the Federal
Procurement Data System {FPDS). We uscd the Electronic Document Access [EDA)
database to identify the spare parts associated with each contract as well as the
delivery orders™ issued against the basic ordering agreement, We nonstatistically
sclected for review scven parts purchased on seven contracis and eight parts
purchased on eight delivery orders issued apdainst the basie ordering agreement
{NO0383-08-G-005B) with the highest dollar values. In addition, we nonstatistically
sciected the top 6 parts purchased on 6 additional contracts from a list of 20 parts
Lhat NILA cost and pricing officials identified as potentially overpriced. We reviewed
a total of 21 parts, valued at $26.2 million. See Table A for a listing of the parts and
contracts revicwed.

T A delvery order 1s an order for supplies that is placed againsl an established contract,
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Table A, Summary of Contracts Reviewed

W31pP4Q-05-D-0006
{Delivery Order P01}

144001-197-8018

114500145-19

Linear Electro-Mechanical
Actuator

Forward Housing and Inserts

{Delivery Order THAC)

SPM4AS. 08-C0102 2915-00-786-3210 7101832 Assembly
SPMA4AS-09-C-0043 2915-01-180-6119 7049773 Multiphying Lever and Bracket
SPM4AAT 10-C-0746 1660-01-253-9510 78052-3 Air Heat Exchanger
SPM4AS. 11-M-G500 4330-00-238-2264 102-1531 Fiuid Filter Cover
SPMAAT-11-C-0330 2935-01-203-1861 7364458 Matrix Assembidy
SPRRAZ-11-C-CD20 6105-01-550-0504 11481714 Direci Current Motor
SPE4AA4-12-V-0723 4710-00-918-9805 573322 Drive Tube
SPM4A4-12-M-0107 £105-01-130-9291 5005175A Alternating Current Motor
SPMAAAL-12-Y-0042 2040-01. 013 9231 752075-1 Control Cam
SPMAAT-12-C-0051 4130-01-191-1963 4101447 Refrigeration Heat
S interchanger

e S : Linear Actuating Cylinder
SPRRAL-12-C-0038 1650-01-153-2314 1168960-507 Assembly
SPRMAAS-13-C-0028 2915-00-728-0040 589526-1 Housing and Insulation
NOD383-08-G-0058 . ,
{Delivery Order 5001) | - 3040-02-411-5155 2581761 Actuating Cylinder
NO0383-08-G-0058 - - ,
{Delivery Order 5004) 1620-01-407-4950 2581756 Guter Cylinder Assembly
KOO3R3-08-G-0058 . - . . . .
{Delivery Order THAG) 1620-00-004-9856 2578145 Strut Assembly Cylinder
MNO0333-08-G-0058 . . .
(Detivery Order THA7) 1620-00-465-2371 1706-2 Quter Cylinder Assembly
NO0O383-08-G-0058 . Y - .
(Delfivery Order THAS) 1620-00-461-1584 1706-112 Axle Socket Assembly
MNO0383-08-G-0058 ol
(Delivery Order THAG) 162G-00-461-1615 1707A2-01 Strut Cylinder Assembly
NOO383-08-G-005B .
(Delivery Order THAA) 1620-00-465-2376 1706A1045P Strust Piston Assembly
NOO383-U8-G-0058 1620-00-409-6750 1707A2-02 Strut Cylinder Assembly
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Interviews and Documentation

fo determine whether DLA purchased sole-source spare parts fram Ontic at fair and
reasonable prices, we reviewed DLA's and QOntic's contract files for all 21 spare parts,
dated from April 2008 through December 2012, We reviewed applicable regulations
and guidance related to contract pricing and contrack eosis to determine whether
applicable guidance was followed when establishing fair and reasonable pricing
for sole-source spare parts, We reviewed FAR 2, "Definitions of Words and Terms;”
FAR Subpart 15402, “Pricing Policy;” FAR Subpart 15403, “Obtaining Certified
Cost or Pricing Data;” FAR Subpart 15.404, "Proposal Analysis;” FAR Subpart 31,2,
“Contracts with Commercial Organizations;” DFARS Subpart 215404-4, “Profit”
DFARS PGI Subpart 215.403-3{4), "Reliance on prior prices paid by the Government;”
and DFARS PGI Subpart 242.71, “Voluntary Relfunds

