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MEMORANDUM FOR COMMANDERS, INVENTORY CONTROL POINTS
DIRECTOR, QEFENSE ENERGY SUPPORT CENTER
COMMANDER, DEFENSE REUTILIZATION AND MARKETING SERVICE
COMMANDER, TELEVISION-AUDIO SUPPORT ACTIVITY
DIRECTOR, DOCUMENT AUTOMATION AND PRODUCTION SERVICE
ADMINISTRATOR, DEFENSE NATIONAL STOCKPILE CENTER
DIRECTOR, DLA SUPPORT SERVICES

SUBJECT: Price Reasonableness Determinations

As a follow-through to risk assessments conducted in 1998, a special Procurement Management
Review (PMR) of spare parts pricing was conducted at DLA’s three hardware centers during the first part
of fiscal year 2000. The risk assessments were determined to be necessary after several DoD Inspector
General (DoD IG) audits alleged that some spare parts purchased by DLA were overpriced. The PMR
team focused on five categories of potentially overpriced acquisitions at each center: corporate contracts, -
other long-term “D” contracts, traditional “C” contracts, orders against basic ordering agreements, and
simplified acquisitions (“M” and “W” purchase orders). The purpose of the reviews was to assess the
overall risk to the Agency of overpricing in each category.

The attachment provides some of the lessons learned from the DoD IG audits and DLA’s Special
Pricing PMR. Not every lesson is applicable to every contracting activity. Each Commander should
ensure that relevant process corrections, adjustments, and training are accomplished to minimize the risk
of overpricing. Continuous improvement in the area of contract pricing is critical to meeting the current
needs of our customers as well as to our success in shifting to commercial practices.

My staff is available to assist you in any aspect of contract pricing. Please contact Mr. Robert
Morrison, (703) 767-3778, DSN 427-3778, or email robert_morrison@hq.dla.mil if you need any

assistance. .
WILLIAM fﬂ(ENNY Ej
Executive Director ,
Logistics Policy and Acquisition Management
Attachment
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" ATTACHMENT
LESSONS LEARNED ON PRICING

Contract Execution. One Jnspector General (1G) report substantiated that 31.A paid commercial
prices to & contractor {or spare parts where the costs for the contractor 10 manage, stock, and
dalivar ems directly to the users were contained in the tem pnces. Buyers subsequently
purchased those items for Inventory and applicd their full cost recovery rates to manage, stock,
and delivery these ilems to their custamers, thus duplicating costs, The same corperate contract
wag retablished to proenre nnhtenle conroe iveme from the comeactor Hwever, during conteact
execution, competitive items were ncluded that could have been procursd from the actual
mannfacturers at lower prices. Contracting personnel need to exercise eare to ensure that only
those items intended for the acquisition are included in the contract, and that Jirect vendor
delivery prices are not used fa purchase material for imventory.

Calalog Frives, Anutha IG tepon it substantiaied hae DLA buyers weie dutwncnling ey us
“fair and reasonable™ based on the tact that the price was & certain perventape lower than the
commercial catalog price. Catalog prices are not necessarily “fair and reasonable™ and a
“percentags below catalog price” cannot be the sole determinant of “fair and reasonable™
regardless of whether the catalog is “commercial ™

Historical Frices, [or purchases exceeding the micro-purchase threshold, DLAD 13.1406-
2{d{1ii) requires contracting personnel to “address the comparablity to prior prices (emphasis
added) paid for the same or similar items.” I addition, FAR 15.404-1{b}2 i1} identifies this
requirement as one of the various price analysis techuiques available to contracting personnel
which they may use to determine prices fair and reasonable, Comparison to historical prices paid
tright indisnta that roorent affered prices are 2ipnifreantly hipgher, reqinring addional anslysis to
determine the reason for the price escalation. It is often necessary to review more than fust the
most recent historieal price. We saw many examples where there was an unexplained spike at
some point in the past thet beeame the basis for every subsequent price paid for the item. Duyers
need to review ail relevant pricing history and usc additional price analysis techniques as
necessary.

Competition. The existence of price competition among vendots is not, in itself, a basis for
Jetermining prices [ar and reasonable.  There needs to be an affirmative determination that the
competition has resulted in a fair and reasonahle price.

Total Cost vs. Unit Price — As we shift toward more innovative business practices if is
imperative 1o look beyond fhe vnit price of individual NSNs, “Far and reasonable” must be
determined within the context of the entire business arrangement. Likewise, we must ensure that
we are not accepting “commercial” prices as fair and reasonable if they included levels of service
that are of ng benefit to the Government.

