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June 10, 1997 

MEMORANDUM FOR ASSISTANT SECRETARY OF THE AER PORCE 
(FINANCIAL MANAGEMENT AND COMPTROLLER) 

SUBJECT: Audit Report on Hotline Allegations Concerning Contract Pricing of 
Advanced Medium Range Air-to-Air Missiles (Report No. 97-157) 

We are providing this report for review and comment. We made the audit in 
response to Defense Hotline allegations. Comments on a draft report were considered 
in preparing this report. 

DoD Directive 7650.3 requires that all recommendations be resolved promptly. 
Therefore, we request that the Air Force provide additional comments on the 
recommendations by August 11, 1997. 

We appreciate the courtesies extended to the audit staff. Questions on the audit 
should be directed to Mr. Brian M. Flynn, Audit Program Director, at (703) 604-9051 
(DSN 664-9051) or Mr. William D. Van Hoose, Audit Project Manager, at 
(703) 604-9034 (DSN 664-9034). See Appendix F for the report distribution. The 
audit team members are listed inside the back cover. 

David K. Steensma 
Deputy Assistant Inspector General 

for Auditing 
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Office of the Inspector General 

Report No. 97-157 June 10,1997 
(Project No. 6AL-8007.00) 

Hotline Allegations Concerning Contract Pricing of 
Advanced Medium Range 4<r-to-Air Missiles 

Executive Summary 

Introduction. The audit is a result of Defense Hotline allegations. The Defense 
Hotline complainant alleged that the Air Force did not negotiate fair and reasonable 
prices for Advanced Medium Range Air-to-Ahf Missiles (AMRAAMs). Also, the 
complainant implied that one of the contractors that produced the missiles may not have 
submitted current, accurate, and complete cost or pricing data. The Hughes Missile 
Systems Company and the Raytheon Companyjproduce AMRAAMs. The Defense 
Contract Audit Agency performed postaward audits of the contracts for the production 
of AMRAAMs. 

The Air Force planned to acquire 11,055 AMRAAMs through FY 2009 at a total cost 
of $9.5 billion (then-year dollars) in procurement funds, which included $2.9 billion 
for 3,713 AMRAAMs for FYs 1997 through 2009. Through FY 1996, the Air Force 
had acquired 7,342 AMRAAMs at prices totaling {$6.6 billion. 

Audit Objectives. The primary audit objectives were to determine whether the 
Air Force negotiated fair and reasonable prices for AMRAAMs and whether the 
contractors provided the Air Force with current, accurate, and complete cost or pricing 
data. The audit also evaluated the Air For^e management control program as 
applicable to the audit objectives. 

Audit Results. We and the Defense Contract Audit Agency substantiated the 
complainant's two allegations. The Air Force can improve its process for negotiating 
contract prices for AMRAAMs. The Air Force {overpaid the Hughes Missile Systems 
Company about $41.1 million for manufacturing material, out of a total manufacturing 
material cost of ************** for 2,343 AMRAAMs from FYs 1991 through 1994. 

The Defense Contract Audit Agency's postaward audits of AMRAAM contracts 
showed that the AMRAAM contractors did not always provide accurate, complete, and 
current cost or pricing data to the Air Force. Ai a result, the Defense Contract Audit 
Agency identified ***************************************** ******* ******* 
contracts, all of which the Air Force recovered, i The Defense Contract Audit Agency 
identified *******************************4I************************ The 
************ is being negotiated. 

Recommendations in this report» if implemented, could result in a voluntary refund to 
the Government from the Hughes Missile Systems Company of $41.1 million for 
excessive prices. Also, implementation of the recommendations will enable the 
Air Force to identify any additional overpayments and potentially negotiate lower 
prices for future contracts for AMRAAMs. See Part I for a discussion of the audit 
results. See Appendix A for details on the rnanagement control program. 
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Summary of Recommendations. We recommend requesting a voluntary refund of 
$41 1 million from the Hughes Missile Systems CompanV for the excessive prices paid 
for Lots 5 through 8, reviewing Lots 9 and 10 for [additional excess prices, and 
requesting any appropriate voluntary refund. In addition, we recommend that the 
Air Force obtain adequate field pricing support and perform adequate analyses for 
major purchased parts included in the contractors' proposals for future contracts for 
AMRAAMs. We also recommend that the Air Force I old discussions of prices with 
the contractors and request the contractors to provide bes and final offers in those cases 
in which the analysis shows that lower prices may be available. 

Management Comments. The Director, Air Superiority Weapons, Air Force 
Program Executive Office for Weapons, nonconcurred with all recommendations. The 
Director stated that the Air Force does not agree thai the Hughes Missile Systems 
Company charged excessive prices and therefore dots not agree in requesting a 
voluntary refund. He stated that the contract changed numerous times after its award, 
and the report does not consider the effect that those contract changes had on the cost 
of material. The Director further stated that the recommendations regarding future 
negotiation strategies are not applicable to a mature production program that has 
adequate price competition because adequate price competition means that cost or 
pricing data are not required. See Part I and Appendix E for a complete discussion of 
management comments. The full text of management comments is in Part m. 

Audit Response. The fact that the Hughes Missile Systems Company charged the 
Air Force excessive prices for AMRAAMs is well documented in this report. The 
contract changes had little, if any, effect on our analysis of the proposed and actual unit 
costs of missile parts. We agree that die Air Force does not have to obtain certified 
cost or pricing data when the contracting officer determines that adequate price 
competition exists. However, the Federal Acquisition Regulation does not prohibit the 
AirForce from obtaining noncertified cost data. Because of the differences that have 
existed in the past between proposed and actual costs of major purchased parts, the Air 
Force should ask for cost data on major purchased parts and evaluate those data until 
the Air Force can document that those cost differences JO longer exist. Therefore, to 
preclude a reoccurrence of the issues documented in tiis report, the Air Force must 
obtain cost data for major purchased parts, analyze those cost data, hold discussions 
with the contractors, and request best and final offers when such cost analysis shows 
that a more favorable price may be available to the Air Force. We request that the Air 
Force provide additional comments regarding the recommendations by August 11, 
1997. ! 

u 
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Part I - Audit Results 



Audit Results 

Audit Background 

that the Air Force Air-to-Air 
fair and reasonable prices for the 

and that one of the 
mplete cost or pricing data. 

The Air Force Air-to-Air 

The audit is a result of Defense Hotline allegatio 
Joint System Program Office did not negotiate 
Advanced Medium Range Air-to-Air Missile ( 
contractors did not submit current, accurate, and 
The Navy and the Air Force use the AMRAA1        
Joint System Program Office acquires AMRAAMs from the Hughes Missile 
Systems Company (formerly Hughes Aircraft; Company, Missile Systems 
Group) and the Raytheon Company. All production contract awards have been 
firm-fixed-price contracts. Through FY 1996, the Air Force had acquired 
7,342 AMRAAMs at prices totaling $6.6 billion. Also, from FYs 1997 through 
2009, the Air Force plans to acquire an additional 3,713 AMRAAMs. The 
Air Force estimates that the 3,713 AMRAAMs w^l cost $2.9 billion. 

The Air Force acquired the AMRAAMs in lots of production. Through 
FY 1996, the Air Force had awarded contract^ for AMRAAMs in missile 
production Lots 1 through 10. Lots 11 through 19 are to provide the 
AMRAAMs that the Air Force plans to buy from FYs 1997 through 2009. 

Audit Objectives 

The overall objectives of the audit were to evaluate the effort of the Air Force 
to negotiate fair and reasonable prices for AMRA SMs and to determine whether 
the contractors provided the Air Force with accurate, current, and complete cost 
or pricing data. We also evaluated the adequacy of the management control 
program related to the functions reviewed. See Appendix A for the coverage of 
the management control program and the audit scope, methodology, and 
organizations and individuals visited or contacted. 
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Summary of Hotline Allegations and Results 

Allegation:       The Air Force did not negotiate fair and reasonable prices for 
AMRAAMS. 

Substantiated:   The Air Force can improve its process for negotiating fair and 
reasonable prices for AMJRAAMS    The findinc in this reoort 

Allegation: 

Substantiated: 

reasonable prices  
addresses the allegation. 

fs.   The finding in this report 

One of the AMRAAM contractors did not submit current, 
accurate, and complete co$t or pricing data. 

The Defense Contract Audit Agency performed postaward 
audits of the contracts for! the production of AMRAAMs. The 
audits showed that the ! Hughes Missile Systems Company 
(Hughes) and the Rayfheofc Company (Raytheon) did not always 
provide the Air Force wiqi accurate, complete, and current cost 
or pricing data, although {he dollar value of the discrepant data 
was not large in comparison to the total contract value. The 
Defense Contract Audit Agency recommended price reductions 
*M>******************4****************************** 
******, The Procurement Contracting Office has recovered the 
fljjj ♦♦IM«*************'?******************************. 

