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The Honorable William Proxmire

Chairmarn, Subcommittee on-Priorities -
and Economy in Government

soli eononte dnnicic N

Dear Mr. Chairman:

This is in reply to your recuest dated January 27, 1973,
for a full investigation of the procurcment of foreign and
domestic petroleum products by the Department of Defense over
the last several years.

Qur review was made vrimarilyv at the Defense 3Supply .
Agency and the Defencge Fusl S upply Center, Cameron Station.,r D
Virginia. These activities ars *aspanqlble for the vprocurte-
ment of bulk petroleum for the military services. We exam-
ined contract files, reports, ané¢ other agency records:
procurement policies and vrocedures; and date submitted by
contractors., We also discussed pertinent matters with Xnowl-
gdgeable cofficials.

Your primary concern seened to addrecs *he questien of
whether procedures follecwed by the Agency andéd the Center as-
sured the priocuremnent of need=d petroleum products at reasocn-—
able prices. We corcluded that although the Center had made
a genuine effort to procure petroleum products at the best
available prices, the procedures followed in many instances
had not given the Center adequate assurance that the prices
paid were fair and reasonable.

Until early 1973 the Center procured domestic petroleun
needs through formal advertising--the preferred method of
procurement, It is assumed that formnally advertised pro-
curements will ceuse the greatest degree of competition and
the lowest price available in the market place. However,
procedures followed by the Center, which allowed the sup-
pliers to bid on a part of the teotal guantity reguired and
by lots of various sizes at succeedingly hicher prices.,
might have limited the effectiveness of competiticn in pro-
viding reasonable bid prices. .

. Beczuse bids received in respense to invitations is-
sued in early 1973 did mot elicit offers to crovide encuah

fuel to satisfy requirements, the Center was forced to nego-
tiate contracts with suppliers. Market price data reported
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'by trade opublications, orimarily Platt's Oilgram, was used
for evaluating the reasonableness of orices cffersd during
1573 and 1974. The data represented a mixture of actuel
prices paid by other customers, vrices asked, and offers
made, generally without identification of sales volume. We
concluded that this data was not adequate for evaluating
the reasonableness of proposed prices, particularly during
a critical fuel shortage period.

0il companies did submit market data for the early 1875
procurements, after they were granted exemptions from oro-
viding supporting cost or oricing data required by Public
Law 87-653 because prices offered were based on market prices
of commercial items sold in substancizl guantities to the
general public. This data included various combinations of
total averace sales., actual sales, intracompany L-ansactions,
and quoted prices, all covering a variety «f time periods.
The data showed there were commercial sales in substantial
quantities of the products, or similar products, acguired by the
Government. We concluded, however, that ther: was not enough
data to insure that the prices paid by the Government were
based on market prices paid by comparable customers on recent
transactions. Particularly, we believe price and guantity
information should have been obtained for recent large sales
to c¢ther customers.

We reviewed a sample ¢f the data submitted for the July
1975 procurement cycle and concluded that the data submitted
by the contractors had improved little over that submitted
during early 1975.

We a.so concluded that the economic price adjustmept
clauses included in 65 of the 68 contracts awarded in the
first gquarter of 1975 could result in questionable price
adjustments.

We believe competition was adeqguate to insure reason-
able prices for the January to June 1975 negotiated contracts
for foreign petroleum requirements, Evaluation of procure-
ments for prior periods was not possible because of incom—-
plete records.

On the basis of our audit work siice the Truth-in-
Negotiations Act, Public Law 87-653, was passed in 1962,
we believe that it has generally Eteen effective in providing
procurement officials with a sound basis for negotiating
fair and reasonable prices when competition is lacking.
However, we are still finding thac procurement agenc1es
are having problems carrying out the act



B-178205

BACRGROUND

The Center procures and zzanages bulk cetroleum products
for the military services. Until 1973 the Center was able
to vrocure adecuate supplies of zetroleum sroducts for domestic
reguirements by formal advertisirg. Between early 1973 and
December 1974, however, the Tenter experienced a number of
serious oroblems in obtaining petroleum vroducts., Traditional
suppliers would no longer comzete for contracts because of
fuel shortages, uncertainties in the crude oil market, and
Covernment price controls,

The Defense Production Act of 1950 hzd to be invoked in
late 1973 to require o0il companies to supply petroleum pro-
ducts for the Government's needs. The act, as amended, au-
thorizes the President to reguire acceptarce znd performance
of defense contracts or orders, in preference to others, by
any person he finds capable of their performance.

In January 1974 the Emergency Petrcleum Allccation Act
became effective. Under this act the Federal Energy Adéminis-
trztion designated the firms that would suoply fuel to the
Department of Defense, generally on the basis of 1972 supplier-
purchaser relationshivs. The emergency &allocation system elim—
inated competitive procurements.