We reviewed decumentation to include requests for quatations, solicitations, eontraets,
modifications, orders for supplies or services, certificates of current cost or pricing
data where applicable, and contract award justifications. To determine DEA's basis
for awarding contracts ta Ontic and the results of DLA's negotiations, we reviewed:

recards of significant evernts and price negotiation memgrandums;

« DLAs price and cost analysis documentation to determine whether
Ontic’s prices were considered fair and reasonable, DILA and THS Haystack
Gold procurement histories to analyze previous purchase prices, and
DCAA analysis to identify whether deficiencies in Ontic’'s accounting

systems existed;

« Ontic’s cost data to include suppliers’ guotes, cost breakdowns, purchase
orders, and invoices to determine how the suppliers calculated the prices

they charged Ontic and how much Ontic paid its suppliers for the parts; and

« Ontic’s licensing agreements with OEMs to determine the royalty percentage
Ontic could charge DLA for each part.

In addition, we mel with officials from Defense Procurement and Acquisition Policy
and the DoD Office of General Counsel to discuss the impact of licensing agreements
on spare paris pricing. We interviewed DLA contracting and pricing officials in
Richmond, Virginia; DCAA auditors from the 5an Fernando Valley Branch Office,

Van Nuys, Catifornia; and DCMA contract administration and pricing officials from the
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Los Angeles Field Otfice, North Hill, California, to discuss cost or price analysis results,
price reasonableness determinations, and price negotiations., We also interviewed

personne! from Untie in Chatsworth, California, to discuss Untic's royalty calculations.

Price Analysis

We obtained procurement history data from DLA aud the IHS Haystack Gold system
to identify prior contracts for price analysis. We used EDA 1o obtain copies of the
prior coentracts and to verify the prior procurement history data provided by DLA and
I1iS Haystack Gold. For camparison purposes, we selected the most recent, previous
cantrael awarded for new manufactured parts, and purchased from a supplier other
than Ontic, when available. We escalated the prior contract prices to the same month
and vear of the contracts selected for review based on escalation factors from the
Burcau ol Labor Stalistics Producer Price Indexes. We cither used the same Producer
Price Index that DLA used in its price analysis when an index was specified or we
used the Producer Price Index for “other aircraft parts and equipment” when an index
was not specified. We compared the escalated previous purchase prices to conbract

unit prices to determine whether there were significant price increases.

Cost Analysis

For each of the 21 sample parts selected for review, we requested that Ontic provide
supporting documentation for contract prices. We obtained from Ontic and reviewed
Ontic's Government cost estimates, purchase orders, labor-hour summarics, royalty
caleulation, and actual annual cost swmmaries, We interviewed Onlic officials lo
determine Ontic’s business precesses, pricing practices, cost-estimating methodelogy,
and value-added services. We also requested DCAA analysis of Ontic’s proposals and
DCMA technical reviews, which we reviewed to help us identify questionable and

unsunpported costs.

We analyzed Ontic's Government cost estimates and supporting documentation to
identify costs thal were unallowable because the costs were either unaltocable or
unreasonable to the Govermment. We developed an OIG calculated price using Ontic's
cost-cstimating methodology, which we maodified to remove the costs determined
unallowable and revised to incorporate Ontic’s actual cost data. We then compared
our 016 calculated prices with DLAs contracted prices for the 21 parts selecied for
review to determine the amount DLA paid over a fair and reasonable price.
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Use of Computer-Processed Data

We assessed the reliability of DLA's procurement histories, IHS Haystack Gold dala,
EDA, and FPDS by comparing confract data with source documents. Specifically,
we used DLA's procurement histories and THS Haystack Gold data to identify prior
comtracts {6 compare with Ontic’s prices. In addition, we used DLA's procuremenl
histories to calculate DLA's procurement quantities for the 21 parts for FY's 2009
through 2013. We used FDA to obtain clectronic copics of contracts, delivery
orders, and modifications for the prior contracts and for Ontic contracks reviewed.
We compared DLA procurement histories, IHS Haystack Gold data, and FPBS data with
the contracts, delivery arders, and m(}dificati(ﬁs. As a resull, we deliermined that

the data were sufficiently reliable for the purposes of this report.