Additionally, the Defense Contract Audit Agency recommended 
price reductions of ************************************ 
******************** The recommendations with ******** 
*********************4* See Appendix B for a summary of 
the audits. 
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Contract Pricing of Advanced Medium 
Range Air-to-A& Missiles 
The Air Force Air-to-Air Joint System Program Office can improve its 
process for negotiating contract prices for Advanced Medium Ränge Air- 
to-Air Missiles (AMRAAMs). Contract negotiations can improve 
because the Air Force did not obtain adequate field pricing support, 
perform the cost analyses necessary to establish fully defensible 
negotiation objectives, hold discussions to negotiate lower prices, or 
request best and final offers. The Air Force did not obtain the support 
and perform the analyses because the contractors' proposed prices for 
AMRAAMs were decreasing, and the Air Force incorrectly assumed that 
those price decreases indicated that the contractors' proposed prices were 
fair and reasonable. As a result, the Air Force overpaid about 
$41.1 million, out of the total manufacturing material costs of ***** 
******************************** f0T 2,343 AMRAAMs for Lots 5 
through 8 from FYs 1991 through 1994. If the Air Force could obtain a 
voluntary refund, it could put those funds to better use. 

Air Force Process for Awarding Contracts for AMRAAMs 

Acquisition Strategy. The Air Force established a dual-source acquisition 
strategy to achieve competition, which should result in lower prices for 
AMRAAMs. The Air Force told the two contractors that it could divide the 
annual quantity of AMRAAMs being procured between the two contractors or 
that it could award the entire quantity to one contractor. Through Lot 10, the 
Air Force divided the annual procurements of AMRAAMs between the two 
contractors. 

Contracting Process. The Air Force used the negotiation process for 
awarding firm-fixed-price contracts for the production of AMRAAMs. 
Specifically, the Air Force requested proposals from the two contractors, 
obtained field pricing support, analyzed proposed costs, presented the results of 
the cost analyses to a source selection committee, presented recommendations of 
the source selection committee to the appropriate approval authority, and 
awarded the contracts accordingly. 

The extent to which the Air Force applied that process varied depending on the 
lots that it was acquiring. For Lots 1 through 8, the Air Force determined that 
adequate price competition did not exist. For Lots 9 and 10, the Air Force 
considered that adequate price competition did exist.  The contracting officer's 
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Contract Pricing of Advanced Medium Range Air-to-Air Missiles 

determination of adequate price competition meant that the Air Force requested 
less data from the contractors and that the contractors were not required to 
certify that the data were accurate, current, and complete. 

Review of Proposed Material Costs. Instead of requesting field pricing 
support from the Defense Contract Audit Agency or the Defense Contract 
Management Command, the Air Force used the services of a consulting firm, 
Wallace and Company, for analyzing the material costs that the contractors 
proposed for Lots 4 through 8. Material costs represented about 56 percent of 
the total proposed cost of an AMRAAM. Wallace and Company's analyses 
consisted of comparing the contractors' proposed costs for purchased parts with 
costs that the contractors proposed for the same parts in their previous 
proposals. Wallace and Company made the analyses for purchased parts that 
made up 70 percent of the total material costs. Also, Wallace and Company 
calculated trends in the contractors' proposed costs that showed that the 
proposed material costs were declining from lot to lot. For Lots 9 and 10, the 
Air Force continued using the methodology that Wallace and Company used. 

The Air Force did not use the services of Wallace and Company after Lot 8. 
Air Force officials told us that it did not renew the contract with Wallace and 
Company because the Air Force no longer required its services. Also, 
beginning with Lot 9, the Air Force stopped requiring certified cost or pricing 
data. However, Air Force officials stated that they may require the contractors 
to include data for the 20 highest-valued purchased parts in their proposals so 
that Air Force officials could evaluate the contractors' proposed costs for the 
major items of purchased parts. The Air Force applied the process to both 
Hughes and Raytheon. 

Overall, the analyses that Wallace and Company and the Air Force made 
generally showed continual decreases in proposed costs for material, as shown 
in Appendix C. 

Also, the overall prices for AMRAAMs had decreased on each lot. As shown 
in Appendix D, the unit price for the Hughes produced missile declined from 
******* million in 1987 to ******** in 1996. The Raytheon produced missile 
declined in unit price from ******** million in 1987 to ******** in 1996. 

The decreases in the proposed material costs and the prices of AMRAAMs 
contributed to the Air Force decisions to accept the contractors' proposed prices 
for all contracts awarded from Lots 5 through 10 without discussions or requests 
for best and final offers. 
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Contract Pricing of Advanced Medium Range Air-to-Air Missiles 

Improvements Needed in the Negotiation Process 

The Air Force Air-to-Air Joint System Program Office can improve its process 
for negotiating fair and reasonable prices for AMRAAMs because it did not 
obtain adequate field pricing support, perform adequate cost analyses, hold 
discussions to negotiate lower prices, or request best and final offers. The 
Air Force did not obtain the support and perform the analyses because the 
contractors* proposed prices for AMRAAMs were decreasing, and the 
Air Force incorrectly assumed that those price decreases indicated that the 
contractors' proposed prices were fair and reasonable. 

Field Pricing Support. The Air Force did not obtain adequate field pricing 
support. Specifically, the Air Force did not follow the Air Force Federal 
Acquisition Regulation (FAR) Supplement in its analyses of the^material_costs 
that the contractors proposed. Air Force FAR Supplement 5315.805-5(90), 
"Field Pricing Support," states: 

When material costs are based on quotes or estimates, the contracting 
officer should request the auditor or administrative contracting officer 
(ACO) as appropriate, to verify that decrement factor information is 
current, accurate, and complete, and also determine if proposed 
decrement factors reflect specific experience with a vendor or an 
average decrement for a certain commodity or commodity group. 

The contracting officer did not analyze cost decrements between the contractors' 
proposed costs for material and the contractors' actual costs. Also, the 
contracting officer did not request the Defense Contract Audit Agency to 
evaluate the contractors' cost proposals for Lots 5 through 10. 

The contracting officer explained that she did not ask the Defense Contract 
Audit Agency to evaluate the contractors' proposals because Wallace and 
Company was familiar with the cost elements for the AMRAAM and, therefore, 
Wallace and Company would be better suited to evaluate the proposed costs. 

Based on documentation that the Air Force provided to us, the analysis that 
Wallace and Company performed only fetennined that proposed costs for 
materials were lower than material costs that the contractors proposed 
previously. Those analyses did not show the differences between what the 
contractors proposed and what the contractors actually paid and did not 
determine or verify a decrement factor. Those differences represented 
potentials for price reductions had the Air Force held discussions with the 
contractors and asked for best and final offers. 
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Contract Pricing of Advanced Medium Range Air-to-Air Missiles 

Cost Analyses. The Air Force did not follow the Air Force FAR Supplement 
in its analyses of the material costs that the contractors proposed. Air Force 
FAR Supplement 5315.805-3(90), "Cost Analysis," states: 

Anticipated decrements, or decrement factors, are the historical 
differences between vendors* and subcontractors' proposed prices and 
the actual prices negotiated with th<j>se vendors and subcontractors, 
e.g., the historical average decrement for a specific vendor or the 
average decrement for a certain commodity or commodity group. 
When performing cost analysis on material costs based on quotes or 
estimates, the contracting officer! should consider anticipated 
decrements, or decrement factors, that may be achieved by the 
contractor when the contractor subsequently negotiates the purchase 
order or subcontract. If a contractor does not include decrement 
factor information in its initial cost or pricing data submission, the 
contracting officer should not rely on a subsequent finding of 
defective pricing but should specifically request decrement factor 
information to conduct a meaningful analysis. 

Hughes' proposal for Lot 6 included a decrement factor, however, that proposal 
wasthe only proposal from Hughes mat included a decrement factor. Hughes 
proposed a decrement factor of ***percenit. Based on a comparison of proposed 
and actual costs, we estimated that a decrement factor of **** percent would 
have been more appropriate. The Air F^rce did not analyze the **** percent 
decrement factor that Hughes proposed. Furthermore, the Air Force did not 
obtain decrement data for any of the othef Hughes cost proposals. In addition, 
the Air Force did not obtain decrement data from Raytheon. 

Discussions With Best and Final Offers. The Air Force did not hold 
discussions with the contractors to negotiate lower prices or request the 
contractors to provide best and final offers. The Air Force did not hold 
discussions of prices with the contractors 0r request best and final offers because 
it was not aware that lower prices were possible. If the Air Force had obtained 
adequate field pricing support and performed adequate cost analyses, it would 
have known that lower prices were possible. 