Business Case Analysis (BCA). Use of the BCA process is helpful in determining the most cost
affective mathod of support. BCAs aliow for the methodical identification of the costs and other

factors which impact on cach alternative. The BCA ensures that every aspect of the business
inttiative is examined fo determine if the proposed mitiative is viable and, when implemented
properly, produces a sufficient return on investment (ROI). Several prime vender initintives have

recently been withdraven after considerable time and effort due to findings in the BCA that
indioule meulfieient coot l'-‘:l\?:ﬂgk and RO, The BCA prasess =wac ngtrrmental in averting

implementation of several programs that would have ultimately proven too eastly.
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Breakount Procedures. The Breakout Program is designed to remave constraints for competitive
progurement by researching sole source items io develop fully competitive data packages, find
allernate scurces, of Teverse enginesr an itexl. These efforts ensure that competition on firture
Awards result In reasonable prices. As parl of e Brezkout Program, one center 1as parmnercy
with Grumman Data Systems. Grwmeman builds technical data packages on its sole source items
and provides them ta A far use (o future procurertents. A Uyproduct of the Breakout Program
is price reductions. Whether develaping technical data packages, changing the method of
procurement, finding aliernate sources, or produet improvement techniques, proactive value
tnanagement efforts can be direbtly related to price reductions. [n situations where contracting
personnel have indications that offered prices are questionable, consideratiun should be given to
enlisting the help of the Breakout Program.

Teaming within the Activity. Achieving fair and reasonable prices depends on the inlegrated
ctforts of several functionsl experts. A buyer's ability 10 get a good deal is limiled by the amount
of laverags they have in the marketplace. Commereial specifications, appropriate granping of
requirements, and aligning demand patterns with production schedules are & few of the ways
inteprated product teams of market analysts, supply analysts, and technicians can place the buyer
in & betier market position. Once a buyer enters the market for 3 low demand, sule source item,
ihe ahility of even the best negotiator to influence the contract prics is negligible. Teaming is
alsa critical in sitwations where prices offered are sigpificantly oul ol ling with previous award
prices or With the Siandard Unt Price (SUT). Connuunivations amung dis funclivual sapeiis amd
with the cuslomer are essential to ensure that all alternatives (substitute item; replace next higher
asscenbly; forego requirement; grant local purchase autharity, etc.) are considered before paying
an exorbitant price.

Teaming with Industry, The creation of a Strategic Alliance whereby senior company and
Government managers partner to establish business rules on how item prices will be derived tor
futire procurements is ons example of a leaming arrangement that serves to benefit both
eontracting parties. The business rules segregate the items inta groups such as built-to-order
items, catalog items, on-demand items, and replenishment items. When a solicitation is issued,
contractors use (he business rules to submit their offer, making price analysis easier and more
relizble. Rapid Improvement Teame with al! stakohalders are typically nzed to Mzevlitate the
Shategic Alliance process,

Reliance on Pricing Experts. The Special PMR results showed a high correlation between the
quality of the price analysis (and subsequent price reasonableness determination) when
designated Cost/Price Analysts participated in the procurement. This should not be surprising.
However, wg [uund some refuctance 1o use these oiciug experts. Foo woss vomplex
procuremnents, Cost/Price Analysts should be brought into the procurement process early and
allowed adequats time to perform the appropriate analysis. In addition, contracting personnei can
benefit from partnering with the Defense Contract Management Agency and the Delense Contract
Audit Agency personnel on large dollar vaiue, complex procurements, Their knowledge and

understanding of a contractor’s cost struciire can be instrumental in obtaining a comprehensive
business arrangement at Tair and reasonable prices.

Management Responsibility. [t is incumbent upon management to place the appropriate
emphasis on pricing. We recognized the difficulties associated striking a balance between
meeting customer’s immediate needs, moving out on inmovative business practices, and putting
forth the extra effort that is sometimes required to ensure that contract prices are the best the
government can obtain. It is especially difficult to Issue any kind of effoctive policy or guidelines
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or policy on how much time and effort should be spent pricing contracting actions at various
dollar levels. We recommend that (at keast the Hardware ICPs) implement a periodic price
escalation review process at some level within the organivation. For example, each Commodity
Business Unit, Product Center, or Application Group eould use existing databases to identify the
{10,253, or some other number} most significant instances of price increases. The list would be

provided to management [or review, Contracting officers would be accountable for justifyng the
contract pricing decision. 1n most cases the contracting officers are likely to have a sound basis
for their pricing decisions. 1f there were no particularly egregious price increases, management
may decide nol lo review any awards for the period. The awarcness that potenlial vverpricing is

going o he reviewerd systemically i likely in encaurage hetter pricing and documentation in all
award files.

