
Report To The Secretary Of The Navy 

Allegations Of Contract Buy--in And 
Substantial Cost Increases In The Navy’s 
Standard Automated Financial System 

Senator William Proxmire asked GAO to reviewthe validity 
of allegations made to him regarding the Navy’s Standard 
Automated Financial System, currently under develop- 
ment. GAO did not find sufficient evidence to support the 
first allegation--that the contractor had purposely made a 
low offer with the intent of increasing its profits later. The 
second allegation was that the Navy has decided to 
proceed with the project despite substantial cost 
increases GAO found that, while costs have increased, the 
Navy’s decision to proceed was based on mission require- 
ments and the contractor’s commitment to improve. The 
third allegation--that project costs may increase to $200 
million--could not be substantiated. 

GAO found that while some project management weak- 
nssses have been addressed, additional improvements are 
needed if future costs are to be contained. GAO is making 
rezornmendations to assist the Navy in managing the pro- 
ject and in containing the total cost of this system. 
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WASHINGTON. D.C. 20548 

INFOAMATION MANAGEMENT 
& TECHNOLOGY DIVISION 

13 - 2 1 4 4 0 “3 

'Vhe Honorable John F. Lehman, Jr. 
The Secretary of the Navy 

Dear Mr. Secretary: 

In response to a May 14, 1984, request from Senator William 
Proxmire, we have reviewed allegations made to him regarding thf? 
Navy's Standard Automated Financial System (STAFS). After ana- 
lyzing the allegations and discussing them with the Senator"s 
office, we performed a limited review, focusing on the principa II.. 
concerns L _ that (1) the contractor "bought in" on the contract, (2) 
the Navy has decided to proceed with the project even though costs 
h a v r:? substantially increased, and (3) project costs may increase to 
$200 million. Senator Proxmire has asked that we report the re- 
suits of our review directly to you. The Senator has also asked 
that we review the status of STAFS in about 6 months and report to 
him on the results. 

We did not find sufficient evidence to conclude that the Com- 
puter Sciences Corporation (CSC) bought in on the contract; that 
i.p ,=, purposely made a low offer, knowing future modifications would 
be required and could be used to make up the understated amount,, 
Ilowtfver , we found that project and contract costs have increased 
substantially because the original design concept was expanded, 
ccartain costs 
system1 

were not included in the original estimates, and tht, 
s complexity was initially underestimated by both CSC and 

the Navy. We also found that the decision of the Navy's Assistant 
Secretary for Financial Management to proceed with the project was 
based on mission needs, contractor commitments, and Navy project 
management improvements. Me believes that these factors outweiqh 
his concern over increased costs. Although we cannot substantiate 
the allegation that project costs may rise to $200 million, we 
believe these costs are susceptible to future increases because the 
Navy does not have specific cost containment plans. 

In 1978, the Navy determined that the research and develop- 
ment, test, and evaluation laboratories of the Navy Industrial Fund 
needed d standard financial system. Because each laboratory had 
developed its own accounting system, their accounting and financial 
rt:!p0rt!5 were not uniform and did not :neet management needs. In the 
interim between 1978 and 1981 the Navy expanded its oricyinal con- 
cc?l)t from an automated financial system to a financial management 
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information system. The Navy also hoped that once the system was 
successfully implemented at the laboratories, it could be adapted 
for use at other industrial fund installations. 

In 1982, the Navy awarded a contract for $58.2 million to CSC 
for STAFS. The contract provides for system design and develop- 
ment, purchase of hardware, and system implementation and mainte- 
nance. Three contract types are included: cost-plus-fixed-fee for 
design and development; time and materials for implementation; and 
firm fixed-price for the remaining elements. The contractor is 
currently working on system design and, in accordance with the 
cost-plus-fixed-fee arrangement, receives a set feel and is reim- 
bursed for all costs allowable under established cost principles. 
A more detailed discussion of STAFS is provided in appendix II. 

A walk-through 2 of the system design was conducted with CSC 
in January 1984. Because of problems identified during the walk- 
through, CSC determined that additional time and effort would be 
needed to complete the design. In April 1984, CSC submitted a re- 
vised estimate of cost to complete the design and development that 
raised the amount from $13.9 million to $29 million. The following 
month, Navy officials revised their estimates of contract costs to 
include hardware upgrades and associated costs. In total, these 
revisions have increased the value of the contract from $58.2 mil- 
lion to $87 million. In addition, the Navy has revised its total 
estimated project costs to be $129.3 million. 

In June 1984, the Assistant Secretary for Financial Management 
decided to accept CSC's increased time and work schedules. As part 
of this decision, the Assistant Secretary placed a cap of $129.3 
million on the total project cost. Although the Assistant Secre- 
tary placed no cap on the contract, the Navy project officer said 
the Navy is committed to holding contract costs within CSC's recent 
estimate of $87 million. 

ALLEGATION THAT CSC 
BOUGHT IN ON THE CONTRACT 

It was alleged that CSC bought in on the contract--that is, 
purposely made a low offer with the intent of increasing its pro- 
fits in later, noncompetitive modifications. Although it is not 
illegal for contractors to offer below their anticipated costs, 
federal regulations now characterize a buy-in as an improper busi- 
ness practice when done with the expectation of recovering losses 
through excessively high-priced contract modifications or follow-on 

IThe original set fee was $1,078,949. An increased fee is being 
negotiated, based on additional work for the system design. 

2A step in the design process where the project office personnel 
and users review and evaluate the contractor's product and reach 
agreement with the contractor on disposition of any deficiencies 
identified. 

2 
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con tracts. 3 The Navy and C.SC denied that a buy-in had occurred. 
The Navy offered as evidence the fact that CSC's design and 
development costs were reasonable and similar to those submitted by 
other qualiEier3 vendors. We found that although noncompetitive 
modifications to the contract are occurring, this is inconclusive 
evidence of a buy-in. To substantiate the allegation of a buy-in 
would require determination of CSC's subjective intent. We cannot 
establish this intent on the basis of the evidence we have 
examined. 

Federal regulations define a contractor buy-in as the submis- 
sion of an offer below anticipated costs, with the expectation of . 

--increasing the contract amount after award through unneces- 
sary or excessively priced change orders/contract modifica- 
tions, or 

--receiving follow-on contracts at artificially high prices 
to recover losses incurred on the buy-in contract. 