Evaluation of the Air Force Review of Material Costs 

We compared the contractors' proposed costs with the contractors' actual costs 
for 40 of the highest valued parts in Lot$ 5 through 8. Our comparison of the 
contractors' proposed costs with their actual costs did not include Lots 9 and 10 
because actual cost data were not available at the time that we conducted audit 
verification work. The differences between proposed and actual costs could 
continue in Lots 9 and 10.   Therefore, ihe Air Force should make reviews of 
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Contract Pricing of Advanced Medium Range Air-to-Air Missiles 

Lots 9 and 10 to determine the differences between proposed and actual costs 
for major items of purchased parts. If significant differences exist, the 
Air Force should request voluntary refunds. 

Material Costs Proposed for Hughes. While the prices on each lot decreased, 
the Air Force may have achieved even greater decreases in prices from Hughes 
through a more thorough analysis of the proposals, discussions with the 
contractor, and requests for best and final offers. If the Air Force had taken 
those three actions, it may have reduced the contract prices by as much as 
$41.6 million. We computed the $41.6 million potential price reduction for 
Hughes Lots 5 through 8 by comparing the proposed costs of the 40 highest- 
valued parts in each lot with actual costs of the same part. In each lot, the 
contractor's proposed material costs were significantly higher than the actual 
costs to the contractors. Table 1 and Figure 1 summarize the differences 
between proposed and actual material costs. 

Table 1. Differences Between Proposed and Actual 
Material Costs for Hughes 

Proposed Actual1 Difference 

Lot52 ************ ************ ************** 

Lot63 ************ ************ ************** 

Lot72 ************ ************ ************** 

Lot82 ************ ************ ************** 

Total ************ ************ ************** 

!We derived the actual prices from the contractor's cost accounting system. 
2We based the costs for Lots 5, 7, and 8 on a quantity of 450 AMRAAMs. 
3We based the costs for Lot 6 on a quantity of 800 AMRAAMs. 

Based on the analysis, we concluded that the Air Force would realize potential 
monetary benefits of $41.1 million ($41.6 million minus $0.5 million in refunds 
for defective pricing) for various prior year accounts if it successfully pursued a 
voluntary refund. 
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For Official Use Only Figure Removed 

Figure 1. Proposed Versus Actual Material Costs for Hughes 

The differences between the proposed material costs and those actually paid by 
the contractor represent the amount of excessive prices that the Air Force paid 
and, in turn, contributed somewhat to additional profit to the contractor. We 
also recognize that the merger of the General Dynamics Missile Division with 
the Hughes Missile Systems Company, in August 1992, may have also 
contributed to the additional profit. Table 2 summarizes the differences 
between proposed and actual profits for Lots 5 and 6. 

Table 2. Profit for Hughes 

Percent Percent Percent 

Lot 5 

Lot 6 

Proposed Actual Complete 

** ** ** 

** ** ** 

"Lots 7 through 8 were not at a completion stage in which a valid actual profit 
percentage could be computed. 

Material Costs Proposed for Raytheon. We performed a similar analysis for 
Raytheon. However, significant discrepancies between the proposed and actual 
costs of material were not evident. Table 3 and Figure 2 summarize the 
differences between proposed and actual material costs. 
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Table 3. Differences Between Proposed and Actual1 

Material Costs for Raytheon 

Proposed Actusd Differences 

Lot 52 ************ ************ ************ 

Lot 63 ************ ************ ************ 

Lot 72 ************ ************ ************ 

Lot82 ************ ************ ************ 

Total ************ ************ ************ 

iWe derived the actual prices from the contractors cost accounting system. 
2We based the costs for Lots 5, 7, and 8 on a quantity of 450 AMRAAMs. 
3We based the costs for Lot 6 on a quantity of 800 AMRAAMs. 

For Official Use Only Figure Removed 

Figure 2. Proposed Versus Actual Material Costs for Raytheon 
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Contract Pricing of Advanced Medium Range Air-to-Air Missiles 

Table 4 summarizes the differences between proposed and actual profits for 
Lots 5 and 6. 

Table 4. Profit for Raytheon 

Percent 
Proposed 

Percent 
Actual 

Percent 
Complete 

Lot 5 ** ** *** 

Lot 6 ** ** *** 

Opportunities to Lower Future Prices 

The Air Force could obtain lower prices for AMRAAMs in the future by 
thoroughly evaluating the contractors' proposals, especially decrement factors. 
The opportunities for the Air Force to obtain lower prices will occur during the 
negotiations of prices for Lots 11 through 19 for FYs 1997 through 2009. 
During that period, the Air Force plans to acquire 3,713 AMRAAMs, estimated 
to cost $2.9 billion. The fact that the contracting officer determined that price 
competition was adequate does not preclude the contracting officer from 
requesting any data from the contractors and performing any analysis deemed 
necessary. 

Summary 

By not requesting adequate field pricing support or because of inadequate cost 
analyses, the Air Force missed opportunities to obtain price reductions that 
could have totaled $41,593,171. If Wallace and Company or the Government 
had performed proper cost analyses, the differences would have been apparent 
and would have spawned discussions and requests for best and final offers, 
which may have resulted in reduced priced 

To date, the Government has recovered ******************** based on 
Defense Contract Audit Agency recommendations resulting from defective 
pricing of material. However, that amount does not adequately represent the 
added cost to the Government because **fi****************************** 
****************, and Wallace and Company, the support contractor, did not 
adequately assess the proposed costs ofi material. Therefore, the Air Force 
should request a voluntary refund of $41,095,150, as shown in Table 5. 

11 

For official me only date and marking haije been deleted from this report. 



Contract Pricing of Advanced Medium Range Air-to-Air Missiles 

Table 5. Request for Voluntary Refund 

Total missed opportunities $41,593,171 

Amount recovered (498.021) 

Total Refund to Request $41,095,150 

Management Comments on the Finding 

The Director, Air Superiority Weapons, Air Force Program Executive Office 
for Weapons, commented on the draft report foij the System Program Director 
for the Air-to-Air Joint System Program Office. The Director took exception 
with various facts and audit conclusions presented in the draft report. We made 
changes to the report based on the comments whefre appropriate. The Director's 
detailed comments and the audit's detailed responses are in Appendix E. The 
full text of the Director's comments is in Part HI. 

Recommendations, Management Comments, and Audit 
Responses 

We recommend that the System Program Director for the Air-to-Air Joint 
System Program Office direct that the Procurement Contracting Officer for 
the Advanced Medium Range Air-to-Air Missile: 

1. Request a voluntary refund from the Hughes Missile Systems 
Company for $41,095,150, which is the amount that proposed material 
costs exceeded actual material costs, adjusted by recoveries for defective 
pricing for Lots 5 through 8. 

Management Comments. The Director, Air Superiority Weapons, Air Force 
Program Executive Office for Weapons, provided comments for the System 
Program Director for the Air-to-Air Joint System Program Office. The 
Director nonconcured with the recommendation (because the Air Force did not 
agree that the contract prices for AMRAAMs \^ere excessive. The Director 
stated that substantial changes occurred during the| performance of the contracts. 
Therefore, comparison of any original proposal!data actual performance data 

12 

For official use only data and marking have been deleted from this report. 



Contract Pricing of Advanced Medium Range Air-to-Air Missiles 

must reconcile the numerous changes, including quantity changes, to be valid. 
The changes included quantity changes for three AMRAAM configurations, 
configuration changes, and numerous engineering change proposals and value 
engineering change proposals. 

Audit Response. The Director should reconsider his decision to not request a 
voluntary refund. The fact that Hughes charged the Air Force excessive prices 
for AMRAAMs is well documented in this report. The prices that the 
Air Force and Hughes negotiated were partially based on the proposed costs of 
the major purchased parts of the AMRAAM. This report shows that Hughes 
generally procured the parts at costs that were less than it proposed. Therefore, 
the logical conclusion is that if the costs upon which the prices were based were 
overstated, then the prices were overstated. Our review compared the unit costs 
that the contractors proposed for major purchased parts with the unit costs that 
the contractors actually paid for the same parts for the same lots. Therefore, the 
changes that the Director is referring to would not significantly impact the 
results of our analysis at the low level of detail that our review covered. The 
Director refers to "... numerous changes including quantity changes. ..." 
The fact is that Lots 5 and 6 did not have quantity or mix of models changes. 
For Lots 7 and 8, the mix of AMRAAM models changed some, but the total 
quantity procured did not change. For Lot 7, 849 B model AMRAAMs were 
changed to 826 B models and 23 C models. For Lot 8, the contract was 
originally for 80 B models and 433 C models and was changed to 82 B models 
and 431 C models. Those changes will not have an impact on our comparison 
of proposed and actual unit costs of major purchased parts. We question 
whether value engineering change proposals would have affected our analysis. 
However, we request that the Director, in response to this report, provide us 
details of any case in which a value engineering change proposal resulted in a 
reduction of the unit cost of a major purchased part between the time that 
Hughes proposed the unit cost and the last procurement of that part for the lot. 
The Director's detailed comments for changes from the contractor's proposals to 
actual contract performance and our detailed responses to those comments are in 
Appendix E. 

