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March 28, 1988 

Brigadier General Edward I’. Barry, Jr. 
Commander, Ballis tic  Mis s ile O ffice 
Norton Air Force Rase, CA 92409-6468 

Dear General Barry: 

W e have completed a review of the pric ing of major subcontracts under 
prime contracts FO4704-84-C-0006 and Fo4704-85-C-0023 awarded to 
Hercules , Inc ., Magna, lJ tah, for Peacekeeper Mis s ile Stage III motors, by 
the Ballis tic  Mis s ile O ffice (BMO). Our objec tive was to determine 
whether Hercules  complied with the Truth in Negotiations  Act (Public  
Law 87-653) in ensuring that subcontract cost  estimates inc luded in the 
prime contract prices  were based on accurate, complete, and current 
cost  or pric ing data as of the completion of prime contract negotiations . 

Target prices  of contract -0006 and -0023 were overstated by $995,353 
and $176,308, respective ly , inc luding overhead and profit, because Her- 
cu les  did not ensure that proposed subcontract prices  for thrust vector 
actuators obtained from HR Textron, Incorporated, Valenc ia, California, 
were based on accurate, complete, and current cost  or pric ing data. In 
particu lar, we found overstatements in material cost  estimates, escala- 
tion fac tors, and direc t labor and indirec t expense rates. 

In addition, we do not believe that Hercules  evaluated Textron price 
proposals in an adequate and timely  manner as required by applicable 
procurement regulations . Hercules  completed evaluations  of Textron 
proposals after the prime contracts were negotiated, and used the 
results  to negotiate substantially lower prices  with Textron than those 
achieved by the HMO contracting officer us ing estimated reduction 
fac tors. 

Hercules  agreed that small amounts of material prices  were overstated, 
but did not believe that escalation fac tors or direc t labor and indirec t 
expense rates were overstated. In addition, Hercules  s tated that it com- 
plied with the requirement for evaluating subcontract price proposals. 

W e do not agree with Hercules ’ position on material eisca lation, direc t 
labor and indirec t expense rates, or subcontract proposal evaluations . 
13~0 offic ials  agreed to pursue recovery of the overstated material prices  
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and to contact the cognizant contract administration office to obtain 
documents and recommendations regarding the escalation factors and 
direct labor and indirect expense rates. BMO officials also agreed that 
Hercules should have made timely subcontract proposal evaluations and 
that BMO personnel could have done more to obtain the evaluations. (See 
am. I.> 

We believe the information in this report provides a basis for you to 
initiate action to recover the overstated prices from Hercules, and we 
recommend that you take such action. We would appreciate being 
informed of any actions taken on this matter. If you or your staff need 
additional information, please call me or Mr. Ronald A. Rononi at (213) 
894-3813. 

Copies of this report are being sent to the Vice President, Finance, HR 
Textron, Incorporated, Valencia, California; the Vice President, Controls 
and Administration, Hercules Aerospace Company, Aerospace Products 
Group, Magna, IJtah; the Department of Defense, Office of the Inspector 
General, Washington, D.C.; the Secretary of the Air Force; the Regional 
Director, Defense Contract Audit Agency, San Francisco, California; and 
the Commander, Defense Contract Administration Services Region, Los 
Angeles, California. Copies will also be made available to others upon 
request. 

Sincerely yours, 

George I% Grant 
Regional Manager 
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Overpricing of Peacekeeper Missile Subcontracts 
for Thrust Vector Actuators 

Background The Truth in Negotiations Act, Public Law 87-653, requires that, with 
certain exceptions, contractors submit cost or pricing data in support of 
proposed prices for noncompetitive contracts. The act also requires con- 
tractors to certify that data submitted are accurate, complete, and cur- 
rent. The contract includes a clause that gives the government a right to 
a price reduction if it is determined that the price was overstated 
because the data submitted were not accurate, complete, or current. 

Applicable procurement regulations state that the prime contractor is 
responsible for the review and evaluation of prospective subcontract 
cost or pricing data. Further, the regulations provide that the contractor 
is responsible for submission of the evaluation results to the government 
contracting officer as part of the prime contractor’s cost or pricing data 
submission. 