0ne indication of a buy-in would be an unreasonably low offer 
by one or more vendors. The Navy contends that the identification 
c3f unreasonably low7priced quotations was addressed when it evalu- 
ated responses to the STAFS Request for Proposals. In fact, the 
qavy's own estimate of $4.8 million for the software development 
phase was much lower than all qualified offers. In addition, the 
flavy points to'similarities in the cost proposals of CSC and the 
other two qualified offerors as indicators that CSC did not buy 
in. We found that all qualified offerors proposed similar costs 
for design and development. However, we do not believe this shows 
conclusively that a buy-in did not occur. While the argument is 
reasonable, it is nonethdelcss possible that the other vendors also 
attempted to buy-in. In addition, we were concerned that the 
similar costs could have been the result of government-furnished 
staff hour estimates. Consequently, we examined the Request for 
Proposals documents. The documents contained no estimates of staff 
hours for design and development that could serve as the basis for 
an offer. The Navy officer who conducted the procurement also 
assured us that the wavy gave no verbal estimate of staff hours to 
prospective offerors. It appears, therefore, that the offerors 
made cost proposals based on their own estimates and not on 
government-furnished staff estimates. 

Although we evaluated the low offer characteristics of a buy- 
in, we were unable to conclude that, in this instance, the contrac- 
tor submitted a low offer with the expectation that losses would be 
recovered through change orders or follow-on contracts. We found 
that the contract modifications currently under negotiation will 
result in substantially higher costs. However, substantial cost 
increases are not in themselves conclusive evidence of a buy-in 
because they do not establish the contractor's intent at the time 
of proposal submission. The causes of contract cost increases are 
-- -- 

3Federal Acquisition Regulation 3.501. 

3 



discussed in our review of the second allegation. As to whether 
the contractor obtained follow-on contracts at artificially high 
prices to recover losses incurred on the original contract, we 
found that, to date, the Navy has not awarded CSC a follow-on 
contract. 

While substantial cost increases occurred subsequent to the 
original contract, we did not find sufficient evidence to support 
the allegation that CSC bought in on the contract. A more detailed 
discussion of this allegation is provided in appendix III. 

ALLEGATION THAT THE NAVY IS PROCEEDING 
WITH STAFS DESPITE COST INCREASES 

It was also alleged that the Navy is proceeding with the STAFS 
project even though costs have increased substantially. We found 
that the Assistant Secretary for Financial Management has decided 
to accept cost increases and to proceed with work on the system. 
His decision to proceed was based on mission requirements and his 
personal involvement in securing a commitment from CSC's top 
management to correct past deficiencies. 

Several important management considerations have influenced 
the Assistant Secretary's decision to proceed. First, the develop- 
ment of STAFS is integral to the Navy's commitment to install 
standard financial systems throughout the service. An additional 
consideration was that it could cost more to develop an independent 
system at each industrial fund laboratory than it would for CSC to 
complete STAFS. A third consideration was that the Navy hopes to 
spread out costs by adapting STAFS to additional industrial fund 
facilities. Still another factor that influenced the Assistant 
Secretary was a personal commitment made in May 1984 by the presi- 
dent of CSC's Systems Group to improve the company's performance. 
In discussing this point with senior CSC officials, we were told 
that CSC regards the STAFS project as one of their company's most 
important contracts and has given it commensurate management 
emphasis and technical controls. 

In April 1984 CSC designated a senior vice president to be in 
charge of project oversight, an action that CSC describes as indi- 
cative of its commitment to the successful implementation of STAFS. 
In addition, we were told that CSC has implemented improved work- 
flow procedures and productivity initiatives. CSC believes that 
these improvements, coupled with the current level of cooperation 
between the Navy and itself, will permit it to complete the project 
within the time and cost estimated in April 1984. The Navy has al- 
so acted to improve its project management. It is hiring more pro- 
ject specialists and, since June, has been obtaining reports from 
the contractor that keep Navy management better informed about the 
project's status. Despite the improvements in project and contract 
management, the Assistant Secretary has demonstrated his concern 
over potential cost increases by setting a cap of $129.3 million 
for the project. 

4 
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WC found that both contract and overall project costs have 
increased substantially. Navy officials attribute the growth in 
contract costs from $58.2 million to the currently estimated $87 
million to (1) a lack of understanding of the system's complexity 
by both the Navy and the contractor, (2) a lack of detail in the 
functional description, (3) the contractor initially not providing 
the necessary level of design expertise and project management, 
(4) the upgrade and augmentation of hardware, and (5) increase in 
size of project staff. 

With respect to overall project cost increases, Navy officials 
attribute the rise to the growth in scope since the project's in- 
ception. Because the concept of the system changed from an auto- 
mated general ledger in 1978 to a financial management information 
system by 1980, the Navy does not consider it valid to use the 1978 
estimate as a baseline. The documents the Navy gave us showed a 
rise in project cost estimates from $32.9 million in 1980 to $129.3 
million in 1984. Navy officials stated that comparison between 
these estimates is inappropriate because of items initially omitted 
such as software maintenance and terminals. When adjustments for 
the components they omitted from the original estimates were ap- 
plied, the increase was from $103.8 million in 1980 to the current 
estimate of $134.8 million. Although the $134.8 million included 
$5.5 million in prior year development costs, Navy officials did 
not include this amount in the $129.3 million project cap because 
they view this as a sunk4 cost. However, in our opinion, this 
criterion is not a sufficient justification since all costs that 
have been incurred are sunk costs. (See app. III, pp. 11, 12 and 
13.) 

We verified the allegation that the Navy is proceeding with 
STAFS and that costs have increased. Navy, officials believe the 
decision has a reasonable basis and they plan to control costs. A 
more detailed discussion of this allegation is provided in appendix 
III. 

ALLEGATION THAT PROJECT COSTS 
MAY INCREASE TO $200 MILLION 

The third allegation is that project costs for STAFS may in- 
crease to $200 million before the system is completed. We cannot 
substantiate that costs will increase by this amount. We are con- 
cerned, however, that project costs could rise in the future 
because (1) some problems identified by Navy reviews remain unre- 
solved, (2) there is yet no concrete evidence of improved contrac- 
tor performance, and (3) the Navy does not have a contingency plan 
that is sufficiently detailed to permit it to implement its system 
capability reduction strategy. 