2. Review Lots 9 and 10 for both the Hughes Missile Systems 
Company and the Raytheon Company to determine whether the 
contractors' proposed costs for major items of purchased parts exceeded 
the actual costs and request voluntary refunds in those cases in which 
proposed costs significantly exceeded the actual cost. 

Management Comments. The Director nonconcurred, stating that the 
Air Force performed price analyses of the proposals and awarded the contracts 
without discussions consistent with FAR guidance. 
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Audit Response. We request that the Director reconsider his response and 
provide comments to the final report. A comparison of the contractors 
proposed unit costs for major parts with the costs that the contractors actually 
paid for the parts could only be beneficial to the Air Force. If the differences 
between proposed and actual costs are small, such a review will document that 
the Air Force did a good job of price analysis. }f the differences are large, the 
Air Force can use that information for future contract negotiations. Based on 
the differences between the proposed and actual £osts for Lots 5 through 8, we 
continue to believe that the Air Force should review the actual costs of major 
purchased parts for Lots 9 and 10. The information obtained will be needed in 
the awarding of later contracts for AMRAAMs. 

3. Take the following actions in the award of future contracts for 
the Advanced Medium Range Air-to-Air Missile: 

a. Request the contractors to prpvide cost data for the major 
items of proposed purchased parts. 

b. Analyze, with the assistance of the Defense Contract Audit 
Agency and the administrative contracting officer, the contractors' 
proposed material costs, especially decrement factors. 

Management Comments. The Director inonconcurred with the 
recommendation. The Director stated that thje recommendations regarding 
future negotiation strategies are not applicable to| a mature production program 
that has adequate price competition, because addquate price competition means 
that cost or pricing data are not required. The Director further stated that the 
submission of unnecessary cost data is in direct conflict with the FAR guidance 
and would place an additional burden on the contractors, which would translate 
into higher bid and proposal costs. The Director^ also stated that in Lot 11, the 
Air Force, with the concurrence of the Defense Contract Management 
Command, streamlined the price proposal down by 98 percent. The Air Force 
eliminated the requirement for submission of cost data for major purchased 
parts. That initiative as well as other streamlining initiatives reduced bid and 
proposal costs by 67 and 33 percent for Hughes send Raytheon, respectively. In 
addition, the Director stated that FAR 15.804-1, ^Prohibition on Obtaining Cost 
or Pricing Data," states that cost or pricing data are not required if the 
contracting officer determines that agreed-upon! prices are based on adequate 
price competition. Lots 9, 10, and 11 were dejtermined to be awarded under 
adequate price competition. 

Audit Response. We disagree with the Director's position. We agree that 
certified cost or pricing data should not be obtain id when the contracting officer 
determines that adequate price competition exists. Although the AMRAAM 
production program is mature, the facts presented in this report necessitate 
requiring that the contractors provide information to the Air Force to the extent 
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necessary to determine the reasonableness of the prices. That procedure is 
prescribed in the FAR, Section 15.804-5, "Requiring Information Other Than 
Cost or Pricing Data." Thus, the Air Force can still obtain cost data as needed 
to ensure that the prices are fair and reasonable. Although the FAR does not 
require the Air Force to obtain cost d^ta when the contracting officer has 
determined that adequate price competition exists, the FAR does not prohibit 
obtaining such data. Because of the differences between proposed and actual 
costs of major purchased parts that have existed in the past, the Air Force 
should ask for cost data on major purchased parts and evaluate those data until 
the Air Force can document that the cojst differences no longer exist. We 
continue to support streamlining; however, streaming should not obviate the 
Government's need for visibility to obtain the best possible prices. The 
reduction in bid and proposal costs is gocjd; however, it has no relationship to 
the Air Force paying unneeded amounts for material. We maintain that this 
recommendation is valid and request that the Director reconsider his position 
and provide comments to the final report. 

c. Hold discussions of prices with the contractors and request 
the contractors to provide best and final offers in those cases in which the 
analysis shows that lower prices may be available to the Air Force. 

Management Comments. The Director nonconcured with the 
recommendation. The Director stated j that award without discussions is 
consistent with FAR guidance when the award has no outstanding issues. 
Specifically, FAR 15.6, "Source Selection;," and Appendix AA-102, "Objective 
of the Major Source Selection Process," to the Air Force Federal Acquisition 
Regulation Supplement, requires that the; source selection be conducted in a 
manner that is the least complex. The Air Force believes that award without 
discussions is a very powerful tool to minmize proposal costs of the contractor 
and staffing cost to the Government. In addition, the mere fact of requesting 
best and final offers does not necessarily translate into more favorable prices for 
die Government. 

Audit Response. We disagree with the Dfuector's position. We agree with the 
Director that award without discussion is consistent with FAR guidance when 
the award has no outstanding issues. HoWever, this report documents pricing 
issues for production Lots 5 through 8. therefore, to preclude a reoccurrence 
of the issues documented in this report, the Air Force must obtain cost data for 
major purchased parts, analyze those c£>st data, hold discussions with the 
contractors, and when needed, request fajest and final offers when such cost 
analysis shows that a more favorable pride may be available to the Air Force. 
We are not suggesting that the Air Force require cost data for the total contract; 
we are only recommending that the Air force obtain cost data for the major 
purchased parts of the AMRAAM. We agfee that the source selection should be 
conducted in a manner that is the least Complex. However, the contracting 
officer is not relieved of the responsibility to determine that the price is 
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reasonable. The prices that Hughes proposed for production Lots 5 through 8 
were greater than actual costs. We request that the Director reconsider his 
position and provide comments to the final report. 
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Part II - Additional Information 

n 



Appendix A. Scope and Methodology 

Scope 

We evaluated the Air Force negotiations of contract prices for AMRAAMs. 
Our evaluation included four contracts that totaleÜ $2.1 billion for AMRAAMs 
More specifically, we reviewed the top 40 most costly contractor-purchased 
parts for production Lots 5 through 8. In doing so, we reviewed the Air Force 
and Wallace and Company analyses of material costs, compared the Hughes- 
and Raytheon-proposed material costs to the contractors' actual costs, and 
reviewed the postaward audit reports on audits that the Defense Contract Audit 
Agency performed of the contracts for AMRAAMs. Also, we reviewed the 
management controls as they related to the other frudit objectives. 

In evaluating the Air Force negotiation process, we determined that actual cost 
data for cost elements other man material were not readily available from 
Hughes' accounting system. Because those data were not available from 
Hughes, we did not attempt to obtain the data ifrom Raytheon. As such, we 
limited our detailed evaluation to material cost. iThat limitation had little effect 
on our efforts to evaluate the Defense Hotline allegations because the allegations 
dealt only with material costs. 

Methodology 

Use of Computer-Processed Data. In our reyiew, we used actual material 
costs that the contractor's computer system generated. We evaluated the 
accuracy of both contractors' computer-processed cost data by comparing the 
computer-processed cost data to the original source documentation. 

Audit Period and Standards. We performed this financial related audit from 
January through August 1996. The audit was m^de in accordance with auditing 
standards issued by the Comptroller General of the United States, as 
implemented by the Inspector General, DoD. 
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Organizations and Individuals Visited or Contacted 

Contacts Daring the Audit. We visited or contacted individuals and 
organizations within DoD, the Hughes Missile Systems Company, and the 
Raytheon Company. Further details are available upon request. 

Management Control Program 

DoD Directive 5010.38, "Internal Management Control Program," April 14, 
1987,* requires DoD organizations to implement a comprehensive system of 
management controls that provides reasonable assurance that programs are 
operating as intended and to evaluate the adequacy of the controls. 

Scope of Review of Management Control Program. We reviewed the 
adequacy of the AMRAAM Program Office management controls over the 
contract award process. Specifically, we reviewed the procurement contracting 
officer controls over performing material cost analyses. We reviewed 
management's self-evaluation applicable to those controls. 

Adequacy of Management Controls. The AMRAAM Program Office had 
management controls for the contract award process to ensure that sufficient 
analyses of proposed material costs were performed. However, the AMRAAM 
Program Office management did not adequately follow the controls as stated in 
the Air Force FAR Supplement 5315.805, "Proposal Analysis." 
Recommendations 1. and 2., if implemented, could result in a potential 
monetary benefit of more than $41.1 million. Recommendation 3., if 
implemented, could put the Government in a position to obtain more favorable 
prices on future AMRAAM missiles. However, we could not determine the 
amount because the amount depends on the cost of material and quantities 
procured for each year's lot buy. 