Lise of Technical Assistance

We consulfed with the Dob 0IG Quantitative Methods Division while delermining
our nonstatistical audit sample.

Prior Coverage

During the last five years, the DoD OIG issued seven final reports related to DoD
obtaining parts at fair and reasonable prices. Hnrestricted PoD OIG reports can be

accessed at http:/ fwww.dodip.mil faudit/reporls.

DOD IG
Report No. DODIG-2014-088, “Defense Logislics Agency Avialion Potentially Overpaid
Bell Helicapter far Sole-Source Commercial Spare Parts,” july 3, 2014

Reporl No. DODIG-2014-054, “TNicfense Logistics Agency Land and Maritime Paid Tao
Much for Iligh Mobility Mullipurpose Wheeled Vehicle Repair Parts,” April 4, 2014

Report No. DODIG-2014-038, "Air Force Life Cycle Management Center Could Not
[dentify Actual Cost of F119 Engine Spare Parts Purchased [rom Prait and Whitney,”
February 10, 2014

Report No. DODIG-2014-020, “US. Army Contracting Command Did Not Obtain Fair
and Reasonable Prices for Communications Equipment,” December 5, 2013
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Report No, D-2013-090, “lmproved Guidance Needed to Obtain Fair and Reasonable
Prices for Sole-Source Spave Parts Procured by the Delense Logistics Agency From The
Bocing Company,” June 7, 2013

Report No. D-2011-1434, “Pricing and Escalation lssues Weaken the Lffectiveness
of the Army Contract with Sikorsky to Support the Corpus Christi Army Depol
September 8, 2011

Report No. B3-2011-061, “Excess Inventory and Contract Pricing Problems Jeopardize

the Army Contract with Boeing te Support the Corpus Christi Army Depot,” May 3, 2011
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Appendixes

Management Comments

Defense Logistics Agency

DEFENSE LCJG]STICS AGENCY
HEADGQUARTERS
8725 JOHN J, KINGMAN ROAD --
FORT BELVOIR, VIRGINIA 220606221 AUG 25 204

MEMORANDLM FOR THE DEFARTMENT OF DEFENSE INSPECTOR GENERAL

SUBIECT: Rusponse fo Dob 1G Draft Report "Ontic Englaccring and Mamsfscluring
-pvcmhnr;;cd the Defeuse Logistics Agency for Sole-Source Sparo Parts,” (Project
No. D21 3-DOGOCH-0152.00)
1

Attached is the Defense Logistics Agengy’s (DLA) response Lo the subject Drafi Repoit,
W upprociaty the opporiusity fo review and contmerit on the fuding and recommendatlons,

The point of conlnel for fhis sudit is NN 0./ Ofice of the Iispector
Genersl, R i

il .

f\'f'[‘!-[ =W R, BEEEBE
Directur, DLA Acquisition

Attuohunent:
As stated
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Defense Logistics Agency {(cont’d)

Recomprendaltion 1,y; We recobumnend the Director, Befense Jogplstles Agency (DA} develop a
ruality gasurance progess o copdism hot vemlpcitog officurs? xG!’ldl!(t ang docament sulficient
cost and price analysts, a8 voquired, to verify That conlvaetor firices are fair' aid reasonable, as
required by Federal Avquisition Regulalion Subpart 15404-1, “Proposal Analysis TCE“UE(_]L}GS‘“

13LA Responsg: Concur. The eonteacls reviewed in this sudit wereawsided bebween May 2008
und Febrnumey 2012, Sinccihat time, DLA instituled 2 number of process improvements in line
willi the isterit of this recoumeiidation. . Stondard Procureinent Letter {PROCLTRY 2014-61 was
issaed in Febryary 2014 anl included ndjustments to the Zeguired #Hod Nugotiution
Metmorandunt (VM) chécldist. Chécklist seation 5, Ncgohnlion Sugimply, requires (he
Coutzacting Offieer docuienl an (',‘\:pl ation of Ihe price analysis pesforined, the hasis or
estinmaling technique vesd o détérmins jitfoe regonablensss, in cxplanation of any pm'c
snalysis perforined by eodt clanent, i the sibpuission of dafa olher dian cosl or pricing date
hecesstiry fo defeniine o reasdnnhle price,

Hecommendation .Lb: We recommand 1hc Birector; Defense | ogistics A,r;cncy {DI A} develop o
quality assitrance pmcew t 1cquue {'mllr.mtmg nfﬁnen tn wndu{l gosl nnnlys:s. in

addition o price analysis, on afl Ontic Hiygzneeriing and. Manufactining proposals to duterinine
nrice reasonabiloness; in acooljdance wn_h I'el_i_em__l Acguisifion R_cg,uianpn 15.404-1.