The I3allistic Missile Office (BMO) awarded fixed-price incentive contract 
FO4704-84-C-0006 to Hercules for the first production buy of stage III 
motors at a target price of $99,520,000. The contract price proposal 
included a Hercules estimate of $9,317,004 for thrust vector actuators 
(TVA)’ to be acquired from Textron. Hercules had a Textron subcontract 
proposal dated September 2, 1983, to support its estimate. Prime con- 
tract negotiations were completed on December 21, 1983. Hercules exe- 
cuted a Certificate of Current Cost or Pricing Data on Decnmber 21, 
1983, and certified that the data were accurate, complete, and current 
as of that date. Hercules subsequently negotiated with Textron a sub- 
contract price of $6,500,000 on May 3, 1984, which was about $2.8 mil- 
lion less than the estimate. 

HMO also awarded Hercules fixed-price incentive contract FO4704-85-C- 
0023 for the second production buy of stage III motors at a target price 
of $82,977,404, excluding warranty. Hercules included a cost estimate of , 
86,087,363 in its proposal to RMO for TVAs. Hercules estimate was based 
on a Textron proposal dated August 27, 1984. Prinje contract negotia- 
tions were completed on December 21, 1984. Hercujles executed a Certifi- 
cate of Current Cost or Pricing Data on February 5; 1986, and certified 
that the data were accurate, complete, and currents as of December 2 1, 
1984. Hercules subsequently negotiated with Textion, a subcontract 
price of $4,360,000 on November 21, 1985, which +as about $1.7 million 
less than the estimate. 

‘A device used to change the direction of thrust and thereby aid guidance of the missile to its ultimatt~ 
tarf.@t. 
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Appendix 1 
Overpricing of Peacekeeper Missile 
Subcontracta for Thrust Vector Actuators 

Noricompliance With Hercules did not ensure that subcontract cost or pricing data submitted 

Public Law 87-653 
by Textron was accurate, complete, or current as of the date of prime 
contract negotiations. As a result, the contract target price was over- 

Resblted in Overstated stated by $995,353, including overhead and profit as shown in table I. 1 

S&ontract Price in and discussed in the following section. 

‘tract F04704-84-C- 

Table 1.1: Overstated Textron Cost 
Estlmbte 

1 
Amount --..-____ ---_- ______ ______ 

Overstated material prices $9,20d -- -.__-- ______- -_______ -.___-- 
Escalation of material and interdivision costs 210,665 -.-____ ---.. 
Material price increases for quantity differences 21,035 --- 
Noncurrent direct labor and indirect expense rates 199,800 -_..-_-------_- - 

Total $440,700 
Textron overhead and profit 188,516 -. - ._- 
Hercules overhead and profit 366,137 - ..___ --.--.~--- ___ 
Total $995,353 

1 
I 

rqrstated Material Prices The Textron subcontract proposal included an estimate of $3,341,031 
1 for hydraulic power units. The hardware portion of the estimate was 

$1,591,875, or $63,675 each for the Z&unit requirement based on pro- 
posals from a second-tier subcontractor dated July 28 and September 1, 
1983. The latter proposal included prices of $63,675 and $63,307 for 23 
and 25 units, respectively. Hercules did not know of the lower unit 
prices for the larger quantity. The unit price difference resulted in a 
$9,200 overstatement. 

After prime contract negotiations, Textron negotiated lower prices with 
the second-tier subcontractor and disclosed the results to Hercules. 

Hercules agreed that material prices were overstated by $9,200. BMO 
agreed to pursue recovery of this amount. 

of Material and The Textron proposal included 10 and 15 percent escalation factors 
applied to material and interdivision cost estimates. Table I.2 summa- 
rizes this proposed escalation. 
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Append i x  I 
--. . .  

Wwpr ic lny  of Peacekeepe r  1Miss le  
LSubcont rac t r r  for Thrust  Vector  Actuators  

3-year  

I tem 
Servoac tua to r  " -  
TVAsubsys tem 

P r o p o s e d  
A n n u a l  c o m p o u n d e d  

escalat ion escalat ion P r o p o a e d  
m a terial percent  percent  escalat ion 
$ 2 2 9 , 1 7 4  1 5  5 2  $ 1 1 9 , 3 7 1  

1 5 5 , 8 9 1  IO  3 3  5 1 , 6 0 0  . 
Servova l ve  ( in t&d iv ismn)  
Total  

1 4 7 , 8 2 1  1 5  5 2  7 6 , 9 9 6  
$ 5 3 2 . 8 8 6  $ 2 4 7 . 9 6 7  

Text ron esca la ted  th e  m a ter ia l  cost  es t imates annua l l y  fo r  3  years  to  
essen tia l ly  cover  th e  a n t ic ipated pe r fo rmance  pe r i od  o f th e  subcon -  
tract-Apr i l  1 9 8 4  th r o u g h  N o v e m b e r  1 9 8 6 . S c h e d u l e d  de l iver ies  o f 
T V A s  to  Hercu les  we re  f rom February  1 9 8 6  to  D e c e m b e r  1 9 8 6 . 