Navy management reviews of October 1983 and April 1984 deter- 
mined that the STAFS project was basically sound, but identified 
some deficiencies. A Navy audit report of October 1983 also found 
~- 

4A cost that has already been incurred and cannot be recouped. 

5 
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tl;omf: deficiencies and questioned whether the project was still 
cost-effective. The findings of the 3 reviews/audits were: 

--project costs escalated substantially since the economic 
analysis of 1980. 

--The project cost estimate of 1982 was understated because it 
did not include costs related to systems development and 
operations in accordance with the Navy Office of the Comp- 
troller manual, paragraph 074723-3d. 

--The project was behind schedule and costs had increased be- 
cause initially CSC did not understand the STAFS require- 
ments. The April 1984 report stated that the functional 
description, which defines system requirements, was not 
substantially improved in terms of detail. 

--Navy configuration control has not been efficient and 
timely. 

We asked the Vice Commander, Navy Acc'ounting and Finance 
Center, and project staff what measures were taken to respond to 
the reported deficiencies. Originally they stated that the Navy 
was planning to prepare an economic analysis in 1985. Subsequent 
to a discussion with us, the Vice Commander directed the project 
officer to complete the economic analysis by December 1984. Rela- 
tive to not identifying all costs, they said that development and 
operating costs incurred by the laboratories could not be included 
because these costs could not be documented. 

These Navy officials agreed that initially CSC did not under- 
stand the level of effort required to complete the system design 
and that this resulted in schedule slippage and cost increases. 
They believe that CSC now understands how to develop STAFS and can 
deliver a successful system. At the close of our review, they in- 
dicated that the functional description had not been firmly set. 

The project staff and the Vice Commander also believe that the 
Davy now has configuration management under control. CSC has de- 
veloped a computer program that records the design deficiencies 
identified by Navy project staff and the corrective action taken by 
csc. They believe this will provide the tool that is necessary for 
the project officer to control design changes. 

'In April 1984, the contractor gave the Navy a new schedule of 
c:cJ, !S t and work to complete the contract. In May 1984, the contrac- 
t-o c imade a top management commitment to Navy to improve. However, 
we (1itl not find concrete evidence that this has yet resulted in im- 
proved contractor performance. We found that in the 4 months sub- 
sequent to this commitment to improve, work breakdown reports 
:;howwl csc: was falling progressively behind the revised schedule. 
The May design work was 16.2 percent behind the revised schedule; 
by AU(] us t , work was 22.6 percent behind schedule. The new schedule 
dncl cost to complete may require another revision if improvement by 
the contractor does not materialize as expected. 



13 e c ii II 55 ff STAFS system design and development work is reimbursed 
uhtlitr a cost-plus-fixed-fee arrangement, schedule slippages can 
rtislllt in increased costs. The project officer is confident that 
ht'! can managcz the contract within the Navy's June estimate of $87 
m i '1 I i0n e When we discussed the Navy's plans for cost containment 
wi th thr; Vice Commander , he said the only thing the Navy has con- 
:i i rl t? II cd i s reducing system capabilities by eliminating subsystems 
or tnsk::; it considers nonessential. However, it has not yet devel- 
(JpWl a coIrt:ingency plan to identify what could be pared from the 
r;yrst::em or how other actions and alternatives could be exercised. 

At the onset of our work, Navy officials said they had not yet 
rt+sponded to their auditors' recommendations to prepare an updated 
economic analysis of the STAFS project. As discussed earlier, the 
Navy has since decided to complete this analysis by December 1984, 
However, the officials do not plan to include industrial fund 
activity costs for participation in system design, nor do they in- 
tend to include costs for space preparation and occupancy. They 
said that these costs are not identified separately in the activi- 
t i. c s 1 budgets and cannot be accurately derived from auditable bud- 
grit documents or accounting reports. We believe that an economic 
analysis should include all costs and benefits and that best esti- 
ma t ct :?I should be used when firm figures are not available. Navy 
guidelines require that these costs be included. The accuracy of 
the economic analysis has, or should have, a heavy impact on the 
Navy's ability to make management decisions on the cost- 
r!Ef!ectlveness of the system. A more detailed discussion of this 

~ allegation is provided in appendix III. 

CC)NCT,USIONS AND RECOMMENDATIONS 

We did not find sufficient evidence,to substantiate the al- 
1i:qation made to Senator Proxmire that CSC, the contractor, bought 
in on the contract. However, we did find that the Navy was pro- 
ceeding with the STAFS project and contract even though costs have 
increased. While we cannot substantiate the third allegation--that 
?,r(rject costs may increase to $200 million--we have identified some 
project management weaknesses that could lead to future cost in- 
<y r (lf ;3. !“j (2 2; , 

The Navy has encountered significant cost growth in the STAFS 
prc:,:ject. Navy officials state that the increase occurred because 
neither the Navy nor CSC understood the complexity of the system, 
hardware was upgraded, and additional project staff was hired. 
FlOwevcr , the Navy believes t.hat recent changes in project manage- 
mf?nt f including improved controls over the contractor's performance 
;ind a commitment by the contractor's top management to correct that 
firm':; deficiencies in performance, will enable STAFS to be devel- 
opt::~I within time and cost limitations. CSC agrees with this 
asses:;ment and believes that there is a renewed commitment on both 
5 idF35 to achieve this goal. 

'Jlle believe the Navy's recent actions to improve project man- 
t;r,q I:! mt? II t. n r c a step in the right direction. However, in our opinion 

7 
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the Navy should be ready to pursue alternative courses of action 
should it encounter future cost increases. The Navy has experi- 
enced substantial cost growth in its contract estimate for design 
and development because of its difficulties in establishing proper 
contractor understanding of its system requirements. Ensuring the 
availability of firm, documented system requirements and design 
specifications should demonstrate that CSC fully understands how to 
meet the Navy's needs. In addition, these system requirements and 
design specifications should permit the Navy to recompete the de- 
velopment phase of the contract if necessary. The Navy should 
develop a current cost/benefit analysis that will enable it, at the 
next management decision point, to properly decide whether the be- 
nefits of the system-- as it is proposed or in a pared down form-- 
justify its continued development. Finally, although the Navy has 
placed a cap on project cost, it has not prepared for the possibi- 
lity of further problems with this project and contract. We be- 
lieve project management should prepare a contingency plan ad- 
dressing project, contract, and system alternatives, including how 
such alternatives would be exercised. 