DLA Response; Coneur. DLA will develop u Standird Operating Pracedure (S0P for
corittacting officers tg fallow which procuring wll Ontic Enginesring and Mamufacturing sole
soutee lients. The SOP wilt include the reguitement 1o conduct vost analysis, in addition to frive
anulysis in acoordages with Federaf Acghisition Regulation 15.404-1. The $O1 will be
completed by November 39, 2014.

Reeanunendntion 3. We recommuont the Direetor, Deforise Logistics Agenoy (LA} develop 1
quality ngsuraner process to substuntinte that cm\lmclmg officers verity lhal prime
coitiackns with licensing agreemends, such ox Ondie, conduct appropriste cost or pilee
analyses 1 establish ihe reasonabléncss of propussetl subtuniract prices ind include the rosulta
of these analyscs i tho price proposal as veguired by Federat Acquisition Regulation
Subpart 15:404-3, “Subcontiagt Pricing Considerations.”

BLA Responge: Concin, DLA will dusclop a Stmulued Opicrating Proceduro {SOP} thr
contracting officers to foliow ivhien procuring items from prime contraciors with liconsing .
apreements, such sy Ondiv, The SOP will inctuda the tequirement for contracting officers (o
conduct apjrapritte cost or price milyscs to Gelablish the reasoneblencss of proposed
subebiitract prices usd include the resutls of these apalyses in the price proposa! ag
required by Federal Acquisition Regilalion Subpart- 1 5.404-3, “Subecntact Pricing
Considersiions.” The SOP vill be completed by November 30, 2014,

Reconmendation 2: Tentify Outic Haginearing and Mmmﬁu.luring ‘5 purchusiing systen ag high
il Feciest that the admisistative contidctag officer roview Oufic’s purchasing sysiem to
determiitic Ontie’s officicney and offétliveness in excculing DoD fonding,

PODIG PROJECT NQO. B2013-DOGDCH-0153.000
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Defense Logistics Agency {(cont’d)

- DLA Respoaser Coneur,  DLA contacted the Adminisitative Contracting Officer {ACOY for
Onlie Enpinicering and Masufaciuring, The ACO requested the Contractor Purehasing yﬁ[cm
Roview (CPSIE) Team evaluale Ontic’s purchasing system.  Additionalty, the ACO sent i CPSK
Risk Assessment Fonm to Ontio oit August 20, 2014,

Recorinugndidion 3t Phirsue other oplions for nhlamln;, sole-soliice spare paits, wc!x as
dctcrmiumg whetiter they cin obtain date cights sufficies fr mmpctltmn from ofl z;,um[
eqiripiment manufaciurers, negolinting concasstold oy Qittic’s ongoing toyalty fees,
ustablishihg an optios Gor the direcl paymont of soilty fees hy the Govemment to the
orgingl cquiprocst maufactivets, and developing @ sliatepy 1o, reverse-eugineer (he perts ar
developing Gaverament-owned fechuical data pickapes to gualify siew soutcis and create a
sompetitive marke!,

LA Responsg: Congur. DLA is conrently pussubig vdous options for oblaining sole soutee
sparc prs. DEA is fn prelimiary discussions witle Orpinid Fyuipment Monufaeturces (OTMs)
who hiave ficensing agreaments with Ontic. These ditcussions include the option of cither |}
obtaining the daty; or 2} elstrining the right fotse the dit.