Esca la t ion  o f th e  servoactuator ,  T V A  subsystem,  a n d  servova lve  
in terd iv is ion cost  es t imates we re  overs ta ted by  $ 2 4 0 ,6 6 5  b e c a u s e  th e  
Text ron p roposa l  i nc luded  esca la t ion  factors o f 1 0  a n d  1 5  pe rcen t, 
wh ich  e x c e e d e d  th e  Text ron pr ic ing  d e p a r tm e n t’s W e s t N o v e m b e r  1 , 
1 9 8 3 , esca la t ion  rate o f 7  pe rcen t. Text ron b a s e d  th e  lower  rate o n  th e  
In d u s trial C o m m o d i ties  P roducer  P r ice In d e x . Text ron d id  n o t d isc lose 
th e  lower  rate to  Hercu les  o r  to  th e  B M O  c o n tract ing o fficer. Fur ther-  
m o r e , Hercu les  d id  n o t eva lua te  Text ron’s p roposa l  o r  r eques t m o r e  cur-  
rent  p r ic ing  in format ion b e fo re  c o m p l e tin g  p r ime  c o n tract n e g o tia tio n s . 
In  add i tio n , Text ron app l i ed  th e  h ighe r  esca la t ion  rates fo r  a  3 -year  
pe r i od  th a t a n t ic ipated m a ter ia l  p r ice  inc reases  wel l  b e y o n d  th e  tim e  
Text ron w o u l d  n e e d  to  p lace  o rders  wi th vendo rs  to  m e e t de l ivery  
schedu les .  

Tab le  I.3  p rov ides  a  r a n g e  o f m a ter ia l  esca la t ion  est imates b a s e d  o n  var-  
ious  a s s u m p tio n s  o f e l a p s e d  tim e  f rom exp i ra t ion  q f vendo r  pr ice  q u o ta-  
tio n s  to  a n t ic ipated p l a c e m e n t o f orders .  For  ou r  rev iew,  w e  a s s u m e d  a  
l -year  esca la t ion  a t 7  pe rcen t, o r  $ 3 7 ,3 0 2 , w o u l d  h e v e  p rov ided  a  rea-  
s o n a b l e  est imate o f m a ter ia l  escalat ion.  Th is  es t imate w a s  $ 2 1 0 ,6 6 5  less 
th a n  th e  a m o u n t p r o p o s e d  by  Textron.  

Tkble  1.3: M a terial Escala t ion Est imates m ~ “+ B ~ m .“-~m-  
osed  by  Text ron at 1 0  a n d  1 5  percent  6  m o n ths 1 2  m o n ths 1 5  m o n ths 

Est imated Ques t ioned  Est imated Ques t ioned  Est imated Ques t ioned  
$18 ,651 '  .'. $ 2 2 9 , 3 1 6  $ 3 7 , 3 0 2  $ 2 1 0 , 6 6 5  $ 4 6 , 6 2 7  s 2 o i a 4 0  
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Appendix I 
Overpricing uf Peacekeeper Missile 
Subcontracts for Thrust Vector Actuators 

Textron generally purchased servoactuator and TVA subsystem material 
at prices 7.8 percent higher than the initial vendor quotations when pur- 
chase orders were placed 11 to 16 months after prime contract negotia- 
tions. The experienced escalation was far less than the 52- and 33- 
percent compounded rates proposed. Also, Textron deleted 1 of the 3 
years of proposed escalation in a revised proposal submitted to Hercules 
after prime contract negotiations. 

Hercules and Textron believe the proposed escalation was appropriate. 
Hercules stated that since the vendor quoted prices were valid for only 
60 to 90 days, they were escalated to the performance period of the sub- 
contract. Textron likewise stated that the higher proposed rates were 
appropriate because the price quotations were firm for only a short 
period of time, and the subcontracts would be awarded after the expira- 
tion dates. They also contended that the use of higher rates was appro- 
priate because the Peacekeeper Missile Program represented greater 
technical and price risks due to the use of different and more complex 
hardware, new vendors, and fluctuating program schedules. Hercules 
maintained that BMO was aware of the escalation rates questioned and 
discussed them at their fact-finding meetings. 