The changes in the fuel supply situation had a consider-
able impact on prices paid by the Department of Defense for
fuel. Between 1972 and 1975 the average cost for a gallion of
fuel almost tripled. The procurezment process was also ad-
versely affected because noncompetitive negotiated procure-
ments were more complex than formal advertising. The reason-
ableness of prices offered must be established by extensive
analysis of all available cost or market data and negotiaticns
must be held with contractors to establish orices. The addi-
tional requirements for processing negotiated con’.racts in-
creased +he workload for the Center's procurement .ersonnel
who had limited erperience with this type of proctirement.

ADVERTISED PROCUREMENTS

We examined the formal advertising procedures followed
by the Center until 1973 in awarding contracts for petroleum
products. We wanted to determine whether the procedures
followed resulted in obtaining needed fuels at fair and rea-~
sonable prices. We found that the use of two special tech-
nigues, block bidding and multiple awards, as well as a low
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level of .ndustry interest, limited the effec'ivaness of
competition in providing reascnable bid vrices.

A major determining factor in obtaining a fair and rea-
sonable price is the extent of the competition. The Armed
Services Procurement Regulation does not contain criteria for
evaluating the adequacy of competition for advertised vro-
curements. For negotiated procurements, however, it states
there should be two or more offerors, each capable of supolying
the total requirement and each contending for a single award.
For the petroleum procurements examined, multiple awards
were made becausse no singls bidder could supply the total
guantity needed.

For example, in procuring P-4 fuel for the first 6 months
of fiscal year 1973, 68 of 82 firms bidding received awards
and {or the second & months, 65 of 68 bidders received awards.
For other products the percentage of bidders receiving awards
ranged from 33 to 82 percent.

The total quantities cffered by all bidders compared with
the guantities required for successive procurements indicated
lessening interest on the part of refineries in competing Zor
Govermment business, particularly for jet fuels. For example,
for the procurement in the fall of 1972 the total gquantities
bid were only 120 percent of the recquirements for JP-4 ang
130 percent for JP-5. The bids received fur jet fuel in the
last advertised procurement in early 1373 covered only about
60 percent of requirements, and almost all bidders received
contracts for the entire guantities bid. Bidders were also
allowed to bid on a series of product lots at different vrices.
Thus, a bidder might receive several orders at different prices
for the same product under the same advertised procurement.

For example, in a procurement of JP-4 fuel, one company sub-
mitted bids for f.ve separate lots of 38.6 milliocn gallons
at prices ranging from .0645 to .0755 a gallon. He received
orders for four .lots.

Suppliers generally offered the lowest price on the first
lot and increased the unit price on each succeeding lot. The
more lots purchased flom a supplier, the higher the average
unit price paid.

The practice of bidding on a series of lots, called block
bidding, has been used for formally advertised jet fuel pro-
curements since the early 1963s. The Center has justified
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bleock bidding on the basis that increased guantities were of-
fered and that more competition resulted. A Center cfficial
said that wn-.t prices were increa-ed on each additional lot
offered@ to the Government because the additional cguantities
represented part of the refineries' output which could have
been sold to other buyers at the same or higher price than
the price bid on the first lot.

The multiple awards and block bidding srocedures assured
most firms of an award for some or all of the product offered.
Since bid openings were public, bidders were generally aware
thay limited quantities were being offered and that most bid-
ders were receiving awards. Thus, we concluded that there
was little assurance that all firms were actively competing
for Government centracts. We believe that the opportunity
for collusion is enhanced under any competitive procurement
where adequate competition Jdoes not exist. However, we
did not find any evidence cf collusion on the vrocurements
reviewed.

In view of the limited competition the Center should
have considered using negotiated procedures.

Center officials told us that they believe the petroleum
market conditions would not be conducive to the use of formal
advertising in the foreseeable future. The Center recently
canvassed suppliers and found they would not respond tc an
invitation for bids.

DATA USER FOR NEGOTIATING PRICES
FQR 1973 ARND 1974 PROCUREMENTS

We examined contracts negotiated in 1973 and 1574 to
determine whether competition was adequate to insure reason-
able prices and whether the Center obtained enough data to
evaluate prices for noncompetitive awards. We concluded
that competition was limited or nonexistent and that the
Center did not have enough data to make a thorough ovrice
analysis to insure that the prices paid were fair and rea-
sonable.

The Center solicited competitive vproposals in early
1973 for the fuel it previocusly attempted to obtain by
formal advertising. Suppliers responded with offers for
about 355 million gallons, but this was considerably short
of the guantity needed. MNevertheless, the propcsals we.e
considered competitive, ard prices were evaluated on the
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basis of data contained in Platt’'s Cilgram and orices paid
on vrior advertised contracts.