DLA is aiso in discussions with Ontic vegarding their eosrent practivce of burdening the Recnsing
fees with indirect costs mid profil inn thelr proposals, 'Fhese diseussions wee atmed at elimingting
th: practice,

DLA idealified the sule source parts provided by Ontic aiid developed a strafegy to reverse
cajgiicer Hoing when i s cobt effective,  DLA GliHizes fwo réverse enginearing progesms, The
fif3t is the Replenishmient Paris Purelise or Borrow Proprany {RPPORB). This program nHewvs
contractors ¢ buy or borrew pirt winibiered items-to revoise aigtueet at thelr own expense:
Cyrweatly, DLA has 25 NENs that are Saded to Gntic ou The RPPOR website, The secing
girogrant uses the Value Tnpisieering Sourciig Stppor Toul (VESST), Under Ihis progia,
DLA raguesls ;:roposais fram contravtors whi bid | ugainst pne aavther tor the rghts to veverss
caginecr ais itém, The eost fo reverse ougineer it done 3 the povemment experse, LA bas
invested over $250,000 in breaking eul eight apeuﬁr., liph value ifoms, DEA continues to
review Critie itemg 1o Mentify additionn] candiddtes to solicl under VESST,

Recominendationd: Assess and implement avaitable oplions {o recover from Onife
Eapinesring and Mdnn!,u:(unng the $8,078.85R.73 in ovepaymenls for sole-souret Sz paris,
fnchuding velunlury tefunds, in ?lCGUi’('I\lI:‘K.L with Defense Federsl Acquisition Regulation
Supplenieni Subpatt 242,71, “Yoluntuey Rofunds,”

DLA Response:  Concur, DLA requested Bie T2l 1G provide fhe detatled breskdown of their
calevdation of the $8,078,858.73," Huwever, they werts unable 1o ubliin Ontis's agreement 1o
ielease the company™s propricluty duta, 'Thcmfcm BLA will review the informiation currently
availyble o determine i the requirentents for a voluntary refund are mel in secordance wilh
DFATS Subpart 24371, The review and detennination wilt be complote by November 30, 2014,

Hecommendation 5: Condnot o roview of ali sple-source spare parts prrchnsed frown Ontie
Enginecring and Manufaciuring tront Octaber 1, 2012, to the present with 4 cuntzact value

DOPIG PROYECT NO. D2013-DODRCI-0153.000
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Appendixes

Defense Logistics Agency {cont’d)

greater than $150,000, and refiest a voluntary refund from Ontic Engineering and
Manufacturing for any identified overpayments, in accordance with Defense Federal Acqulsition
Regatation Supplement {DFARS) Subpart 242.71.

DLA Response: Coutor. DLA will review all sple-soyree spare panis purchased from Onlic
from October 1, 2032 {o the presenl to identify any potenlial overpriciag, Upon completion, a
deterbiination will be made if the requirernsents for o volunlary refund are me! in sccordance witls

BFARS Subparl 24.271. The review aid determination will be compleled by Novermber 30,
214,

BODRIG PROJECT NO. D2(13-DOSOCH-G151.000
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Acrenyms and Abbreviations

Acronyms and Abbreviations

CPSR
DCAA
BCMA
DFARS
DLA
EDA

FAR.

FPDS
G&A
OEM

S0P

Contractor’s Purchasing System Review

Defense Contract Audit Agency

Defense Contract Management Agency

Defense Federal Acquisition Regulation Supplement
[Jefense Logistics Agency

{lectronic Document Access

Federal Acquisition Regulation

Federal Procurement Data System

General and Administrative

Original Equipment Manufacturer

Standard Operating Procedure
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Whistleblower Protectmn
U S DEPARTMENT OF DEFENSE

The thsdebfowcr Pmtect:on I*nhancempnt Act of 2012 requn‘eq
3":'.';':-.'thc Inspector Gencm? fo dewgnate a Whistleblower Protection
mebudsman m educate agency employees about prohibitions
on retahat;on and nght'; and remedies against retaliation for
pmtected dmdmurm' The designated ombudsman is the DoD Hotline
-.:j_-'Dn ecmr Pm* nmre mformatmn on your rights and remedies against
- _remha tion, visit www.dodig.mil/programs/whistieblower.

For more 1nf0rmat10n' about DoD IG
':_""_'.__{reports or acthtzes please contact us:

. Congressmnal Llalsan
congressmnai@dodtg mif 703.604.8324

= Mcdxa Contact
publtc affalrs@dodlg rm! 703.604.8324

S Munthly Updatc
. dodlﬂconnect request@hstserve com

Repnrts Mamng List
dodlg report@hstsewe com

iw;ttel
twrctea com/DoD IG

DDD i_lotlme
: 'dodig,n}il/hqti}ne
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