We do not agree with these comments because (1) the proposed rates of 
10 and 15 percent were higher than Textron’s most current escalation 
rate that Hercules did not discover and disclose to the government and 
(2) the rates used were compounded for an unreasonable period of time 
- through completion of subcontract performance instead of the esti- 
mated time needed to award vendor contracts. 

Actions Textron and Hercules took after prime contract negotiations 
confirm the inappropriate escalation of material. Hercules’ in-depth 
cost-analysis report on Textron was based on the lower recommended b 
rates of 6,2 percent and 6.7 percent for 1984 and 1985, respectively. Our 
review of BMO contract and pricing files disclosed that during the propo- 
sal evaluation, BMO raised a question concerning the 15 percent servoac- 
tuator material escalation. However, neither the substance of the 
question nor its disposition could be found in the files. 

BMO told us it would contact the cognizant contract administration office 
to obtain documents and recommendations about this matter. 
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Appendix I 
Overpricing of Peacekeeper Misde 
Subcontracts for Thrust Vector Actuators 

Material Price Increases 
for Quantity Differences 

Textron’s proposed material prices for the servoactuator, TVA subsys- 
tern, and servovalve included increases to compensate for anticipated 
higher unit prices to be paid for smaller hardware quantities. Table I.4 
summarizes the material price increase. 

T$ble 1.4: Material Price Increase 

Required 
quantity 

50 

Base 
amount 

proposed 
$348.545 

Percent Total 
Item 
Servoactuator 

increase 
2.8 

proposed ____- 
$358.305 

TVA subsystem 
Servovalve (interdivision) 
Total ---- 

25 207,495 2.4 212,475 --____ 
50 224,817 2.8 231,112 

$780.857 $801.892 

The proposed material costs were based on vendor quotations for 50 or 
25 units. The 2.4- to 2%percent increase represents higher unit prices 
anticipated by Textron for purchasing minimum quantity requirements 
of 46 servoactuators and servovalves, and 23 TVA subsystems. Since 
Textron required the higher quantities (50/25) for subcontract perform- 
ance and used them in the priced list of material, the price increases 
were not warranted. The overpriced material amounted to $21,035. 

Textron did not include the increases in a revised proposal submitted to 
Hercules after prime contract negotiations. 

Hercules agreed that material prices were overstated by $21,035. HMO 
agreed to pursue recovery of this amount. 

oncurrent Direct Labor !I a, d Indirect Expense 
ates 

The Textron price proposal included direct labor and indirect expenses 
based on bid rate” proposals submitted to the Defense Contract Adminis- 
tration Services (DCM) on June 22 and July 15, 1983, respectively. On 
November 4, 1983, Textron and DCAS initiated direct labor bid rate nego- 
tiations. Textron incorporated the generally lower negotiated labor rates 
in its bid rate schedule on November 23, 1983. On December 8, 1983, 
DCAS accepted the bid rate schedule as reflecting the results of 
negotiations. 

On November 22, 1983, Textron and DCAS also negotiated lower indirect 
expense rates than were proposed to Hercules. Textron approved the 

"A rate mutually agreed to by buyer and seller for administrative convenience in pricing contract 
proposals under specified conditions and for a specific future period, usually a year. 

Page 10 GAO/NSI.AJMM-127 HR Textron Subcontract Overpricing 

,. 



Appendix I 
Overpricing of Peacekeeper Missile 
Subcontracts for Thrust Vector Actuators 

lequate 
contract Price 
?osal Evaluation 

use of the negotiated indirect expense rates for bidding purposes on 
November 23, 1983, before completing prime contract negotiations. 

Hercules did not know of the results of the lower bid rate negotiations 
and therefore did not disclose them to the BMO contracting officer. 
Accordingly, Textron’s proposed direct labor and indirect expenses were 
overstated by $199,800. 

Textron included the lower negotiated rates in a revised proposal sub- 
mitted to Hercules after prime contract negotiations. 

Hercules stated that it had no record of rate changes at Textron before 
prime contract negotiations. We do not believe that lack of knowledge of 
the lower rates relieves Hercules of the responsibility for ensuring that 
Textron cost estimates were based on accurate, complete, and current 
cost or pricing data. 

BMO stated that it would contact the cognizant contract administration 
office to obtain documents and recommendations about this matter. 