We believe that the Assistant Secretary for Financial Manage- 
ment should have relevant cost, schedule, and performance data 
available by the end of the design phase so that he can properly 
review and assess progress before making a decision to proceed with 
the development phase or to pursue alternative courses of action. 
To accomplish this, we recommend that you direct the Assistant 
Secretary for Financial Management to: 

--Firmly set the Navy's system requirements and ensure that 
CSC provides fully documented design specifications at the 
end of the design phase as required by the contract. 

--Prepare an updated economic analysis to compare current . 
benefits, or those of a reduced system, with current project 
cost estimates (including all costs in accordance with 
NAVCOMPT manual, paragraph 074723-323) and an updated cost- 
to-complete estimate from the contractor. 

--Develop a contingency plan to identify alternative courses 
of action for management to (1) contain costs and (2) ensure 
cost-effective results. 

8 
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As you know, 31 U.S.C. 720 requires the head of a federal 
agency to submit a written statement on actions taken on our 
recommendations to the Senate Committee on Governmental Affairs and 
the House Committee on Government Operations not later than 60 days 
after the date of the report, and to the Rouse and Senate 
Committees on Appropriations with the agency's first request for 
appropriations made more than 60 days after the date of the report. 

We are sending a copy of this report to Senator William 
Proxmire. 

Sincerely yours, 

~-+-i-if~ 
Warren G. Reed 
Director 

9 
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APPENDIX I APPENDIX I 

OBJECTIVE, SCOPE, AND METHODOLOGY 

Our objective was to determine whether the allegations con- 
tained in an unsigned letter to Senator Proxmire were true, In 
response to reporting time requirements and with the agreement of 
the Senator's staff, we performed a limited review, focusing our 
report on three primary issues. These issues are (1) the contrac- 
tar "bought in" on the contract, (2) the Navy has decided to pro- 
ceed with the project even though costs have substantially in- 
creased, and (3) project costs might increase to $200 million. We 
conducted our review in accordance with generally accepted govern- 
ment auditing standards. 

Working at the Navy project management office in San Diego, 
California, and at Navy offices in Arlington, Virginia, we obtained 
copies of Navy audit reports, management reports and analyses, 
prior economic analyses, and pertinent correspondence. We reviewed 
these as well as the Request for Proposals, bid summaries, the ori- 
ginal and revised functional descriptions, the Computer Sciences 
Corporation's estimate to complete the contract, and current con- 
tractor bills. We did not attempt to study the system design, nor 
did we review either the contracting officer's files or CSC's 
files. We interviewed officials in the Naval Supply Systems Com- 
mand, the Office of the Comptroller, the Navy Regional Contract 
Center, Philadelphia, and the project management office, as well as 
CSC officials. We completed our review in August 1984. 

To enable us to meet his deadline on this report, the Senator 
asked that we not obtain agency comments. We did, however, discuss 
the facts on which we based our conclusions with the Assistant 
Secretary of the Navy for Financial Management and with the Vice 
Commander, Navy Accounting and Finance Center, and his staff. Ad- 
ditional information was provided by the Navy and has been incorpo- 
rated in the report. We also discussed the Navy's assessment of 
CSC's performance with CSC officials to obtain their perspective. 
Their comments have been incorporated. 
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APPENDIX II APPENDIX II 

expanded from an automated .Einancial system to a management infor- 
mation system. It grew from four subsystems to 16. Although user 
requirements have been clarified, these 16 subsystems have remained 
essentially the same since the RFP was issued. They are as 
follows: 

Subsystems identified in the feasibility study - 

General ledger 
Cost posting 
Billings 
Funding 

Subsystems added later - 

Unit identification code 
Activity 
Travel 
Employee labor accounting 
Financial inventory 
SUPPlY 
Planning 
Audit trail 
Controlled assets 
Budget 
Cash management 
Aircraft accounting 

The Navy awarded a contract in December 1982 to Computer 
Sciences Corporation to provide a comprehensive system to meet Navy 
research laboratory processing needs. The contract comprised six 
major elements with three cost types: 

Element Cost type 

System design and development Cost-plus-fixed-fee 
Hardware Firm fixed-price 
Commercial software Firm fixed-price 
Terminals and modems (option) Firm fixed-price 
Implementation Time and materials 
Maintenance hardware and software Firm fixed-price 

Currently 6 to 9 months behind the original schedule, the design 
phase is expected to be completed by December 1984. 

Since contract award, several events have taken place that af- 
fected the management of STAFS. Project management was transferred 
from the Naval Supply Systems Command to the Navy Comptroller in 
October 1983. The central design agent is now the Navy Accounting 
and Finance Center. The project officer, who was transferred with 
the project, reports directly to the Vice Commander of the Center. 

In March 1984, CSC submitted a revised milestone schedule for 
completion of work on the contract. Then in April 1984, CSC 
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submitted its cost proposal for work to be completed under the de- 
sign and development phase. The negotiations were scheduled to 
start in Prugust 1954. Navy management reviews attribute contract 
delays and increased costs to (1) the Navy's and CSC's underesti- 
mation of system complexity, and (2) CSC initially not providing 
the necessary level of expertise in design and development. A more 
detailed discussion of the causes of these cost increases is pro- 
vided in appendix III. 

STAFS CHRONOLOGY AS OF JULY 1984 

A brief recap of the development of the STAFS system, in 
chronological order, is as follows: 

10/07/77 Under Secretary of the Navy directed a study to develop a 
new financial system for industrial fund RDT&E activi- 
ties. 

07/24/78 Feasibility study completed recommending implementation 
of a new system. 

09/08/78 Central design agent (CDA) assigned to Naval Supply Sys- 
tems Command. 

0 l/05/79 Moratorium placed on further development of existing sys- 
tems for industrial fund RDT&E activities. 

01/09/79 CDA team began systems design, 

05/20/80 ADS development plan completed (cost/benefit comparison). 

06/15/81 System Decision Paper II approved; procurement author- 
ized. 

12/15/81 Request for Proposals released to vendor community. 