The total quantity offered by all interested supoliers,
which was less than one-half of the amcunt reeded, did not
provide enough competition to insure reasonable prices. Also,
the limited competition for the previously advertised procure-
ment and the data in Platt's Qilgram dié not provide an ade-
guate basis for price evaluation.

The additional quantities of fuel neede=d to satisfy re-
quirements for the veriod July through Decezber 1973 were
cbtained from a small number of suvpliers urnder a voluntary
allocation proaram and mandatory allocations issued under the
Defense Procurement Act of 1850. 2About 700 million gallons
of fuel were obtained under these two allocations, using
noncompetitive contracts. However, prices cuoted by sup-
pliers were accepted without further negotiztion. Procure-
ment officials said that oral negotiations were conducted
before written offers were received and that price reductions
were obtained. We found no evidence of such negotiations
in the contract files. The Center determined that the quoted
prices were reascnable by comparing thex with estimated prices
for on-the-spot {one-time, single purchase/celivery), cargo
purchases on the gulf coast as shown in Platt's Oilgram. In
our opinion this data did not provide the agency with an ade-
quate basis for determining the reasonableness of prices of-
fered.

In 1974 all contracts were neugctiated with supoliers under
mandatory allocations issued by the Federal Znerjy Administra-
tion. Although the contracts were subject to the reguirements
of Public Law 87-653, the agency continued to use market price
data from industry publications, primarily Platt's Oilgram,
for evaluating the reasonableness of prices. Contractors were
not required to furnish cost or pricing data or market price
data to justify an exemption. In the latter half of the year,
contracting officials also used Civil Aeronautics Beard re-
ports showing orices of L\erosene-based fuel to airlines for
developing prenegotiation objectives.

We do not believe that there was enough data available
to contracting officials to insure that any of the prices
negotiated in 1973 and 1974 were fair and reasonable. The
agency should have required oil companizs to submit cost
or pricing data or to submit market price data to justify
an exemption from the cost or pricing data ovrovisions of
Public Law 87-653 and to demonstrate the reasonableness of
prices offered.
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1975 MARKET PRICE EXEMPTIONS

We reviewed the data which the Center used as a basis
for granting oil cowpanies' exemptions from subzitting certi-
fied cost or pricing data in support of vroposed prices as
regquired by Public Law 87-653. We believe the =xemptions
were prowver to the extent that the vroducts acouired were
the same as, or similar to, products sold commercially in
substantial quantities. But the market price information
obtained, from either the contractors or elsewh=re, was
not complete enough to insure that orices vaid were based on
suprlie.s' market prices vaid by comparable customers on
recent transactions. In many cases the data thzt was obtained
from the contracters was not complete or currenz. Further,
some reliance was placed on vrice informatien contained in
industrial and Goveinment publications, which, we pelieve,
was of cuestionable value for analyzing prices.

In September 1574 the Center notified the rzetroleum
suppliers designated by the Federal Energy Administration
that they must submit certified cost or pricing data with
their offers or submit the market price exempticn form
(DD 633-7) with market price data to support *tle=ir claim.
Initially, nost oil suppliers claimed the exenpfion but
refused to suoply any market price data. Bet,een September
1974 anc January 1975, there was extensive formzl and informal
correspondence between the Government and the o0il companies
cver the refusal to submit the data.

On November 27, 1974, Assistant Secrctary of Defense,
Mendolia, vrote to the Chairman of the Cost Accounting
Standards Beard seeking waivers of the requirement for oil
companies to comply with cost accounting standards. The
Secretary stated that while Defense had hopes c¢f obtaining
sufficient data to establish market prices, thus making the
waivers unnecessary for later procurements, the needed data
could not be obtained for a substantial number of procure-
ments necessary by December 16, 1574, Two specific recguests
were submitted for waivers in connection with contracts for
procurement of fuel for delivery overseas. These reguests
and a subseguent recuest for reconsideration were denied by
the Cost Accounting Standards Board. Eventuallv, 61 of the
68 companies involved in sales of o0il to the Department of
Defense for domestic use submitted some cost or market price
data. ‘
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In January, February, and March 1375, the Center awarded
68 domestic contracts for vetroleum products amounting to
about $671 million. The Center determined that all 68 non-
competitive suppliers should be exempted from recuirements
for supplying supporting cost or pricing date and from com-
plying with cost accounting standards, because prices offered
were based on market orices of commercial items sold in sub-
stantial guantities to the general public. This determina-
tion, as well as the reasonableness of the prices offered,
was based on an analysis of market price data submitted by
52 of the companies, along with supplementary analysis of
price data appearing in governmental and industrial publica-~
tions.