Hercules’ submission of cost or pricing data to the RMO contracting 
officer in support of proposed prices was not complete because it did not 
include an adequate evaluation of the Textron proposal. The Federal 
Acquisition Regulation 15.806(a) provides that prime contractors and 
higher-tier subcontractors are responsible for the review and evaluation 
of prospective subcontract cost or pricing data, and for submission of 
the results to the contracting officer as part of the prime contractor’s 
cost or pricing data submission. 

Hercules completed a preliminary cost-analysis report on September 20, b 
1983, before prime contract negotiations. The report basically consisted 
of a discussion of proposed costs because Hercules had not conducted 
any fact-finding or cost analysis at Textron. The report stated that an 
in-depth evaluation was not possible at the time, nor did it contain ques- 
tioned costs. The report noted the need for Textron to do a detailed cost 
analysis of the second-tier subcontract proposal for hydraulic power 
units and to evaluate proposed material and escalation factors before 
subcontract negotiations. It also stated that Textron’s labor, overhead, 
and general and administrative expense rates had not been approved 
and that a government audit was needed to validate the rates. 
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A p p e n d i x  1  
O v e rp ri c i n g  o f P e a c e k e e p e r M i s s i l e  
S u b c o n tra c ts  fo r T h ru s t V e c to r A c tu a to rs  

- - - _ - -  

H e rc u l e s  re q u e s te d  a  D e fe n s e  C o n tra c t A u d i t A g e n c y  (D C X A ) re v i e w  o f 
ra te s  a n d  fa c to rs  o n  D e c e m b e r 6 , 1 9 8 3 . T h e  D C A A  i s s u e d  a  re p o rt o n  J a n - 
u a ry  1 2 , 1 9 8 4 , a fte r p ri m e  c o n tra c t n e g o ti a ti o n s . H a d  H e rc u l e s  
re q u e s te d  a  re v i e w  e a rl i e r i n  th e  n e g o ti a ti o n s  i t w o u l d  h a v e  k n o w n  th a t 
D C A A  h a d  a l re a d y  i s s u e d  re p o rts  o n  T e x tro n ’s  p ro p o s e d  i n d i re c t e x p e n s e  
a n d  d i re c t l a b o r ra te s  o n  S e p te m b e r 2  a n d  J u l y  2 6 , 1 9 8 3 , re s p e c ti v e l y . 
D C & I g e n e ra l l y  re c o m m e n d e d  l o w e r ra te s  th a n  th o s e  p ro p o s e d  to  H e rc u - 
l e s . F u rth e rm o re , th e  re s u l ts  o f ra te  n e g o ti a ti o n s  w e re  a v a i l a b l e  o n  
N o v e m b e r 2 3 , 1 9 8 3 , b e fo re  c o m p l e ti o n  o f p ri m e  c o n tra c t n e g o ti a ti o n s . 

H e rc u l e s  c o m p l e te d  a n  i n -d e p th  c o s t a n a l y s i s  o f a  T e x tro n  re v i s e d  p ri c e  
p ro p o s a l  o n  M a rc h  1 3 , 1 9 8 4 , a fte r p ri m e  c o n tra c t n e g o ti a ti o n s . T h e  
re v i s e d  p ro p o s a l  o f $ 8 ,4 5 6 ,5 2 8  w a s  s u b s ta n ti a l l y  l o w e r th a n  th e  i n i ti a l  
p ro p o s a l  o f $ 9 ,3 1 7 ,0 0 4 . H e rc u l e s  q u e s ti o n e d  a b o u t 6 0  p e rc e n t o f th e  
3 4 ,6 7 6  p ro p o s e d  d i re c t l a b o r h o u rs , o r $ 3 3 3 ,2 8 7 . T h e  H e rc u l e s  c o s t a n a - 
l y s t s ta te d  th a t p ro p o s e d  e n g i n e e ri n g  a n d  p ro j e c t m a n a g e m e n t l a b o r w a s  
a l re a d y  c o v e re d  i n  th e  fo l l o w -o n  fu l l -s c a l e  e n g i n e e ri n g  d e v e l o p m e n t c o n - 
tra c t w h o s e  p e rfo rm a n c e  p e ri o d  o v e rl a p p e d  th a t o f c o n tra c t -0 0 0 6  a n d  
w a s  th e re fo re  e x c e s s . L a b o r c o s ts , i n c l u d i n g  o v e rh e a d  a n d  p ro fi t, 
a m o u n te d  to  $ 1 ,1 4 7 ,9 7 5  o f th e  $ 1 ,5 7 6 ,6 9 7  q u e s ti o n e d  i n  th e  c o s t-a n a l y - 
s i s  re p o rt. H e rc u l e s  a l s o  q u e s ti o n e d  th e  p ro p o s e d  1 0  a n d  1 5  p e rc e n t 
a n n u a l  e s c a l a ti o n  ra te s  o n  th e  b a s i s  o f l o w e r fo re c a s t ra te s  o f 5 .2  a n d  
6 .7  p e rc e n t fo r 1 9 8 4  a n d  1 9 8 5 , re s p e c ti v e l y . 