12/02/82 Resources Annex completed to document STAFS costs and ob- 
tain additional procurement authority. 

12/16/82 Contract awarded to CSC. 

05/83 CSC delivered revised functional description. 

09/07/83 Audit report by Naval Audit Service for Research, Engin- 
eering, and Systems. 

10/14/83 Audit report by Naval Audit Service Western Region. 

lo/83 Project transferred from Naval Supply Systems Command to 
Navy Comptroller (NAVCOMPT). 

10/26/83 Management review of STAFS by Naval Supply Systems 
Command. 
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01/84 

r12/84 

c14,'02/84 

04/12/84 

04/84 

OS/OS/84 

W/01/84 

06/84 

M/84 

06/84 

08/13/84 

SI APPENDIX II 

STAFS system design walk-through. 

Preliminary design frozen. 

Manaqement review of STAFS by NAVCOMPT's Standard Systems 
Activity. 

CSC proposal submitted on an estimated cost to complete 
work, with causative factors for increases in costs. 

CSC's work breakdown reporting system implemented. 

CDA analysis of causes of CSC's causative factors. 

CDA completed technical evaluation of CSC's cost proposal 
including increased time and work schedules. 

Project manager briefing to NAVCOMPT regarding CSC pro- 
posal. 

Assistant Secretary for Financial Management decided to 
accept CSC proposal and continue contract work. 

Configuration management support by CSC formalized. 

Scheduled date for negotiations of costs to complete con- 
tract. 

LABORATORIES SCHEDULED TO USE STAFS 

The following Navy Industrial Fund RDTCYE laboratories are 
scheduled to use STAFS: 

Naval Air Development Center, Warminster, Pennsylvania 

Naval Coastal Systems Laboratory, Panama City, Florida 

Naval Surface Weapons Center, Dahlgren, Virginia 

David W. Taylor Naval Research and Development Center, 
Bethesda, Maryland 

Naval Ocean Systems Center, San Diego, California 

Naval Underwater Systems Center, Newport, Rhode Island 

Naval Weapons Center, China Lake, California 

Naval Air Engineering Center, Lakehurst, New Jersey 

Naval Air Propulsion Test Center, Trenton, New Jersey 

Naval Air Test Center, Patuxent River, Maryland 
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Pacific Yissile Test Center, Point Mugs, California 

Civil Engineering Laboratory, Point Hueneme, California 

Naval Research Laboratory, Washington, D.C. 

Naval Ocean Research and Development Activity, 
Ray St. Louis, Missouri 
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RESULTS 2F OUR REVIEW --- 

On May 14, 19841 Senator Proxmire forwarded an unsigned letter 
and other documents to us that contained allegations regarding (1) 
i1 I' h u y - ,i. n " on the contract for the Navy's Standard Automated Finan- 
c i al. Syst:,w~ I (2) the Navy's decision to proceed with STAPS even 
thouclh costs have increased, and (3) the potential increase of 
project costs to $200 million. We have reviewed the allegations. 
We did not find sufficient evidence to conclude that CSC bought in 
on the ctlntract. We have verified that the Navy has decided to 
proceed with the system and that cost increases have occurred. 
Al. thoqh we cannot verify that project costs will increase to $200 
nillion, we believe that total project costs are susceptible to 
f ilt:UY~? increases because the Navy does not have specific cost 
containment plans. 

ALLEGATION THAT COMPUTER -- 
BOIJGH’I: IN ~N~GYYJFTRACT 

SCIENCES- CORPORATION -- 
--.-.- -.- .-- ~ 

It was alleged that Computer Sciences Corporation "bought in" 
r>n the contract--that is, purposely made a low offer with the 
intent of increasing its profits in later, noncompetitive modifica- 
t ions. The Navy and CSC have denied that this occurred. The Navy 
offered as evidence the fact that CSC's design and development 
C0St.S were reasonable and similar to those submitted by other qual- 
ified vendors. We found that although noncompetitive modifications 
to the contract are occurring, modifications in and of themselves 
are inconclusive evidence of a buy-in. To substantiate the alle- 
cjation, we would have to find an intent on the part of CSC to pro- 
fit from future unnecessary modifications. 

Federal regulations define-a contractor buy-in as the submis- 
si0n of an offer below anticipated costs, expecting 

--to increase the contract amount after award through unneces- 
sary or excessively priced change orders/contract modifica- 
tions, or 

--to receive follow-on contracts at artificially high prices 
to recover losses incurred on the buy-in contract. 

Fa(leral regulations also state that a buy-in may decrease compe- 
tition or result in poor contract performance. Although it is not 
ill.cgal for contractors to offer below their anticipated costs, the 
regrklations now characterize buying in as an improper business 
practice when done with the expectation of recovering losses 
th ro1uJh exc!I? ,ssively high priced contract modifications or follow-on 
contracts. The regulations place responsibility on the contrac- 
tual r,>Fficer For ensuring that buy-in losses are not recovered by 
the contractor. 

Another factor to be considered in determining whether a buy- 
in occurred is the type of contract in question. Three contract 
types are included: cost-plus-fixed-fee for design and develop- 
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mcnt , time and materials for implementation, and firm fixed-price 
for the remaining elements, The design and development phase of 
ttle contract is the most susceptible to a buy-in. This is because 
a coot-plus-fixed-fee type of contract provides for reimbursement 
t:c? the contractor of allowable costs incurred in the performance of 
the ct’>ntract, to the extent prescribed in the contract. It estab- 
lishes an estimate of total cost for the purpose of obligation of 
funds, and a ceiling which the contractor may not exceed without 
prior approval of the contracting officer. Federal regulations 
state that the cost-reimbursement type contract is suitable for use 
only when the uncertainties involved in contract performance are of 
such magnitude that cost of performance cannot be estimated with 
!;ufficient reasonableness to permit the use of any type of fixed- 
price contract. Fixed-price contracts are used when reasonably 
clefinite design or performance specifications are available. 