Regulations permit the use of dazta other than that oro-
vided by the contractor in guestion to establish the exist-—
ence of substantial commercial sales. The regulations indi-
cate, however, that actual sales price information should
be obtaired from each contractor,

The 52 contractors that did submit data submitted 430
pages of diverse informaticn not easily subject to evaluation.
The data consisted of varicus combinations of total average
sales, selected average sales, actual sales, and internal
transactions or guotations. Of the 42 contractors submii-—
ting data on the JP-4 jet fuel contracts, only 26 submitted
identifiable actual sales data. Further, the data submit:ted
covered 2 variety of time pericds between Januarv and Decem—~
ber 1974. Few, if any, submissions could be characterized
as current, accurate, and complete sales data.

Although average orices and selected actual sales may
be ugeful in any pricing analysis, we believe that comparing
prices offered for required bulk quantities with comparable
commercial sales would provide the best measure of price
reasonableness. The contractors' supporting data, however,
contained no bulk commercial sales approximating or exceed-
ing the required quantities. ;

We were told that the zales data obtained from the
contractors was verified by comparing it with information
contained in industrial and Government vublications. The
publications "sed were Platt's Oilgram, 0il Buyer's Guide,
Civil Aeronautics Board rerorts, and Federal Power Commis-
sion reports. We reviewed a number of these to determine
the contents but did not verify the information contained
in them. Platt's Oilgram was the publication most freguentlv
relied on. The Oilgram is 2 daily publication providing
detailed information on prices gquoted and actual sales,
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The Defense Suvply Agency, however, criticized the Cilgram's
use as a primary price analysis source, because it did not

~contain an adequate number of comparable bulk commercial

szles. A Platt's Oilgram official said that the information
was gathered by telephone surveys and that svopliers often
initiated the calls to Platt's. Platt's did not audit or
verify the information it received. There is no assurance
that the information is current, accurate, or a representa-
tive sample of independent sales transactions.

In commenting on our evaluation of the market data
0il companies submitted and used in pricing procurements from
January through March 1275, Center officials said that all
companies had submitted usable market data on the July 1875
buy and that the quality of the data was better than that on
the previous buv. We reviewed the data submitted by 15 of the
62 companies involved. This sample included eight major
suppliers.

We found that the 15 companies submitted various
combinaticrns 0f average sales, actual sales prices, and posted
prices (offers to sell). There was no identifiable actual
sales data, however, among the market data submitted by four
of the eight major comparies and five of the remaining :2ven
companies. We therefore concluded that the market price
data received from contractors had not shown any marked im~
provement.

Recommendation

We recommend that where compznies are exempted Zrom
furnishing cost or pricing data on the basis of substantial
sales to the generdl public, the Secretary of Defense take
the necessary action to obtain enough data to adequately
establish that the prices offered are based on market prices
paid by comparable customers on recent transactions. Spe-
cifically, each supplier should be required to provide price
and guantity information for every bulk sale during the past
3-month period. Intercompany sales should be separately
identified. If adequate market data is not obtained, then
the market price exemption would not be available, and cost
or pricing data, and compliance with cost accounting standards,
would have to be obtained.

PRICE ANALYSIS AND FILE DOCUMENTATION

We reviewed the Center's price analysis process in detail.
The Center analyzed the data submitted by the contractors and
the data from industry and Government publications. This work
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was adequately documented. The price analysis would have been
more effective, however, had the Center reaquired the contrac-
tors to provide detailed data on actual sales of comuarable
gtantities to c-.mmercial customers.

Before analyzing offered prices or a contract-by-contract
basis, the contracting officers developed market vrice ranges
for each procuring area and product line. A contracting offi-
cial said the purpose of astablishing market ranges was to
give the contracting officers a clcse fix on the market price
of a given type of product in a given area. The Center di-
vides the United States into four procuring regions: east,
west, gulf coast, and inlamd. Each of the 68 suvoliers was
placed i.to one of these regions. Data obtained from thne
contractors was compiled to construct a market range of orices
general public. Contracting cfficers compared the sales data
with pricing information aveilable in various industrial and
governmental publica’.ions.

After the market prire ranges were constructed, the
contracting officers performed price analysis on a contract-
by-contract basis, If the military preduct was about the
same as a product sold comrercially, a direct comparison of
offered prices and market orlces was made. If the military
product was not the same as a product scld commercially, the
offered prices for the precduct were compared with market
orices for the product's components in a relative ratio.

Por example, a ratic of 70 percent regular gasoline and

30 percent kerosane is used for JP-4 fuel. Offered prices
were then compared to the combined price of gasoline and
kerosene. -

Using the market price range objectives developed by
price analysis and knowledge of each contractor'‘s operations,
the contrzcting officers were able, in nearly all cases, tc
obtain prices lower than those initially proposed by the con-
tractors. The total negotiated amount for the 68 contracts
was $38.3 million lower than the initial proposed amount of
$709.3 million.