T e x tro n  i n c l u d e d  a  s e c o n d -ti e r s u b c o n tra c t p ro p o s a l  o f $ 3 ,3 4 1 ,0 3 1  fo r 
h y d ra u l i c  p o w e r u n i ts  i n  i ts  p ro p o s a l  to  H e rc u l e s . A t th e  ti m e  o f p ri m e  
c o n tra c t n e g o ti a ti o n s , T e x tro n  h a d  n o t c o m p l e te d  a n  e v a l u a ti o n  o f th e  
p ro p o s a l . T e x tro n  re q u e s te d  a  g o v e rn m e n t e v a l u a ti o n  o f th e  p ro p o s a l  o n  
A u g u s t 1 7 , 1 9 8 3 , b e c a u s e  th e  s e c o n d -ti e r s u b c o n tra c to r d e n i e d  T e x tro n  
a c c e s s  to  p e rti n e n t re c o rd s . T h e  e v a l u a ti o n  w a s  c a n c e l e d  o n  N o v e m b e r 
1 5 , 1 9 8 3 , b e c a u s e  th e  s e c o n d -ti e r s u b c o n tra c to r d i d  n o t p ro v i d e  a d e - b  
q u a te  s u p p o rt fo r p ro p o s e d  c o s ts . T e x tro n  a g a i n  re q u e s te d  th e  e v a l u a - 
ti o n  o n  D e c e m b e r 1 6 ,1 9 8 3 , a n d  D C A S  c o m p l e te d  i t o n  J a n u a ry  1 2 , 1 9 8 4 . 
D C @  q u e s ti o n e d  $ 1 ,1 4 6 ,8 9 7 , a  s i g n i fi c a n t a m o u n t o f w h i c h  w a s  i n  p ro - 
p o s e d  d i re c t l a b o r h o u rs . T e x tro n  u s e d  th e  e v a l u a ti o n  re s u l ts  to  n e g o ti - 
a te  a  p ri c e  o f $ 2 ,6 2 5 ,0 0 0 , o r $ 7 1 6 ,0 3 1  l e s s  th a n  th e  s e c o n d -ti e r 
s u b c o n tra c t e s ti m a te  i n  th e  p ro p o s a l  to  B M O . 

H e rc u l e s  u s e d  i ts  M a rc h  1 3 , 1 9 8 4 , c o s t a n a l y s i s  a n d  th e  T e x tro n  n e g o ti a - 
ti o n  re s u l ts  w i th  th e  s e c o n d -ti e r s u b c o n tra c to r to  a rri v e  a t a  $ 6 5 0 0 ,0 0 0  
s u b c o n tra c t p ri c e  fo r T V A  s y s te m s  o n  M a y  3 ,1 9 8 4 . T h e  p ri c e  w a s  
$ 2 ,8 1 7 ,0 0 4  l e s s  th a n  th e  c o s t e s ti m a te  i n c l u d e d  i n  th e  p ro p o s a l  to  B M O . 
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Appendix I 
Overpricing of Peacekeeper Missile 
Subcontracts for Thrust Vector Actuators 

To save time, the Air Force contracting officer used a 12.42-percent esti- 
mated reduction factor instead of cost analysis in establishing a negotia- 
tion objective for the Textron cost estimate. The negotiation reduction of 
$1,157,172 achieved by the Air Force contracting officer was less than 
the costs questioned by Hercules in the Textron proposal and by DCAS in 
the second-tier subcontract proposal. The subcontract price negotiated 
by Hercules with Textron after prime contract negotiations ($6,500,000) 
was $1,659,832 lower than the negotiation objective achieved by BMO. 

Had the evaluations of the Textron and second-tier subcontract propos- 
als been completed and provided to the BMO contracting officer before 
prime contract negotiations, BMO may have achieved a substantially 
lower negotiation objective. 

We do not agree with the thrust of Hercules’ comments. The prime con- 
tractor had sufficient time from the date of the Textron proposal in 
early September, to the completion of negotiations in late December, to 
make an in-depth evaluation. Late completion of the second-tier subcon- 
tract proposal evaluation was not Textron’s fault. 