Adequacy of the Program Office Self-Evaluation. The AMRAAM program 
officials identified contracting as part of an assessable unit and, in our opinion, 
correctly identified the risk associated wifh contracting as moderate. However, 
in its evaluation, program office officials did not identify the specific material 
management control weaknesses identified by the audit because the program 
office evaluation covered a much broader area than this audit covered. 

*DoD Directive 5010.38 has been revised as "Management Control (MC) 
Program," August 26, 1996. The audit was performed under the April 1987 
version of the directive. 
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Appendix B. Summary of Postaward Audits 
Conducted by the Defense Contract Audit Agency 

During the last 5 years, the Defense Contract Audit Agency (DCAA) issued 
eight reports on postaward audits of contracts that the Air Force awarded to the 
Hughes Missile Systems Company and the Raytheon Company for AMRAAMs. 

Hughes Missile Systems Company 

DCAA Report No. 3761-95A42010004, "Report on Postaward Audit of 
AMRAAM Lot 8 Missile Production Modification No. P00010 to Contract No. 
F08626-93-C-0007," September 29, 1995, concluded that ****************** 
««lit«««««««««««»!«***«««!)!«****************************************** 

DCAA Report No. 3761-94A42010002, "Report on Postaward Audit of 
AMRAAM Lot 7 Missile Production Contract No. F08626-93-C-0007," 
September 29, 1995, concluded that *********************************** 
**************************************************************** 

DCAA Report No. 3771-93H42010001, "Report on Postaward Audit of Cost or 
Pricing Data Contract No. F08626-91-C-0038, AMRAAM Lot 6 Missile 
Production," September 30, 1993, states ******************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****** 

DCAA Report No. 3771-93H42098006, "Report on Postaward Audit of Cost or 
Pricing Data Contract No. F08626-91-C-0038» AMRAAM Lot 5 Missile 
Production," September 27, 1993, states that **************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
********************************************************* 

20 

For official use only data and marking have been deleted from this report. 



Appendix B. Summary of Postaward Audits Conducted by the ^f^C™^ 

Raytheon Company 

DTAA Reoort No  94L42010002, "Postaward Audit of AMRAAM Lot 7," 

222!^ 
******************************************************************* 
****************************************************************** 
******************************************************. 

nrAA Reoort No  95L42010008, "Postaward Audit of AMRAAM Lot 8," 

****************************************************************** 
*********♦**********+*********+**+******************************** 
****♦*++********************************************************** 
*************************. 

DCAA Report No. 92M2010002S2, "Postawaid Audit of AMRAAM Lot:J£ 

****************************************************************** 
****************************************************************** 
************************+*****************. 

DTAA Reoort No   93L42010004, "Postaward Audit of AMRAAM Lot 6," 
TW^W R   1004  states that **************************************** 
*^£***?***^^ 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
****************************************************************** 
********** 
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Appendix C. Decreases or Increases in Proposed 
Material Costs 

Raytheon 
(percent) 

Hughes 
(percent) 

Lot 4 to Lot 5 ****** ****** 

Lot 5 to Lot 6 ****** ****** 

Lot 6 to Lot 7 ****** ****** 

Lot 7 to Lot 8 ****** ****** 

Lot 8 to Lot 9 ****** ****** 

Lot 9 to Lot 10 ****** ****** 

*Air Force officials informed us that they did not do a detailed analysis of the 
material cost increase for Lot 10. Based on discussions with the contractor, 
those officials provided us with their best guess that the increase was because of 
accounting procedural changes and the implementation of mandatory value 
engineering change proposals. 
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Appendix D. Advanced Medium Range Air-to- 
Air Missile Quantities and Unit Costs 

For Official Use Only Table Removed 
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Appendix E. Management Comments on the 
Finding and Audit Responses 

The Director, Air Superiority Weapons, Air Force Program Executive Office 
for Weapons, commented on the draft audit report for the System Program 
Director for the Air-to-Air Joint System Program Office. The Director took 
exception with various facts and audit conclusions presented in the draft report. 
The Director's specific comments and audit responses follow. The full text of 
the Director's comments is in Part UJ. 

Air Force Comment. The Director stated that the two hotline allegations were 
not substantiated. 

Audit Response. We disagree with the Director's position that the two hotline 
allegations were not substantiated. The allegation that the Air Force did not 
negotiate fair and reasonable prices for AMRAAMs is discussed in detail in this 
report. The allegation that the AMRAAM contractors did not submit current, 
accurate, and complete cost or pricing data is supported by the Defense Contract 
Audit Agency (DCAA) ********************************************. 

Air Force Comment. The Director stated that the Air Force obtained field 
pricing support from the offices of the Defense Contract Management 
Command at both Hughes and Raytheon. Each office sent a senior price analyst 
to Eglin Air Force Base to assist the source selection team. The price analysts 
used additional resources from their home offices as well as the offices of the 
Defense Contract Audit Agency at both Hughes and Raytheon. The Director 
further stated that a determination of the reasonableness of the contract prices is 
not conducted at each element of cost such as material. In a firm-fixed-price 
scenario, the determination is made at the total price, which reflects all elements 
of cost, not just material. 

Audit Response. We disagree with the Director's statements. A cost analyst 
from the Defense Contract Management Command, Defense Plant 
Representative Office, Hughes Missile Systems Company, did attend sessions of 
the Source Selection Committee. The cost analyst told the auditors that he was 
requested to participate for the purpose of providing information regarding 
Hughes indirect cost rates and general and administrative cost rates and the 
method that Hughes used to present the cost or pricing data in its proposals. He 
stated that he was not requested to and did not participate in any analysis of the 
material costs that Hughes proposed. Also, the cost analyst denied that he used 
additional resources from his "home office" and the Defense Contract Audit 
Agency, Hughes Missile Systems Company, Resident Office. 
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We agree that the final determination of price is at the total price level and not 
individual cost elements; however, analyses of individual elements of proposed 
costs should contribute to the determination of a final price. We also disagree 
with the Director's position that a determination of the reasonableness of the 
contract prices should not be conducted! for each element of cost, such as 
material. For Lots 5 through 8, before die contracting officer's detennination 
that adequate price competition existed, cost or pricing data were required. The 
FAR, Section 15.805-1 (b), states that "When cost or pricing data are required, 
the contracting officer shall make a cost analysis to evaluate the reasonableness 
of individual cost elements." The FARi does not require a cost analysis to 
evaluate the reasonableness of individual! cost elements when the contracting 
officer has determined that adequate pride competition exists, which was the 
case for production lots after Lot 8. However, the FAR does not prohibit such 
an analysis. Because of the conditions in our audit report, the Air Force should 
determine the reasonableness of major itenjs of material costs proposed. 

Air Force Comment. The Director stated that the Air Force also used the 
services of a consulting firm, Wallace anp Company, to analyze both material 
and labor costs. The consulting firm performed one of the most extensive 
analysis efforts ever applied to a DoD program. The analysis consisted of 
mamtaining a detailed data base of thousands of components. The data base 
included the contractors' proposed and adtual costs for die components. The 
data base allowed the Air Force to compare proposed material prices with actual 
prices for the previous lots in making its pricing decisions. 

Audit Response. We disagree with the Director's position that the Air Force 
obtained adequate pricing support from Wallace and Company. An Air Force 
official told us that Wallace and CompanV provided only one document to the 
Air Force regarding Wallace and Company's analysis of proposed material 
costs. That document was a one-page schedule, for each lot, that compared die 
contractors' proposed costs for major purchased parts for die lots being analyzed 
with the contractors' proposed costs for th? same parts for the previous lot. The 
Air Force did not provide us any documents that showed a comparison of the 
contractor's proposed material costs with [the contractor's actual material costs 
for the same lot. We are aware that Wallace and Company maintained a data 
base of proposed and actual costs for materials. We attempted to verify the 
proposed costs shown on the schedule th$t Wallace and Company prepared to 
the data base that Wallace and Company established. We were unable to trace 
the proposed costs of the parts from the scnedule to the data base. Also, no one 
maintained the data base after the Air Force terminated its contract with Wallace 
and Company in 1994. Therefore, we vijsited Hughes and Raytheon to obtain 
proposed and actual cost data for our comparison. 
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Air Force Comment. The Director stated that the audit incorrectly assumed 
that decrement factors were not included in the contractors proposals. The 
Director further stated that reports of postaward audits that DCAA conducted 
did not allege that decrement factors were defective. 