In addition to obtaining market data from contractors
and other Government agencies, the Center has taken other
actions to improve petroleum procurement. In September 1974
the Office of Market Research and Analysis was established
and staffed to maintain data on price trends of petroleum
products, to analyze market data submitted by contractors,
and to provide sucport to contracting officers. The Pederal
Energy Administration was requested to oproyide access to
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monthly revorts required from each domestic refiner which

Fuel Center officials believed would be useful in their price

analysis. The Energy Administration provided reports on about
three-fourths of the o0il cempanies, but the data was received

too late to be of use for the July 1%75 procurements.

The Center's Cost and Price Analysis Branch, a group di-~
rectly involved in the negotiated procurement process, was not
properly staffed. 1Its function is to help insure that con-
tract award prices are fair and reasonable, primarily through
price analysis. The change to negotiated procurements has
greatly increased the pricing workload and the importance of
price analysis. Until recently the Branch had two employees
who did analysis for the Procurement Division. In June 1975
five new positions were zuthorized, bringing the authorized
positions to seven. Put, as of the end of July, the two em-
plovees in the Branch had left and none of the new positions
had been fillad. As a result, the Center's buyerc have had
to make their own analysis.

AUGDITS OF DATA RECFEIVED PROM CONTRACTORS

The Fuel Center did not ask the Defense Contract Audit
Agency to audit any of the market price data submitted by
the contractors. A Center official said that there was not
enough time between data subrission and contract negotiation
to perform audits and ‘that avditr were not necessary because
the data could be verified with such publications as Platt's )
Oilgram. . :

In our opinion, audits, at least on a sample basis, are
necessery to determine whether the data submitted is represen-
tative of substantial sales to the genzral public and does
not omit laige-volume, low-price sales which could influence
the negotiation of prices. We believe that the information
contained in the Oilgram or other sources is not an acceptable
substitute for verification by audit.

/
Recommendation

We recommend that the Center obtain audits of the sales
and market price data sutmitted bv the companies before con-
ducting contract negotiations.

COST DATA SUBMISSIONS

Of the 68 contractors submitting price proposals for
the early 1975 contract awards, 12 submitted supporting cost
or pricing data. The Center, however, determined that it

11 o
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could not relv on the cost or pricing data as a basis for
price negotizations bacause the data did not adegquately iden-
tifv all oproduct costs or appropriately identifv the costs
to the various jointly produced products.

The petrcleum industry commonly uses th: sales reali-
zation technigue to distribute costs among its oroducts for
inventory valuation and income tax purposes. This technique
is the process of assigning costs to products in prooortion
to the percentage of each product's sales to total sales.
Although it is accepted by the Internal Revenue Service as a
basis for valuing invenicries, this technigue does ncot iden-
tify actual product cost.

Because of the inadequacies in the supporting cost data,
the contracting officers decided it would be more advantageous
to the Government to negotiate a vrice with these contractors
on the basis of available market price data. Lower orices
were negotiated than indicated by the cost data furnished.

FOREIGN PROCUREMENTS

We believe that, for foreign procurements made during
January to June 1975, competition was adeguate to insure the
reascnableness of prices caid. In contrast to the domestic
situation, there were foreign suppliers willing to compete
for the sales to the Government.

Before the January to June 1975 buy, documentation was
not adeguate to perwuit an evaluation. We noted, however,
that prices paid foreign suppliers in 1973 were generally
lower than those paid domestic suppliers.

ECONOMIC PRICE ADJUSTMEKNT CLAUSES

Of the 68 contracts awarded in early 1975, 65 contained
an economic price adjustment clause. These 65 contracts
contained 82 separate base references for computing adjust-
ments, Of these, 53 were based on the individual contractor's
acquisition cost of crude petroleum, 24 on the comvany's
posted price for a product, 1 on the posted price in Platt's
Oilgram, and the remainder on miscellsneous other bases. We
concluded that many of the clauses could result in inaporo-
priate adjustments to the contract prices.

Price adjustment clauses based on an individval comovany
posting of a2 refined vroduct do not represent an industry-
wide contingency but merely a orice at which one company is
offering to sell its product. The danger in using tuais ar-
rangement is the possibility of a contractor increasing its

12
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posted price even though there may not have been a general
market change. A Center official said the Center tried but
was unsuccessful in getting the clauses in the 24 contracts
tied to the accuisstion cost of crude oil.

The use of acguisition cost of crude c¢il also has its
pitfalls. There are some companies that have their cwn
sources of crude oil. Thus the traasfer prices fo. these
crude oils are not necessarily the same as those which
would be arrived at through independent sales %transactions.

Recommendation

We recommend that the Center explore the feasibility of
basing escalation payments on changes in a pric: index de~
signed tec measure movement in petroleum prices. The recessary
indexes cculd be develovped in cooperation with the Bureau of
Labor Statistics, Department of Labor.