HMO agreed that Hercules could have accomplished more in-depth analy- 
sis earlier, and that BMO personnel could have done more to obtain the 
evaluation. BMO believes improvement has been made in this area, but 
that additional attention may be necessary. b 

Nd ncomp? -~- -- tlance With Hercules did not ensure that the subcontract cost or pricing data submit- __ b.__ _ 
Wblic Law 87-653 

ted by Textron was accurate, complete, or current as of the date of 
prime contract negotiations for the second production buy. As a result, 

Hercules believes it complied with the Federal Acquisition Regulation 
requirement for subcontract proposal evaluation in preparing the pre- 
liminary cost analysis on September 20, 1983, and giving it to BMO. Her- 
cules stated that the analysis was made within the time allotted by BMO, 
which did not permit an in-depth study. Textron stated that it promptly 
commenced its evaluation of the second-tier subcontractor’s proposal. 

Resulted in Overstated the contract target price was overstated by-$176,308, including over- 

Subcontract Price in head and profit as shown in table 1.5. 

Cc@tract F04704-85-C- 
0023 ” 
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Table 1.5: Overstated Textron Cost 
Eatimate -- -___-~ ._----__.---______. 

Overstated material prices . ..~. _______- 
Escalation of material costs ___~-_--.-.--.--- ----- 

Total 
Textron overhead and profit -----. ----__ 
Hercules overhead and profit -.~- -.-.-.___---___-- 
Total 

Amount 
$4,439 
45,438 

$49,877 
61,430 --.___- 
65,001 

-$176,308 

Okerstated Material Prices The Textron proposal included material cost estimates for the TVA sub- 
I system and the servoactuator. Our review of TVA subsystem material 
/ costs disclosed that 18 items amounting to $4,439 were duplicated in the 

servoactuator cost estimate. 

Textron corrected the duplication in its revised price proposals submit- 
ted to Hercules after prime contract negotiations. 

Hercules agreed that material prices were overstated by $4,439. BMO 
agreed to pursue recovery of this amount. 

Textron escalated servoactuator material cost estimates amounting to 
$174,090 by $57,624 based on a lo-percent annual escalation factor for 
3 years, or 33 percent compounded to essentially cover the anticipated 
performance period of the subcontract-April 1985 through October 
1987. Scheduled deliveries of TVAs were from November 1986 to Octo- 
ber 1987. 

Escalation of the servoactuator cost estimate was overstated by $45,438 
because the Textron proposal included escalation at 10 percent, which I, 
exceeded the Textron pricing department’s latest escalation rate of 7 
percent. Textron based the lower rate on the Industrial Commodities 
Producer Price Index. Textron did not disclose the lower rate to Hercu- 
les or to the BMO contracting officer. Hercules did not evaluate Textron’s 
proposal or request more current pricing information before completing 
prime contract negotiations. In addition, Textron applied the higher 
escalation rates for a 3-year period that anticipated material price 
increases well beyond the time Textron would need to place orders with 
vendors to meet delivery schedule. 
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- 
As with contract -0006, we assumed that a l-year escalation at 7 per- 
cent, or $12,186, would have provided a reasonable estimate of material 
escalation. This estimate was $45,438 less than the amount proposed by 
Textron. 

We found that Textron generally purchased servoactuator material at 
about 2 percent higher than the initial vendor quoted prices when pur- 
chase orders were placed 10 to 15 months after prime contract negotia- 
tions. The experienced escalation was far less than the 33 percent 
compounded proposed rate. Also, Textron deleted 1 of the 3 years of 
proposed escalation in a revised proposal submitted to Hercules after 
prime contract negotiations. 

Hercules, Textron, and BMO comments on this matter were the same as 
on contract -0006. We do not agree with the Hercules and Textron com- 
ments for the previously stated reasons. In addition, their actions after 
prime contract negotiations confirm the inappropriate escalation of 
material. For example, Textron deleted 1 of the 3 years of proposed 
escalation, and the Hercules in-depth cost-analysis report questioned 
significant amounts of escalation on the basis of lower recommended 
rates of 0.6 and 1.7 percent for 1986 and 1986, respectively. The BMO 
contract and pricing files contained no evidence of questions raised 
regarding the propriety of material escalation. 

contract Price 
As with contract -0006, Hercules’ submission of cost or pricing data to 
the BMO contracting officer was not complete because Hercules did not 
include an adequate evaluation of the Textron proposal before prime 
contract negotiations. 