Audit Response. Although no DCAA final audit reports state that ****** 
********************************* DCAA stated in a draft report that 
****************************************** DCAA Draft Results of 
Postaward Audit No. 3761-94A42010002, Contract No. F08626-93-C-0007, 
"AMRAAM Lot VH Missile Production," July 18, 1995, states that: 

For Official Use Only Quote Removed 

In its response to the draft audit report on the results of the post-award audit, 
the Program Office did not specifically address the allegation that Hughes failed 
to give subcontractor decrement factors. Instead, the Air Force disagreed with 
the DCAA finding because the DCAA analysis was done on a different quantity 
of missiles than was used for the bill-of-material. The issue of quantities of 
missiles does not bear on the issue of decrement factors. DCAA officials told 
us that a final audit report did not include the matter because the contracting 
officer did not rely on the cost or pricing data in agreeing on a price, and 
therefore, defective pricing was not an issue. 

Air Force Comment. The Director stated that the Air Force data base 
contained actual purchase order costs from prior lot purchases. Those data were 
used to perform the cost analysis, and the Air Force did not keep the working 
papers supporting the specific cost analysis. The Director further stated that the 
audit description of the Wallace and Company analysis failed to address the 
comparison of actuals to date, including value engineering submittals and 
quantity offsets for variable rate quantities. 

Audit Response. An Air Force official told us that the only document that 
Wallace and Company provided in support of the analysis of material costs for 
the source selection was a one-page document. The document showed a 
comparison of the contractors' proposed costs for specific parts with the costs 
proposed for the same part for the previous production lot. 
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Air Force Comment. The Director stated that the requests for proposal for 
Lots 5 through 8 required the offerers to give decrement factors for all material 
and subcontractor costs, and the proposalslwould contain decrement factors. 

Audit Response. During our audit, we determined that the contractors 
submitted decrement factors for only Lot 4. not Lots 5, 7, and 8 as the Director 
stated. 

Air Force Comment. The Director stated^ that the audit analysis was not valid 
because the analysis compared proposed material costs at one quantity with 
actual material cost at a different quantity. 

Audit Response. We disagree. Our analysis of material costs was adjusted for 
the differences between proposed 
AMRAAMs.  Additionally, we obtained 
contractors and the applicable offices oi 
Command.   Moreover, contractor offici 
Command officials reviewed our analyses 

itities and purchased quantities of 
proposed and actual costs from the 

the Defense Contract Management 
and Defense Contract Management 

or the accuracy of the data. 

Air Force Comment. The Director 
Hughes' actual costs of materials for 
planned costs by $44.7 million.   The 
Reports to prepare the table.   The 
Hughes' initial report for each lot that 
on actual award quantity and price.  The 
the last report for each lot, which containejd 
with estimated costs to completion. See 

comments included a table that showed that 
Los 5, 6, 7, and 8 exceeded Hughes' 
Diiector used the Functional Cost Hour 

planned material costs were taken from 
shDwed Hughes' anticipated cost based 

ictual material costs were taken from 
actual costs up to mat point in time 
m of this report for the table. Part 

Audit Response. The Director's schedule] does not compare proposed material 
cost with actual material costs as we did! in this report. The costs under the 
caption "Planned" is planned costs, ncjt proposed costs. The contractor 
prepared its Functional Cost Hour Reports after the contracts were signed. 
Therefore, at the time the contractor prepared the reports, it may have 
completed negotiations with its suppliers And may have known the actual costs 
of the parts. In regard to the costs under tjhe caption "Actual," the costs are not 
actual but include estimates of costs that the contractor had not incurred. Those 
estimates of costs to be incurred were **************************** 
*******************************Lots;5, 6, 7, and 8, respectively. Also, 
the "Actual" costs included costs related 
for tooling and engineering, which were 
Our review was limited to the cost of 
the Director's comparison does not counteij 

unplanned procurements of material 
)t included in the "Planned" costs, 

erial for manufacturing.   Therefore, 
:t our analysis in mis report. 

Air Force Comment. The Director stated that the differences between planned 
and actual material cost for Hughes resulted from contract changes regarding the 
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quantities of each model of AMRAAM that was being procured. The three 
models of the AMRAAM were the A model, the B model, and the C model. 

Audit Response. The Director comments seem to want to lead the reader to 
believe that during the production of Lots 5, 6, 7, and 8, numerous and 
significant changes occurred in the mix of AMRAAMs models A, B, and C. 
As discussed below, those changes were not significant. 

o The contract for Lot 5 was originally for 540 A models and was not 
changed. 

o The contract for Lot 6 was originally for 240 A models and 201 
B models and was not changed. 

o The contract for Lot 7 was originally for 849 B models and was 
changed to 826 B models and 23 C models. 

o The contract for Lot 8 was originally for 80 B models and 433 
C models and was changed to 82 B models and 431 C models. 

Air Force Comment. The Director stated that comparisons of the original 
proposal data with the actual performance data must reconcile baseline changes 
resulting from value engineering change proposals. The value engineering 
changes impacted either the list of suppliers or a specific supplier's price and 
resulted in reduced prices to the Government. 

Audit Response. We question whether value engineering changes would affect 
our analyses because we compared Hughes' proposed unit costs with Hughes' 
actual unit cost for the same parts for each lot. If a value engineering change 
proposal resulted in a change to a part, the part number of that part would 
change and the part would not have been included in our comparison. We 
request that the Director, in his response to this report, provide us details of any 
case in which a value engineering change resulted in a reduction of the unit cost 
of a major purchased part between the time that Hughes proposed the unit cost 
and the last procurement of that part for the lot. 

Air Force Comment. The Director stated that the auditors' claim that defective 
material pricing led to additional profits for Hughes is not substantiated in this 
report. The Director further stated that, during the period covered by the audit, 
Hughes merged with General Dynamics. The merger provided an opportunity 
to leverage both overheads and material procurements and meld die best 
practices of Hughes and General Dynamics. 

Audit Response. The audit report did not state that the differences between the 
contractor's proposed material costs and actual material costs met the criteria for 
defective pricing.    Also, as the report states, the differences between the 
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contractor's proposed costs for the parts and the actual cost of parts did not 
solely account for the contractor's additional profits. In addition, we revised 
the report to recognize that the merger of General Dynamics Missüe Diviswn 
and Hughes Missile Systems Company could have effected the amount of profit. 

Air Force Comment. The Director stated that the Air Force awarded fees for 
value engineering changes, performance nicentives, and licenses over and above 
the fees associated with the normal production contract. The fees amounted to 
********** for the contracts for Lots 5, 6, 7 and 8. When removing the fees, 
the average profit for Hughes for Lots 5 through 8 from die basic missile 
production is approximately ************. 

The Director included a schedule witii his comments that showed his 
computation of the fees for Lots 5, 6, 7,, and 8, after adjustments for the fees 
related to value engineering changes, performance incentives, and license fees. 
At specific points in time, for each loi the Director calculated the fee as 
follows: contract price minus cost mi^us fee adjustment equals fee. See 
Part m of this report for the schedule. 

Audit Response. The Director's data for; Lots 5 and 6 were as of June 1994. 
The profit percentages shown in this report are as of January 1996. For Lot 5, 
the Director's analysis showed cost of **f ********* taken from the Functional 
Cost Hour Report, September 23, 1994J Our review of this report showed 
actual costs of ************ with an esrhnate-to-complete cost of *********** 
for a total estimate-at-completion of ***4********. The estimate-to-complete 
cost is the estimate of the amount of cost that will be incurred to complete the 
production lot. Therefore, the actual cost incurred plus the estimate-to-complete 
cost equals the estimate-at-completion, or Mai cost of the lot. Hughes provided 
us date that showed actual cost of *****!■«****** with an estimate-to-complete 
cost of ********** for a total estimate-at-completion of ************* as of 
January 1996. Hughes' estiimte-to-comblete cost as of September 23, 1994, 
was overstated, resulting in the percentage of profit in the Director's analysis 
being understated, ^tfso, the Directors calculation of fee for Lot 5 is 
erroneous-**************************>************************** For 
Lot 6, the'Director's analysis showed a cist of ************** taken from the 
Functional Cost Hour Report, August 26, 1994. Our review of the report 
showed an actual cost of ************| with an estimate-to-complete cost of 
*********** for a totai estimate-at-completion of ************* Hughes 
provided us data that snowed actual cost of ************ with an estimate-to- 
complete cost of ********** for an estimte-at-completion of ************as 
of January 1996. Hughes' estimate-to-complete cost as of August 26, 1994, 
was overstated, resulting in the understatement of the percentage of profit in the 
Director's analysis. 
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Air Force Comment. The Director stated that the audit incorrectly assumed 
that a negotiated procurement and discussions with best and final offers will 
result in a reduced price, as opposed to a contract award without discussions. 
The Air Force believes that an award-without-discussion forces the contractor to 
put his best price forward in the original price submittal. The Director also 
stated that awarding contracts without discussions has been widely accepted as a 
practice to minimize proposal costs for the contractor and staffing and cost to 
the Government. 