A Center official said that he believed contractors
woculd not agree to using Government-developed indexes as a
base reference for acenonic price adjustment clauses. He
added that agreewmsnt to mutually acceptable terns and condi-
tions for economic price adjustment had been one of the nost
difficult areas of contract negotiation, primarily because of
2ll th~ market uncertainties.

PROCL 'T_PERSOKNEL

We :viewed the training and experience of the Center’'s
procr-emerc persornel. Although most of the personnel have
attendca the basic mandatory procurement training courses,
some additional training would be beneficial. 2Also most of
the buyers and other procurement personnel have had only about
2 years' experience in handling negotiated procurements——
obtained mostly since the Center switclied from formally adver-
tised to negotiated procurements. Some personnel okbtained
experience :hrough involvement in the Center's limited nego-
tiated contracting or involvement at other procurement activi-
ties.

The Department of Defense has established a mandatory
career prngranm for civilian procurement perscnnel. The
program identifies courses which provide the skills and
information needed for the employees to properly perform
their duties and to- advance in the procurement field. About
75 percent of the Center's buyers have attended all the
required basic procurement courses. There is, however, less

13
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emphasis placed on requiring buvers to attend an inter-ediate
level course on contracting pricing techniques. This, we be-
li2ve, is essential for those procurement personnel responsible
for analyzing proposed prices and negotiating contracts.

We intorviewed 27 buvers to get their views on the
adequacy of training received. They agreed there is a need
for specialized training relative to the petroleum industry.
Specific areas mentioned included industry terminology,
operations, products, and marketing techniques.

In conjunction with the American Petroleum Institute,
the Center has developed a i-week survey course on the vpetro-~
leum industry. This course, however, addresses only general-~
ized information about the industry. Further, in the vast
4 years most of those attending the course were at the super-
visory level.

Recommendaticn

Additional training, particularly in regard to contract
pricing technigques and the petroleum industry, would be highly
beneficial. We recommend that the Agency review the training
program established for its vetroleum buyers and revise it as
nccessary to insure that mazimum beneficial training is ob-
tained on a timely basis.

LONG-TERM CONTRACTING

Qur review of the feasibility of procuring petroleum
products on an annueal basis indicated that, although purchases
cc'1ld be made covering requirements for 1 year or longer, the
oniy savings likely to occur would be the administrative costs
associated with the purchases. We believe that considerable
savings in the price of fuel would not be realized because
most oil companies insist that escalation clauses, providing
for the contract price to escalate as costs increase, be in-
¢luded in contracts.

The military services compute and submit requirements
semiannually for some products and annually for others. These
submission periods were established (o0 coincide with the
Center's procurement cycles. The services, however, can pro-
ject fuel requirements in vearly increments for periods up to
S years. The requirements computation process therefore does
not preclude long—term contracting,

The Center did solicit long~term offers in 1973 for the
January to June 1974 domestic procurements. Only 12 companies

14
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responded. As the fuel crisis worsened with the Arab embargo,
10 of the 12 companies withdrew their offers. Two long-term
centracks were finally signed. Both contracts included
economic escalation clauses.

FUEL REQUIREZMENT DETERMINATIONS

We examined how fuel reguirements were computed. We
found no evidence at the Center which wouid indicate major
errors in the reguirements determinations. Requirements are
computed L many Defense Department user organizations, con-
sclidated by the various services, and provided to the Fuel
Center. usually semiannually. The Center has no authority
to change these reguirements and acts primarily as the broker
for each service to acguire and distribute the fuel needed.

Each military service arrives at its projected peace-
time operational fuel needs through a similar process. Each
major commaund estimates its fuel needs for coming periods on
the hasis of the command's mission and past experience. The
command first projects, for example, the number of flying
hours or ship-steaming hours needed to support the mission.
These projections are then multiplied by known fuel consump-
tion factors for each type of plane or ship to get total
mission fuel requirements. Safety level and other such fac-
tors are then applied. Certain fuel requirements, such as
for heating oil, are projected by base or installation com-
manders. Heating fuel regquirements are based on past experi-
ence nodified by the degree-day estimates for the coming
heating seasons. '

Each service has a centralized fuel office which consoli-
dates and reviews reguirements before their submission to the
Center. Each of these offices serves as a liaison for the
Center and a logistics planning oifice for the service. None
of the three central fuel offices are involved in the originmal
generation ¢f fuel requirenents.