Hercules completed preliminary cost and price analysis reports on Octo- 
ber 6 and November 12, 1984, before prime contract negotiations. The b 

latter report basically contained a comparison of proposal costs with the 
amounts proposed and negotiated for the prior production buy. The ear- 
lier report stated that an in-depth evaluation was not possible at the 
time. It also recognized the same concerns in the cost-analysis report for 
contract -0006 regarding the need to evaluate the second-tier subcon- 
tract proposal, along with material, escalation, and labor and indirect 
expense rates in the Textron proposal. The reports contained no ques- 
tioned costs. 

Hercules made an in-depth cost analysis of a Textron revised proposal 
on November 11, 1985, after prime contract negotiations. The revised 
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proposal of $5,093,323 was substantially lower than the initial proposal 
of $5,910,528. Hercules questioned $867,980, a significant amount of 
which was in direct labor hours and associated indirect expenses. The 
basis for the questioned labor hours was the same as for contract -0006. 
Textron used a lower 5-percent material escalation rate in its revised 
proposal to Hercules, and excluded escalation for a l-year period (1987). 
Hercules questioned the proposed rate on the basis of lower forecast 
rates of 0.6 and 1.7 percent for 1985 and 1986, respectively. 

Textron included a second-tier subcontract proposal of $2,110,252 for 
hydraulic power units in its proposal to Hercules. As with contract - 
0006, Textron had not completed an evaluation before prime contract 
negotiations. Subsequently, Textron obtained DCW technical and price/ 
cost-analysis reports dated April 30 and May 29, 1985, respectively. The 
evaluations were not provided earlier because Textron asked the sec- 
ond-tier subcontractor to recalculate its prices using more current his- 
torical cost data. DCAS questioned $613,859, principally in proposed 
direct labor hours, Textron used the evaluation results to negotiate a 
price of $1,650,000, or $460,252, less than the second-tier subcontract 
estimate in the proposal to BMO. 

Hercules used its November 11, 1985, cost analysis and the Textron 
negotiation results with the second-tier subcontractor to arrive at a 
$4,350,000 subcontract price for TVA systems on November 21, 1985. 
The price was about $1,737,353 less than the estimate included in the 
proposal to BMO. To save time, the Air Force contracting officer used a 
lo-percent estimated reduction factor instead of cost analysis in estab- 
lishing a negotiation objective for the Textron estimate. The negotiation 
reduction of $608,735 achieved by the Air Force contracting officer was 
substantially smaller than the costs questioned by Hercules in the Tex- 
tron proposal and by DCAS in the second-tier subcontract proposal. The I, 
subcontract price negotiated by Hercules with Textron after prime con- 
tract negotiations ($4,350,000) was $1,128,618 lower than the negotia- 
tion objective achieved by BMO. 

Had the evaluations of the Textron and second-tier subcontract propos- 
als been completed and provided to the BMO contracting officer before 
prime contract negotiations, BMO may have achieved a substantially 
lower negotiation objective. 

As with contract -0006, Hercules believes it complied with the Federal 
Acquisition Regulation requirement for subcontract proposal evaluation 
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and performed an adequate evaluation. We do not agree, because Hercu- 
les had enough time from the date of the Textron proposal in late 
August, to the completion of negotiations in late December, to make an 
in-depth evaluation, BMO comments on this matter were the same as 
those it made on contract -0006. 

Objective, Scope, and Our objective was to determine whether Hercules complied with Public 

Methodology Law 87-653 in ensuring that subcontract cost estimates in prime con- 
tract prices were based on accurate, complete, and current cost or pric- 
ing data, and whether fair and reasonable prices were negotiated. 

We performed our review at HR Textron, Inc., Valencia, California; Her- 
cules Aerospace Company, Magna, Utah; DCAS, and DCAA, Van Nuys, Cali- 
fornia; and the BMO, Norton Air Force Base, California. 

Our audit work included reviewing Textron price proposals and sup- 
porting documents, purchasing file documents, such as vendor price pro- 
posals and quotations, purchase orders, proposal evaluations, and 
negotiation memorandums. We also reviewed Hercules and BMO contract 
file documents, such as price proposals, cost analyses and proposal eval- 
uation reports, and negotiation memorandums. We discussed the results 
of our review with Textron and Hercules representatives, BMO con- 
tracting officials, and DCAS and DCAA representatives. We performed our 
review in accordance with generally accepted government auditing stan- 
dards from October 1986 through April 1987. 
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