An unreasonably low offer by one or more vendors might be an 
indicator of a buy-in. The Navy contends that this point was 
addressed when it evaluated responses to the STAFS Request for 
Proposals. In fact, the Navy's own estimate of $4.8 million for 
the software development phase was much lower than all qualified 

'Offers. Our examination of the offers for design and development 
,made by the four competing vendors showed their costs to be very 
close: 

Vendor l2 $10.4M 
Vendor 2 13.9M 
Vendor 3 13.6M 
vendor 4 13.9M 

In addition, the Navy contends that similarities in the cost propo- 
sals of CSC and other offerors indicate that CSC did not buy in. 
We do not believe this shows conclusively that a buy-in did not 
occur. While the argument is reasonable, the possibility that 
other vendors also attempted to buy in is not addressed. In addi- 
tion, we were concerned that the similar costs could have been the 
result of! government-furnished staff hour estimates. Accordingly, 
we examined the Request for Proposals documents. The documents 
contained no estimates of staff hours for design and development 
that could serve as the basis for an offer. The Navy officer who 
conducted the procurement also assured us that the Navy gave no 
verbal estimate of staff hours to prospective contractors. It ap- 
pears, therefore, that the offerors made cost proposals based on 
their own estimates and not on government-furnished staff 
estimates. 

We were unable to conclude that, in this instance, the con- 
tractor made a low offer with the expectation that losses would be 
recovered through change orders or follow-on contracts. We found 
that the contract modifications currently under negotiation will 
result in hiqher costs. However, substantial cost increases are 
not in themselves conclusive evidence of a buy-in because they do 

aEvaluated as not technically qualified. 



not establish the contractor's intent at the time of proposal 
submission. Another aspect of a buy-in is obtaining a follow-on 
contract at artificially high prices to recover losses incurred on 
the oriqinal contract. We found that, to date, the Navy has not 
awarded CSC a follow-on contract. Therefore, in our analysis of 
these facts, we did not find sufficient evidence to support the 
allegation that CSC bought in on the contract. 

ALLEGATION THAT THE NAVY IS PROCEEDING WITH - 
STAFS DESPITE INCREASED COSTS 

It was also alleged that the Navy is proceeding with STAFS 
even though project costs have increased. We found that the Assis- 
tant Secretary for Financial Management has decided to proceed with 
work on the system and that costs have increased substantially. 
His decision to proceed was based on mission requirements and his 
personal involvement in securing a commitment from CSC's top 
management to correct past deficiencies. He has, however, placed a 
cap of $129.3 million on total project costs. 

Project costs have increased markedly since 1978. In fact, 
18 months after the award, contract costs for design and develop- 
ment alone had increased from $13.9 million to $29 million. The 
Navy attributes the cost increases to changes in scope and other 
Factors. 

Management decides to proceed 
with the contract 

Following talks with CSC*s top management and briefings 
Navy staff, the Assistant Secretary for Financial Management 
decided in June 1984 to accept CSC's .increased time and work 
dule for STAFS. 

sche- 

Several important management considerations have influenced 
the Assistant Secretary's decision to proceed. First, the develop- 
ment of STAFS is integral to Navy's commitment to install standard 
financial systems throughout the service. An additional considera- 
tion was that it could cost more to develop independent systems at 
the industrial fund laboratories than it would for CSC to complete 
STAFS. A third consideration was that the Navy hopes to spread out 
costs by adapting STAFS to additional industrial fund facilities. 

Renewed confidence in CSC's performance also influenced the 
Assistant Secretary's decision. In May 1984 the president of CSC's 
Systems Group made a personal commitment to improve CSC perfor- 
mance. As evidence of this, he placed project oversight under a 
senior vice president. Other steps CSC has taken are 

--planned increases in the size of its project staff, 

--a recently installed configuration management system, and 

--an improved work breakdown reporting system. 
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(XC: officials told us they regard the STAFS project as one of 
the i r cmnpanyf s most important contracts and are giving it com- 
~Wn!SUratf:? management emphasis and technical controls. 

The Navy acknowledges that C,SC's actions do not directly 
t-eLatt2 to controlling future costs. If future costs do increase, 
ttle i;aavy believes cost containment may require reduction of work in 
other areas yet to be determined. Despite the improvements in 
project ilnd contract management, the Assistant Secretary has demon- 
strated his concern over potential cost increases by setting a cap 
OF $129.3 million for the project. 

m.Qect history: 
ETiGwSYjY~n -- -, scope -- 

The Navy's original concept, as presented in the feasibility 
study rif 1978, ~3s to automate a financial system for its Navy In- 
dustrial Fund laboratories. The Navy found, however, that the 
concept would not meet federal accounting principles and stand- 
ards 1 In 1980 the Navy considered several new alternatives and, on 
the basis of a cost/benefit analysis, decided to develop a more 
sophisticated financial system. The Navy further refined its plans 
llnd in 1981 developed the functional description for a state-of- 
the-art system that could provide financial information to 
management. 

Growth in project cost 
accompafies growth in scope I- -- -. 

According to documents the Navy has furnished us, the 1978 
feasibility study for an automated financial system estimated a 
project cost of $2.4 million for software design and development 
and hardware. The study estimated an annual expenditure of 
$784,000 to operate the system. Navy officials also provided us 
with three additional project cost estimates made in subsequent 
years. When we attempted to compare the rise in project costs from 
the 1978 feasibility study to the most current estimate, Navy offi- 
cial:i voiced concern that such a comparison could not be made be- 
< 1 a u $ P ,I ," of changes in scope. They contend that the original concept 
c>f STAFS envisioned in 1978 was that of an automated general ledger 
dnd that this concept evolved in 1980 to an expanded financial man- 
dc:jement information system. In addition, they believe that the 
1980 and 1982 estimates are inaccurate because some project costs 
w r-? I‘- t ? not included. For example, in 1982 the Navy did no% include 
S;l9,8 million for terminals and modems, even though this was a line 
item in the contract. At our request, the Navy provided adjust- 
~nents to the 1980, 1982, and 1984 project cost estimates. Figure 1 
i~Llow:; comparison of the three cost estimates. The figure also 
identifies components that were omitted at the time of the estimate 
and the adjustments made by the Navy for those cost components. 