Although the Center does not have any authority to change
fuel reguirements, it does reguest an explanation when wide
discrepancies occur between requested and past needs. The
Center also tracks fuel consumption by users to insure that
consumption is within proiections and that contract coverage
is adequate. For example, if an activity appears in danger of
needing more fuel than contracted for, the Center notifies
that activity and asks if a fuel requirement adjustment is
needed. \ i

War reserve requirements are based on force structure
and war plans. i ‘

|
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EFFECTIVENESS OF THE
TRUTB=-IN-NEGOTIATIONS ACT

Since passage of the Truth-~in-Negoti.tions Act in 1962,
the provisions of the Armed Servi~es Procurement Regulation
1mplementing the act have been revised numerocus times. Many
of these changes have increased the e®fectiveness of the act
and were in response to our recommendations.

In our contract-pricing reviews after the act was
enacted, we have noted improvements in the extent and
quality of cost or pricing data submitted by contractors
in support of proposals and in the analysis amd use of
the data by Government procurement personnel. Recent re-
views, however, have shown a continuing need for agency
attention to the implementation of requlations ané poli-
cies. For example, in a review of 183 contracts valued
at aboat $2.1 billion, we found that although DOD’s pro-
curement offices generally were effective in negotiating
noncompetitive contracts, improvements were needed in both
the practices followed and in management controls estab-
lished. About 15 percent of the total cost examined was
not adequately supported by cost or pricing data to the
extent required. 1In addition, we noted deficiencies in
advisory reports on evaluation of contractors' proposals,
in price negotiations, and in internal reviews of the
compliance with established procurementc policies and pro-
cedures. Our revort on this review was issued to the Con-
gress on August 5, 1974 (B-163430}.

trice proposals generally include cost estimates that
must be thoroughly evaluated by qualified technical per-
sonnel to determine whether the techniques and concepts
used are valid. 1In a recent review of technical evalua-
tions of 40 noncompetitive price proposals, totaling about
$132 million, we found that evaluators had not adequately
reviewed about 40 percent of contractors' proposed direct
costs. In some cases the cause of the poor performance
was the failure to obtain complete cost or pricing data
from the contractor.

In postaward reviews of individual contracts we, as
well as the Defense Contract Audit Agency, continue to
identify contracts which are overpriced because of condi-

tions the Truth-in-Negotiations Act was designed to remedy--~

contractors’ submission of incomplete, inaccurate, and non-
current data. Public Law 87-653 provides a legal remedy

in such cases, which was not generally available before its
enactment. )
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The procurement of pstroleum oroducts shows the prob-
lems in administering the act. When the Center told oil
companies in September 1974 that they must comply with re-
gquirements of the acc¢, they initially refused to provide
any data. After extensive agency efforts all bat seven
companies submitted either market price data or cost or
pricing data. 1In the subsequent procurement cycle, all
companies submittad some type of market data:; however, as
noted on page 7, the data was inadequate.

Most contractors recognize the Government's need for
cost or pricing data to establish fair and reasonable prices
for noncompetitive contracts. Although outright refusal
to furnish such data is not widespread, a problem does exist
in somz industries and for certain classes of products. For
example, forging companies have consistently refused to sub-
mit cost or pricing data for noncompetitive procurements.

In fiscal years 1974 and 1975, a total of 48 waivers, in-
cluding three blanket waivers for a 3-yz2ar period, were
granted by the three services and the agency. We have found
that efforts were generally made to persuade companies to
comply with the requirements of the act before waivers were
approved. .

In our opinion, the Truth-in-Negotiations Act has gen-
erally been effective in providing procurement officials
with a sound basis for negotiating fair and reasonable prices.
Since effectiveness of the act depends largely on how well
it is administered, continued attention will be required by
Defense procurement management review groups and internal
audit staffs of the military services and the Defense Supply
Agency. We plan to continue to make selected reviews of
noncompetitive procurements to check on the implementation
of the act.

We do not have any recommendations for revising the act
at this time.

We have informally discussed the factual matters set
forth in this report with Defense personnel. Their comments
were considered in preparing this report.

As agreed with your office, this report is also being

provided today to the Chairman, Senate Permanent Subcom-
mittee on Investigations.
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We believe this report will be of interest to other
committees. Accordingly, we will be in touch with vour of-
fice in the near future tc arrange for its zelease.

We want to invite your attention to the fact that this
report contains recommendations to the Secretary of Befense
which are set forth on pages 9, 11, 13, and l4. As you know
section 236 of the Legislative Reorganization Act of 1970
requires the head of a Federal agency to submit a written
statement on actions taken on our recommendations to the
House and Senate Committees on Government Operations not

(- later than 60 days after the date of the report and t¢ the

N House and Senate Committees on Government Appropriations

with the agency's first request for appropriation made more
than 60 days after the date of the report. We will also be
in touch with your office in the near future to arrange for
copies of this report to be sent to the Secretary of Defense
and the four Committees to set in motion the requirements

of section 236.

Si 1y yours,
(Aass 24,

Conptroller General
of the United States

Enclosure
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ENCLOSURE I ENCLOGURE I

Flnifen Siafes Senafe

WASHINGTON. D. ¢,

Jenuary T, 1975
B-178205

The Hoporable Elmer Staats

Comptrolier Genersl of the United States
kLl G Street, H. W.