Audit Response. We did not assume that discussions with a best and final offer 
will always result in reduced prices. Our position regarding the Air Force 
negotiations of prices for Lots 5 through 8 was that Hughes' proposed costs for 
major purchased parts were overstated. A more in-depth analysis of Hughes's 
proposed cost for major purchased parts would have shown the overstatements, 
and discussion of the overstated costs with Hughes could have resulted in 
reduced prices. 
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Deputy Chief Financial Officer 
Deputy Comptroller (Program/Budget) 

Department of the Army 
Auditor General, Department of the Army 

Department of the Navy 
Assistant Secretary of the Navy (Financial Management and Comptroller) 
Auditor General, Department of the Navy 

Department of the Air Force 
Assistant Secretary of the Air Force (Financial Management and Comptroller) 

Program Executive Officer for Weapons        ! 

System Program Director for the Air-to-Ai} Joint System Program Office 
Auditor General, Department of the Air Force 

Other Defense Organizations 
Director, Defense Contract Audit Agency 

Resident Auditor, Hughes Missile Systems Company, Resident Office 
Resident Auditor, Raytheon Company, Resident Office 
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Appendix F. Report Distribution 

Other Defense Organizations (cont'd) 

Director, Defense Logistics Agency 
Commander, Defense Contract Management Command 
Chief, Defense Plant Representative Office Hughes Missile Systems Company 
Chief, Defense Plant Representative Office Raytheon Company 

Director, National Security Agency 
Inspector General, National Security Agency 

Inspector General, Defense Intelligence Agency 

Non-Defense Federal Organizations and Individuals 
Office of Management and Budget . # . 
Technical Information Center, National Security and International Affairs Division, 

General Accounting Office 

Chairman and ranking minority member of each of the following congressional 
committees and subcommittees: 

Senate Committee on Appropriations 
Senate Subcommittee on Defense, Committee on Appropriations 
Senate Committee on Armed Services 
Senate Committee on Governmental Affairs 
House Committee on Appropriations 
House Subcommittee on National Security, Committee on Appropriations 
House Committee on Government Reform and Oversight 
House Subcommittee on Government Management, Information and Technology, 

Committee on Government Reform and Oversight 
House Subcommittee on National Security, Internatioi|ial Affairs, and Criminal 

Justice, Committee on Government Reform and Oversight 
House Committee on National Security 
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Department of the Air Force Comments 

DEPARTMENT OF THE AIR FORCE 
AIR FORCE PROGRAM EXECUTIVE OFFICE 

WASHINGTON. DC 2033O-10O0 

12Feb97 

MEMORANDUM FOR OFFICE OF ASSISTANT INSPECTOR GENERAL 
DEPARTMENT OF DEFENSE, AUDITING 

FROM:   AFPEO/WP 

SUBJECT: DOD IG Draft Audit Report, Hotline Allegation» CfcncenibgContr«* Pricing of 
Advanced Medium Range Air-to-Air Miuile (AMRAAM), Project No 6AL- 
8007,12 Dec 96. 

The referenced DOD IG Draft Report ha» been reviewed by my office and the AMRAAM 
Joint Syrfem Program Office, Bgjtn AFB Fl, with the attached comtr^tt submitted for your 
consideration. If you have any questions, pkase conuct me (703) 695-9374. 

M PANETTA JR, Majs<US ;USAF 
, Air Superiority Weapons 

'Air Force Program Executive Office 
for Weapons 

Attachment 
Comments to DOD IG Draft Report 
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Executive Summary 

2 Introduction. Noted. The Air Foree plan in the FY97 President'» Budget (FB) it to 
acquire 11.019 AMRAAMs including 8600 Air Force and 2419 Navy Missiles. The 
number of U.S. missiles to be procured from FYs 1997 through 2009 is 3,713 for a cost 
of $2 9 biUion vice 1,179 AMRAAMs as indicated in the report. Through FY 1996, the 
Air Force JSPO procured 9,300 AMRAAMs. however. 1,972 were for FMS countries. 
The $6.6 billion applies to the 7342 U.S. missile procurement including 36 Seek Eagle 
missiles which are not included in the final procurement objective of 11,019. 

3. Audit Objectives. Noted. 

4. Audit Results. Non-concur with findings. The Air Force does not believe that the two 
allegations have been substantiated. The auditors made incorrect assumptions and 
apparently did not understand the method used by the Air Force to perform the price 
analysis. In addition, all annual buys have been subjected to post-award audits. These 
audit reports indicated minimal findings (compared to the total dollars awarded). 

5. Summary Recommendations. Non-concur with the recommendations. The Air 
Force does not agree mat Hughes Missile Systems Company charged excessive prices and 
therefore does not agree in requesting a voluntary refund. The recommendations 
regarding future negotiation strategies are not applicable to a mature production program 
subject to adequate price competition. Award without discussion is consistent with FAR 
guidance when there are no outstanding issues. Specifically. FAR 15.6 and Appendix 
AA102 require that the source selection be conducted in a manner that is the least 
complex. In this respect, the JSPO has fully complied while protecting the Government's 

best interest. 

6. Management Comments. Noted. 

PART I AUDIT RESULTS 

1. Audit Background. Noted. The Raytheon Company has been producing missiles 
since 1987 vice the 1989 in the report. The total U.S. missiles procured through FY 1996 
is 7342 at prices totaling $6.6 billion vice the 9,300 in the report. The additional 1,972 
missiles procured were for FMS countries and arc not included in the dollar values. The 
Air Force FY97FB plan is to procure an additional 3,713 U.S. missiles from FYs 1997 
through 2007 estimated to cost $2.9 billion. 

2. Audit Objectives.  Noted. 

Final Report 
Reference 

Revised 

Revised 
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3 Sunm«yofHo«MAIfcl»tloM«DdKMHta. Nonconcur. ^/^F«« does not 

s^aele^ons^ consistent with PAR guidance. DCMCposHtw^ audit, reported 
minimal finding« complied to the total dollars awarded. 

DCMCoffices. In feet, each office sentaleniorpnee wtgtto^J™**™°£* 
„8isttheKxute-lectionte.nl. TheDCMCpriceanalystthen^^^amxi 

from the "home office" is well«the respective DCAA office, w«**^™. 
„gouices were used, as arjpropriate, in cc*du<tog the costal price anaJywof^ 

aie«^inentofcottf«uch«rBateriaL k«^^*^^?^*   -,_ _., 
detemün»dc«ism«kÄthetotidprice. »rtpdee^id^«,« 
justmaterial. Copiesofthe price negotiation inemwandums hive been provided to the 
auditor to illustrate tills concept 

Air Force Process ft»r Awarding Contracts Tor AMRAAMs 

5. Acquisition Strategy. Noted. 

6. Contracting Process. Noted. 

7. ReviewofPron«edM^ertalCoats. Non-Concur ^iai^£^^im 
«bove the Air Force did receive field pricing support. .^^fT^rKlv to 
this effort, the Air Force used the services of a consulting firm, Wdto rt CfatOT. to 
•nalyze both material and labor cosU. The Wallace and Cc«p«yefl^wM one ofthe 
most extensive analysU efforts applied to aDoD program.»«»sistedof «^tataüuj. 
&^i*ibM><a*m^**avi*«*"A*****»- Tliu dua base began wWi 
thepiwcaedbfflofmateriitafaeachltfbtjyatt^^ ^"2"*?" 
mrfatedwtth costs from actual pu&<to<i^*ym«to«MmintT* 
Subww«developedforLotslthrough8. The«««*selection1^-**'"' 
men able to coiriare^erlal prices against «actnab"fc*.Utl* previous lctej^ 
experienced industrial engineers were able to analyze quatttityAate imi)achun»stenal 
deoements.andvaliieei»gineeris«submittals. The goveflroeotanilysu «daws«! 
ZZ^ofthem-eridmltanatioa Thisoeulledd*tabas<>andWalUceasriysu 
wailused by the source selection pricing analysts in forming the final reconimeadations. 

8 lMH«wtms«teNe.d«dlnttaN«*ielationPT«!«. Noiw»ncur. The Air Force did 
receive adequate field pricing support from the IXMColfk» at both contractor 
IcS^Hdequ^co^ 
of the material information with prior actuals. Contracts were awarded without 
discussions as a result ofthe detailed analyses and resulting recommendations. 
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9 Field PridBE Support Non-concur. 11» Air Force obtained field pricing support 
Lughbo&^Hughe. and Raytheon DCMCoffices. mf^eachofficewtas^or 
oriceanalyst to EglinAFB to personally assist the source selection team. TheDCMC 
nice analyst then utilized additional resources from the "home office" as well as the 
respective DCAA office, as needed. These resources were utilized, as appropriate, in 
conducting the cost and price analysis of the proposals. 