10 



rX?IGTNAL COlalPONE:N'I'S 

Piljure 1 --- 

THREE PROJECT COST ESTIMATES ------.--- 

Cost of components 
(in millions) -.-- -- -.-...--p-----iqc4 

1980 1982 

Ha r cl wa r e 
Jlardwarc maintenance 
Software ('1evelopment 
Software maintenance 
Implenentation 
'Independent verification and 

validation 
Terminals and modems 
Future? work 
Prior year development costs 
I'ro jcct mnacjemcnt,-CDA 
Project managelne~t-operational 

COFitS 

AIKIIJS'I'MENTS AS OF AUGIJST 1984 '/ .--_- -----. .-- 

Softwark! knaintenance 
I:~plcmentation 
"Independent verification and 

validation 
Terrninaln and modems 
Future work 
Operatirinal costs, FY 88-91 
Operational personnel 
Prior year development costs 

Total 

?wte 1 l Adjustments were provided by the Navy at our request so 

ADS Resource 
plan annex 

$ 6.8 
3.7 
4.5 

3.8 
10.4 

3.4 8.4 --- .---- 

32.9 66.8 

$ 8.4 
4.9 

13.9 
7.0 
4.2 

5.5 
14.5 

June 
estimate - 

$ 11.2 
5 . 0 

29 * 9 
8.8 

13.2 

10.4 
19.8 
6.5 

14.9 

10.5 .--- 

129.3 

7.0 
13.2 9.0 

10.4 10.4 "" 
19.'8 19.8 

6.5 6.5 
14.0 

1.2 
5.5 

70.9 46.9 5.5 --- -.---- 

$103.8 $113.7 $134.5 
--- -"- -- ---- 

that comparisons could be made. 

With the adjustments provided by the Navy, estimated total 
project cost:; are shown to rise from $103.8 million to $134.8 mil- 
lion. Without adjustments, the increase is nore dramatic, from 
$32.9 million to $129.3 million. In addition, the software devel- 
opment phase, which is included in the CSC contract, has risen from 
$4.8 million to $29.9 million. 

Another depiction of project and contract cost increases is 
provided in figure 2. This figure compares baseline cost (cost 
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originally e!;timated For that cost component) with the latest June 
1984 c2stimate a Baseline costs for contract components were derived 
from the contract awarded in 1952; those for technical support, 
from the contrat:t awarded in 1983. The June 1984 estimate was 
preijehted to the Assistant Secretary prior to his decision to 
~>rt”rreed with the CSC contract. (Total project and contract 
increases are also depicted in fig. 2. ) 

Figure 2 - 

INCREASES IN PROJECT AND CONTRACT COSTS BY COMPONENT 
(DOLLARS IN MILLIONS) 

, ., 1 
m OAICINAL EASLLINE 

PROJtC,T COMPONENTS 

1 7------ 

DtVELOPMLNT TECHNICAL MANAGEMENT UPGAAOES 

Of the $49.7 million total project increase, the Navy attri- 
butes $23.5 million to growth based on poor requirements defini- 
tion, and $19.4 million to requirements not budgeted in the base- 
linq. The remaining $4.5 million is budgeted for future upgrades/ 
l-F?SC?TVeS. 

None of the estimates described in figures 1 and 2 include 
past or future costs of the industrial fund facilities, such as 
staff participation in development and training, data base adminis- 
tration, space occupancy, etc. The Navy said these costs are not 
identified separately in the industrial fund activities’ budgets 
and cannot be accurately derived from auditable budget documents. 
Also, the estimate in figure 2 does not include the adjustment for 
$5.5 million in prior year costs shown in figure 1. Because Navy 
officials view this as a sunk cost, they do not consider it as part 
of the current project budget. 

12 

8, 



rJavJ,gives -*,_, its perspective on cost increases .-.--_--.--_-' -" 1 I----*----. 

APPENDIX III 

'the 'islice Commander and project staff gave us a number of 
r-c'ason!l; why CSC's contract has increased from $58.2 million to 
$97.0 mi’I.Lion. Their stated reasons are: 

--The Navy and CSC did not fully understand the complexity of 
the system. 

--The Navy's initial functional description lacked detail and 
necessitated the addition of new procedures, and their ori- 
ginal milestones were unrealistic. 

--CSC's did not initially provide the necessary level of ex- 
pertise in design and project management. 

--Hardware was upgraded and augmented. 

--Increases are planned in the size of project staff. 

In retrospect, Navy officials believe CSC did not fully under- 
stand the complexity of the system. They also believe that because 
the original specifications were written at a high level, the Navy 
itself did not understand the effort that would be required to 
translate them into detailed design. This problem was not evident 
until Navy officials conducted a system walk-through with CSC in 
January 1984. At that time the Navy determined that many proced- 
ures had to be clarified, some procedures had to be added, and new 
milestones had to be developed. These factors added to the time 
and cost needed to complete the design. 

Another factor affecting cost was the contract provision for 
state-of-the-art hardware. Although the'bid was based on Digital 
Equipment Corporation's VAX-11/750 computer configuration, the 
more powerful and higher priced VAX-11/780 will be purchased for 
the system. This change in equipment will also increase the cost 
of maintenance. 

The Navy found that some of the industrial fund facilities, 
mri!jinally believed to need one computer, would require two compu- 
ters to run the system. This factor has increased the cost esti- 
mates (or hardware, implementation, and maintenance. 

The estimated project cost allows for the addition of 16 spec- 
ialists to the project management staff. The Navy believes this 
staff increase should provide it with the expertise to improve man- 
agement of the contract. 

ALLEGATION THAT PROJECT COSTS ---- 
MAY INCREASE TO $200 MILLION ---- .--- 

The third allegation is that project costs for STAFS may 
increase to $200 million before the system is completed. We cannot 
verify that costs will increase by this amount. We are concerned, 
however, that project costs could rise in the future because 
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---ctlncret.t? evidence of an improvement in CSC’s performance ic; 
‘yet: to he demonstrated, 

--Navy has no specific plans to contain costs other than to 
pare features from the system. 

Wt! are also concerned that the Navy does not have a current cost/ 
henttfii, analysi:; that will enable it to properly decide at the next 
m~na~jt:me??nt review point whether the benefits of the system, as pro- 
i~“)sr”:cl or in a pared-down form, justify its continued development. 

The Naval Audit Service Western Region report of October 1983 
n(.lte(i that ( 1) the 1952 project cost estimate understated system 
development and operational costs, (2) the STAFS project was far 
!)r?hinil schedule and substantially more costly than oriyinally esti- 
ma tea r and (3) it was questionable whether the project was still 
cmst-ef feet ive. The report recommended that project management 
prepAre an updated economic analysis for STAFS and include all pro- 
ject CL)sts in accordance with the NAVCOMFT manual, paragraph 
074723-31-I. The auditors estimated that project costs omitted from 
ttle previrsrus analysi:“; would total several million dollars. 