¥ashington, D. C. 20548

Dear Mr. Steats:

My S 4n Mﬂ’!n§+ g 1T Tevrocdt oot ian AP Pha mweAasnwamant A “f\"ﬁ1 o y
Al At UW LCUWUCTOS Y O LWL a_uv COLLEGLVLVIL UL LUT :JJ. Viiuli Tl Vi LvitGdapld
end domestic petroleur products by the Depertment of Defense curing 1973,

"197% end 1975. I am meking this reguest in both ry capscities as
Cheirman of the Senete Banking Committee, and Chairman of the Subcomrmittee
cn Priorities and Eccpnoxy in Governcent of the Joint Economic Cormittee,
as well as Vice Chairman of the Joint Committee on Defense Production.

You will recell my letter of Decexzber 1lth, in comnecticn with the request
for waivers froam cost eccounting standards requirecents from lobil Oil
Cozpany. For your informetion, I am attaching copiss of a statement I
made ehoub petroleu: procurenent gernerally, on January 18, 1973, a
telegram 1 sent o the Abttorney General on January 10, and a letter to
the Secretary of De;ense, dated January lTth.

In the last several dzys, the Defense Department has awarded several
petroleun contracts under exerpt ons to the Truth in Negotiation Act.
The exemptions were granted on the grounds that there were estsblished
zerket prices for the itens purchased.

Tne present rethod of petroleunm procurement is through regotistion rether
than competition. In the past neerly all petroleux= products were purchased
through formal advertisinz and competitive bids. This wes cheznged in the
veke of the Arab oil exbargo and the fuel allocation system established

by the Fecderal Fmergy Adzinistration. Host Departcert of Deferse peticieum
wes purchesed through negotistion rather than cozpetition in 19Th, but
contracts were swarded under the parxet price exerption.

In Septermber 1974, the Department of Defense concluded thaet there was

o longer adequete data for determing market prices and cost and pricicg
gzta was requested from the oil firms. Subsequently-, alzost all of

the firms refused or failed to supply cost data or to cozply with uniform
accountinz standards.

Eov I am informed that the Department of Defemse intends to grent whole-
sale exempticns in the next few weeks. This represents a shift in rosition
ty the Fentagon which could only be justified if, in fact, data becace
recently available enasbling it to determine market prices. bBut as there
®as Lo such data fronm September 197k until at least the middle of Janvary
1975, the reversal reczains sonmevnat of a mystery.

1
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I ex also interested in the procurezent methods used pricr to 1974, whes com-
tracts vwere ostensibly awarded on the basis of cozpetitive tids., Howvever,
competition for petroleus contracts wes conducted in a curicus fashion.
Normally, DOD's potential suppliers submit propcsals with regard to e speci~
fic item or nunmbe mf itexms, such es air craft or =sotor. vehictes, 1In

such cases, the Service has an identifizble item of hardware or series

ol items that it vants to buy and potential suppliers are bidding =zsinst

one snother for the right to sell the sazme product.

In the case of petroleun, the situation was quite different. As I uvaderstand.
the procedure, the Department of Defense would invite proposals for its

total petroleun requirements for a rericd of tire such as six monihs or

& year. Poteptial suppliers would bid for various portions of the require-
ments, that is for a fraction of whet the Pertagon wanted to buy. In

this case, potentiel suprliers are not necessarily bidding azainst ope

enother and there is a question in =y mind es 40 how "cozpetitive"” those
proposals were and vhether the possibility of collusion is eahanced und
procurement methods such as those used for petroleum.

er

In your report, which I would like submitted to me pricr to obtaining
written comments from the Department of Defense or any contrector, plesse:
include an eveluation of the method of rrocurement for 1973 before the
allocation system went into effect end since that time. In addition,

I would like to kpow how the Derartzent of Cefense was able to negotiate
contracts in 1974 on the basis of esteblished market prices, the criteria
used to determine whether there are market prices and the séequacy or
appropristeness of those determinetions in 197h.

I would like to have an evalustion of the procurerent of petroleum since
September 197k and your judgzent 2s to the managemant of tae petroleun
procurement progranm. Included in this evalustion should be sn examina-
ticn of the data supplied by the 0il cormpanies and ~thervise obtaired
by the Departrent of Defense with respect to market prices for the 1975
purchases, your findings as to whetker in fact DOD had sufficient infor-
mation on which to base a market price exemption, and your findings as
to the adequacy of the procedures employed by DOD in meking market price
determinations and granting exemptions. ] .

—\
Finally, I would like your opinion as to the effectivedess of the Truth
in Negotiation Act end eny recozmendstions for strengtrening it.

Attachments
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