The 25% Increase Rule™ and the Common Sense “Fvening News” Test. Defense Faderal
Acquisition Regulation (FAR) Supplement (DFARS) 217.7504 implements Seclion 12135 of P.L.
98-94. That site sets forth the “25% Rule” L.e., If the proposed price for spare parts or support
equipmernt excesds Uy 25%8 the lowest price praid by the Govomment within the most cecent 12
month period additional serutiny is required (for sole source items & written certification {o the
Head of the Caniracting Activity is required). FAR, DFARS, and DLAD Parts 13 and 15 contain
additional pricing guidance directed at variovs comtracting situstions, including micro-purchases,
first-time buys, apd buys that kiek-out of automated systems for pricing reasons. Collectively,
this guidance is designed to reasonably mitigate the risk of overpricing commensurate with the
dollar value of the procurements.  Each Hardware Center aiso has automated post award revicw
programs for antomated procurements. Refunds are requested when appropriate.

The guidclines and review processes in place are excellent saleguards against the
majority of potentially overpriced contracts, However, contracting personnel nieed to always be
acarn that thara are tnn many varishles to ever construct a set of mies and safeeuards to highlisht
or eliminate all possible overpricing. The contracting officer is always required to use all the
tools and training available, along with ommon sense to preclude any “newsworthy™
averpricing. The subjective judgment of the contracting office must take all reagonably knowable
information into account, including the value of the procorement and the cost of completing
additionat analysis (see FAR 13.202(a)3} for a discussion of micro-purchases).

Tools. Tn less complex acquisitions, performing a price analysis with a pencil or a caleulator is
sometimes sufficient to allow contracting personnel to defermine prices fair and reasonable.
However, as we continue to diversify and enter into more complox, high dollar value partnerships
with industry, performing a price analysis takes a considerable amount of time and a higher level
of pricing skills to complete. It would be difficult to perfarm price analysis with a caleylator on
pfvers with hundreds v thousands of itoms. Therchoro, Tarous automand wels ame in placs, nr
are being developed, 1o assist contracting personnel with performing price anzlysis on these
acquisitions, For example, the Vendor Stock Retention Model can be nsed to evaluate the
benefits of changing an itern's melhod of support from stock to direct vendor delivery. The DLA
Headquarters Pricing Web page on the Internet, at hitp:/fwww.procregs.hg dla.mil/Pricing,
rantaing a list with hyper-links of the various pricing tools available and under development. Tn
addition, the Price-Based Acquisiiion (PBA} Study Repoit issued by the Under Secretary of
Defense {Acquisition Reform) provides information on other tools available lo aid contracting
perscnnel. The Pricing web page will only be successful if field personnet use it, znd, provide
the feedhack and constructive input necessary to allow all DLA personnel to have acecss to
lessons learted, tools, and insights of other filad activities.



14.

15.

16,

7.

Training. Since most contracting persornmel compieted the mandatory BAWIA training courses
hefore acquisition reform initistives were implemented, DLA’s Leveraging the Commercial
Markerpiace — An friegrueed Froducy Teue dpproach fo Custoier Support Coursc, and the

DoD-sponsored web-based course Infegraring Commercial Business Prociices with Government
Acguisition Process are excellent training opportunities availahle to provide contracting
personnel information necessary to excel in our changing environment. Additional irzining
ppportunities are listed on the DLA Pricing 1lome Page noted above. We continue to solicit
input from Lield activities to hr:Lp identify and meet future training needs,

Sole-Source “Commercial” Ttem Pricing — We continue to see evidence that prices for sole-
source items, which now meet the definition of “commercial item,” may be increasing without
justitication. This appears to be happening even in situations where the contracting otlicers have
used all of the appropriate rules and tools to no avail. An integrated process team with Cost/Price

Analysts from DA HOe and the TTardware Centers is being formed to identify and document the
extent of (his problem.

“Puir and Reasonable” vs, “Best Intercst of the Government,™ There will be times when
awards must be made at other than fair and reasenable prices, For example, the cost of not
having the item (e.g., equipment out of service or a repair line stoppage) does not justify
agdinonat effons W negoiiale o Lelis pice, Likewise, a price determined to be “fair and
reasonable™ may not be in the best intercst of the Crovernment. For example, $750 may be & fair
and reasonable price for the one-time production of one repair part that cost less than a dollar
when it was last purchased many years ago. Ilowever, It may not be in the best interest of the
Govermment to make the purchase. In 4 situation like this the customer and technical specialist

should be consuifted to determine §f the requirernent could be met arotier wiy, or foregore it
light of the cxorbitant price. Contracling Officers should always Inok beyond the corners of the
contract to determine if an action is in the best interest of the Government.

Docomentation. The best pricing effort in the world will be subject to unnecessary scrutiny if
the documentation does not support the contracting officer’s decisions. Also, the pourly

documentod File penvides faw clues that will be useful (o the next contracting officer whe pulls
that file as point of reference.