Another report critical of the project was issued in April 
1984 by staff! of the Navy Comptroller Standard Systems Activity. 
The report concluded that the major cause of the problems experi- 
e n c e d w a s an apparent lack of understanding of the system by CSC. 
The f indinqs included: 

--The functional description, which the Navy expected the con- 
tractor to refine, was not substantially improved in terms 
0F detail . 

--Coordination was lacking between CSC and government subject 
matter experts. 

~--c!;c arqued for 6 months over desiqn changes that could have 
been accepted as logical extensions of an adequate require- 
ments analysis. 

ThE reviewers decided CSC hafl found ways to resolve some of 
t:t1r-*:;r: I)rc>t>l cws. The reviewers also concluded that (CSC now under.- 
!~II”.Jll11’1 tht;l full requirement and is working well with Navy project 
:.;t:,J.f f’* Navy reviewers disaqreed with CSC’s assertion that chanqes 
war r d II t: ~fcl t; h e incceased costs. They believed CSC should have ac- 
c:rel)tr?cl all (?f the chanqcs as valid system requirements and not have 
rt*(jarrled t:he:n a:; new items. 

55~ asked the Vice Commander and project staff what :neasure:j 
!~,,irl i)f.:ben \:akcn to respond to the reported deficiencies, I * r)riqinally 
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paSS through seven levels of review and approval before the final 
integrated system design can be approved. As of July 25, 1984, all 
subsystems had been approved at the first three levels. The appro- 
val status was as follows: 

Design level -- 

Three 
Four 
Five 
Six 
Seven 

No. of subsystems -- 

5- 2/3 
6- l/3 
1 
3 
0 

As shown above, no final subsystem design has yet been 
delivered. Although system design at this time is 6 to 9 months 
behind the original schedule, the Navy is satisfied with the qual- 
ity of the interim designs it has reviewed following level three. 

rjecause CSC has had problems delivering satisfactory subsystem 
designs, contract work is behind schedule. CSC has postponed de- 
sign completion from December 1983 to December 1984. This delay 
has caused postponement of the first system implementation to Octo- 
ber 1985. CSC has also asked for the option of extending the con- 
tract for 3 months; thus implementation could be further delayed 
until January 1986. 

As a result of the Navy's concern about the progress of the 
work, in May 1984 the president of CSC's Systems Group made a per- 
sonal commitment to improve the company's performance. Because we 
concluded work on our review in August, it was still too early to 
determine the effectiveness of CSC's commitment. CSC first began 
providing the Navy with work breakdown reports in June 1984. These 
reports for the first four months showed CSC was falling progress- 
ively behind the revised schedule. The !Yay design work was 16.2 
percent behind schedule and by August, work was 22.6 percent behind 
schedule. The new schedule and cost to complete may require anoth- 
er revision if improvement by the contractor does not materialize 
as expected. 

The Vice Commander stated that the Navy is committed to holding 
project costs for STAFS to a ceiling of $129.3 million and to hold- 
ing contract costs to $87 million. However, as previously dis- 
cussed, we found that design and development work is already behind 
the revised schedule. This could result in increased costs. 

The project officer is confident that he can manage the con- 
tract within CSC's recent estimate of $87 million. He believes 
that, even though design and development may run over the estimated 
$29 million, there is enough leeway elsewhere in the contract to 
compensate. For example, he thinks the implementation will cost 
less than planned and the terminals will cost about $10 million 
less than the $19.8 million budgeted in the contract. 
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'rhe Vice Commander discussed with us the contract alternatives 
they have considered. These include: 

-E-Conversion of the design and development contract from cost- 
plus-fixed-fee to firm fixed-price. 

--Termination for convenience of the government. 

--Termination for default. 

--Subcontracting the remaining work. 

Although none of these alternatives has been ruled out, he 
believes that CSC's recent commitment to improve performance 
precludes implementation of these alternatives. If contract costs 
appear to be running over estimates, the Vice Commander says the 
Navy will probably reduce the STAFS capabilities by eliminating 
subsystems or tasks it considers nonessential. Thus, the Navy has 
not yet developed a contingency plan that identifies these nones- 
sential tasks or other actions and alternatives that could be exer- 
cised at various points during the project. Further, project man- 
agers have not designated key management review points at which 
contract, management, and system development alternatives could be 
reviewed and decided upon. They believe the decisions about what 
can be eliminated can wait until the end of 1984, when the design 
phase is scheduled Eor completion. 

Navy lacks a current 
economic-analysis of STAFS 

At the onset of our work, Navy project officials said they had 
not yet responded to auditors' recommendations that the economic 
analysis of STAFS be updated. However, as discussed earlier, the 
Vice Commander stated that the Navy has begun to prepare this up- 
date and now plans to have it completed by December 1984, 

We noted that no past or future costs of industrial fund user 
facilities were included in the current project budget. The Navy 
audit report recommended that industrial fund costs be included in 
an updated economic analysis. The Vice Commander said, however, 
that industrial fund costs for development and operation could not 
be included. He said these costs are not identified separately in 
the activities' budgets and cannot be accurately derived from aud- 
itable budget documentation or accounting reports. The industrial 
fund costs include travel and salary costs for personnel on temp- 
orary duty over a 2-year period during the development stage, and 
for experts who attend monthly meetings, milestone reviews, etc. 
Another personnel cost is salary for industrial fund staff who now 
perform STAFS functions at the laboratories and who will provide 
technical and operational support once the system is installed. We 
believe that additional costs that should be considered in the 
Navy’s cost/benefit analysis are space preparation and occupancy. 
Such costs are standard components of budgets and economic 
analysis. Navy guidelines (NAVCOMl?T manual, paragraph 074723-3d) 
requires all costs to be included. 
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We believe it is good business practice to have a cost/benefit 
comparison on which to base management decisions. The Navy should 
use best estimates for these costs if firm figures are not avail- 
able. The accuracy of the economic analysis has, or should have, a 
heavy impact on the Navy's ability to make management decisions on 
the cost effectiveness of STAFS. 

(510064) 
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