The auditors incorrectly assumed that decrement factors were not included in toe 
contractors'proposals. This information was contained in the proposals and verified 
^^J^c^mfOcdbyOe AMRAAM JSVO. AMtwnalty.speorlcmatenri 
costs identified in the competitive proposals, including decrement factors, ««v«™«1 

durinithe subsequent review of the value engineering project». White the AFFAK 

cosulidentified in the competitive proposals, including decrement »f^«!^?«1 

during the subsequent review of the value engineering projects. White the AFFAR 
nudance instructs the Contracting Officer to not defer cost analysis of decrement factors 
to a post-award audit, these factors are nonetheless subject to post-award reviews. AU the 
«nnuaibuys awards have been subjected to a post-award audit. The findig contained m 
Appendix B of the audit report indicate that results of post-award audit report« were 
nS^comparcd to the total dollars awarded) and j^ alteg^ the decrement factors 

as defective. 

The AMRAAM JSPO data base supported by the Wallace and Company contained actual 
porch« ordercosts from prior tot buys. The» were used to perfc™ the cc^analy«* 
The details and working papers supporting the specific cost analysis ww Mt maintained 
inourofficial file*, therefore the auditor assumes they never existed. Theauditors 
description of the Wallace and Company analysis fails to address the comparison of 
actualstodate, including Value Engineering submittals, and quantity offsets for variable 

rate quantities. 

The AMRAAM JSPO finance office has the original Wallace electronic data base of 
purchase order actuals and uses this for continuing analyses of Value Engineering 

submittals. 

10 Cost Analyses. Non-Concur. Both the AMRAAM production Lot 5/6 and 7/8 
Request For Proposals contained language requesting nvtterisl decrement factor 
information. Proposal instructions for Lots 5 through 8 specifically reqiiired the offerers 
to include decrement factor» for aUmaterials and subcontractors. Submitted decrement 
factors represented historical percentage differences between vendctatoteontractort 
proposed prices and the actual prices «gotiatedvvimtr« vendors/subcontractors. As 
stated above, the decrement factors were verified using the AMRAAM JSPO data base. 

11. Audit of the Air Force Review of Material Coat«. Noted. 

12 Material Coats Proposed for Hughes. Non-Concur. The revindicates that the 
auditor» do not understand the difference between the prorx>sed mat^al costs and actual 
matcrialcosts as presented in the audit report. The contractors' proposal» contained 
detailed costs at a specific quantity and then provided bottom line costs for a large range 
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ofquintities. TT,ecootractordJdnotpiMChaseiMterial8ttbedetiil«lpropo^q^^ 
tJ^ttlv, .wanted quantity. Tbtttkn.Ü^anovmpo^ÜMlv^'^^^ 
the «warded qu«i% to cornr^ to an actual price. The auditors anarytu that corap«» 
proposed material co»t «t one quantity to the actual material cost it ■ different quantity is 
not valid. 

■me AMRAAM JSPO reconstructed toil compariion uting cost data at the san«^ 
quantities. Ttemetnod used wu to compare the Functional C^ 
which were ««analysis deliverables on the contract The initial PCHR for each tot 
contaiiu the contractor« anticipated coat bated on the actual award quantity aaipnce. 
Tbi» wa> compared with the last FOHR for each lot which contains actuala up to that 
pointintime. The retulu of this compariion it ihown below. 

VUttumcm Between PUnned and Actual Materiel Cost for Hut*« 

For Official Use Only Table Removed 

There« a iwdtiplicity of facto» wWchexplatoth« During performance of 
the contract! included in the audit report, the ALM-120A. AIM-120B. and AM-120C 
have all been produced. There are cort differences between these confijnrauonsanduieji 
components. The 10% ardrÄoposaJs.lwwever,oiily dealt wimtlieir^ 
were prepared. The ftexibtequaiiutyiiBture of these procurcmeito 
by the inclusion of a flexible mix of 'A. *B and *C missiles. After contract award, this 
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.mix changed via contact inomflcationi with different configinerioi» being built in the 
tame lot 

In addition to the conf^uration changes. wmtn^BCP»»iayn3CPtwmt^ea^ed 
into the missile in each of the loti during the perio^ldenliltod. ^»n»c*or5~_ 
Mgntode of the« activate, k should be noted th*t HMSC•w.1?^ thr°* ** 
"OutstandingValueEngineering Achievement" injl991 end*gaminl993. MostcftMse 
change* impact either the vendor list, or a specific lw»o^i«)rt|Briee^Theaeol«iige« 
have renlted in nduced price* to the government via contract adjustments. 

Comparison of any original propo*al data to actual perfonnenc«<lntaiiiu*ti**oncaetli*se 
baeeline change* in order to be valid. 

Theauditor's claim thstdofective material pricing led to additional profit to the 
contractor U not nihstsmlatort by the infcrmation pWned In tie audit During »e 
period died by the audit, HAaTCusoeiwentslgni^tdiaiun*. Foramcet. wastbe 
o^btaafcm with the Oeae^Dyi^^ "t^*****™**?,. 
significant opportunity to leverage both ove*eadä*ad material wutui*amnt_^tne 
meldiiigrf HMSC and ODpenonisd. the bettpiafct^ » 
addition, the government awarded *äJDJM4»«^ several VBO^petfanin«» 
üZti^aodlicsnee^ 
contract These foes amwntod to  fo^the Lots S,«. 7 »ad tcae^. Whan 
removing these fees, me average profit for Hughes for I** 5 tlnwigh S to the basic 
ndMile production Uapproxhnately.——. The Retailed comparison is shown as 
follows: ■ 

Comparison of Cost and Price irlth Fee 

Final Report 
Referee 

For Official Use Only Table Removed 

Revised 
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13. M»terW Onto Pn»po««d for Raythwm. Noted. 

14 OpportunltU» to Lower Future Prices. Non-Concur. The auditor incorrectly 
assuriiestnat a negotiated procurement (discussions with BAFOs) will result in a reduced 
price as compared to -award without discussions". We believe that the benefits of 
competition, particularly on an award-withouMliscussions basis, forces the contractor to 
put Ms best price forward in the original lubmittal. Actual experience of negotiated 
procurements prior to Lot 5 involved arduous, time-consuming negotiations (often 
extending riom 9 months to 1 year) to settle at a price very near the original proposed 
cost Award without discussions has been widely accepted as a practice to niinimize 
proposal costs for the contractor and manpower and cost tothe Government. It is 
irofutable that missile unit prices were reduced 56% during this period. The auditor 
provides no rationale to support that a negotiated scenario would have bad better results. 

15 Summary Non-concur. The Air Force performed adequate cost and price analysis 
on'the subject procurements and the Air Force assessment Is that the contractor 
understated material costs. DCAA post-award analyses have identified minimal findings 
which have and/or are being negotiated with both contractors. The Air Force should not 
request any voluntary refund. 

16. Recommendations for Corrective Action«. Non-concur. 

1) Non-Concur. The Air Force does not agree that "excessive pricing" occurred on these 
contracts Substantial changes occurred from the original proposals to the actual awards 
and finally to the actual conduct of the production contract*. Comparison of any original 
proposal data to actual performance date must reconcile ft* numerous changes including 
quantity changes in order to be valid. 

2) Non-Concur. The Air Force performed a price analyses of the proposals and awarded 
these contracts without discussions consistent with FAR guidance. 

3a) Non-Concur. The submission of unnecessary cost data is in direct conflict with the 
FAR guidance and would place an additional burden on the contractor which would 
translate into higher bid and proposal costs. mI^ll.thöAwForc»wlmtheco«cun«nce 
of both DCMCs, streamlined the cost/price proposal dowri by 98%; eliminating the cost 
data for piece parts/component parts. This factor as well as other streamlining initiatives 
cut 67% and 33% of the bid and proposal costs out of the Hughes and Raytheon 
proposals, respectively. The FAR clearly states in 15.804-1 that cost and pricing data is 
not required if the contracting officer determines that prices agreed upon are based on 
adequate price competition. Lots 9.10. and 11 all have been determined to be awarded 
under adequate price competition. 

3b) Non-Concur. As stated above, no certified cost and pricing data has been required on 
these contracts. 
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3c> Non-Concur. Award without discussions is consistent with FAR guidance when there 
SnocWig issue.. Spedfic^y. FAR 15.6 and AppenoixAA 102 require that the 
source selection be conducted in a manner that is the least complex. The Air Force 
believes that award without discussions is a very powerful tool to minimize proposal 
costs for the contractor and manpower cost to the Government. In addition, the mere fact 
of requesting best and final offers does not necessarily translate into more favorable 
prices forü* Government For example, the JSPO held a source selection for missile rail 
launchers in June 1994. When BAFOs were received from the three offerers in the 
competitive range, two increased their prices and one stayed the same. Furthermore, the 
contractor! for the lot buys know that we intend to award without discussions and come 
prepared to provide the best number with their original proposals. This saves time and 
money for both the contractors as well as the Government. 
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