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EXECUTIVE SUKMARY

The purvose ol rrecsenting this case wee to vrovide the
reader & real life ineight into issuee which impact ¢ any
defencse system acquisition,

The cace essentially covers ithe 1960 to 1967 time frame.
During this time the aArmy matured in the development and pro-
curement of air jtems, ¥

The case begine by the Army identifying requirements for
a new Light Observation Helicopter (TOH). Three prototype
designs submitted by Bell Helicopter, HMler Aircraft and
Hughes Tool Companiss were evaluated, The Bell ¥nd Hiller
designs were Initizlly selected for & prototype competition.
Several individuals felt the Hughes design should be pursued,
In June 1961, the DDRE authorized the Army to procure 5 proto-
type aircrzft from each contractor., FPrior to this, the Arny
was required to procure air iteme through either the Alr Force
or Nevy, Tée prototypes were considered "off-the-shelf" and
FAA certified @#s airworthy.

The aircraft were tested and a source selection evalua-
tion performed. 1In addition, a cost effectiveness study was
conducted by Research Analysis Corvoration. The Advisory
Council recommended thet elther the Hiller or Hughes LOH should
be selected by competitive procurement utilizing a multi-year
contract. The buy was to be for at least 1,CCC aircraft to

be delivered over a three-year period. The Secretary of the

T~
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Arpy, ¥r, siles, decided to procure the LOH by & two-gtep
formally advertised procedure and set the qusntity at 714,

He interrupted the program when he learned cost deta submit-
ted by Hiller wacs disclosed to Hughes., An Army investigation
indicated the information was not such as to give the bidders
any materiel advantage over the other. The rrocurement pro-
cess continued end finel selection wae beced on price factors.
Bide were opened nublicly on 21 May 1665, Hiller's bid per
airfreme wes 320,415 while Hughes' bid was 3190,860. 4 fixed
price production contract wes awarded on 26 May to Hughes with
a EC percent option ner year for 357 additional aircraft ot
the same unit price. An sdditional buy of 121 OH-6A's wes
attempted in 1966, The initial t2rget price submitted wae
355,027, Negotistions terminated, unsuccessfully, on 10 Nay
1966,

The findinge and analysis adiress key vproblems which in-
vited congressionel investigation., These were buy-ins, sole
gource procurement of additional like items, source selection
processes, conflicte of interest, disclosures of source sel-
ection deta and problems when utilizing other services for
procurement, The two appendices point out 1967 DOD rational-
ization to the investigation findinges and provide the resder

with 2 real world negotiation synopsis,

111
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LOH CASE;

In October 1050 the US Army Iinitiated three studies to
determine Army aircraft future objectives in light observa-
tion, manned surveillance and tactical tronsport aircraft,

The studies were used to develop plans to establish guidance
for Army Aviation in the 19€0-127C tireframe,

One requiremrent which surfsced was the need to develop
an aircraft to replece the CH-13 and OH-25 observation heli-
coptera and the Cl=4 light fixed wing airplene,

The CH-13 and OH-23% saw service during Korea and Vietnam,
The 0-1 was a tandem sezted observation airnlane used in Korea
and as & primary treiner,

Recuiremente identified in the studies were presented to
industry in December 1952, Industry submitted 4% light obser-
vation aircreft designs to include ducted fen, tilt wing, auto
gyro, fixed wing and helicopter concepts.

The designs were evalucted in February 1960 by the Alr
craft Requirements Review Board. The Board wae aprointed by
then General Lyman L. Lemnitzer, Chief of Staff of the Army.
Gencral Lemnitzer 2ppointcd the then LT General Gerdon B,
Rogers, Deputy CG, Continental Army Command as Chairmen., The
Board wes comooesed of 1C General Officers and evalueted &ll
induetry designs, The Boazrd recomrended the army's zircraft
observation miseion could best be performed by pure nelicop-

ter. It also recommended that rore then one aircraft be
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prototyped prior to selection of design for production,

In 1948 Army Aviation consisted of 2-place commercial
aircreft of the cub type with sw 1) numbers of dedicated
crews, Logistics sunvort came from the Alr Force, Nevy and
cormercial sources, The Korean war demands expended the
Army's a2ir mobility requirement. Prior to 6 Novemcer 1956
the Army was required to utilize the service of the Air Force
for the engineering and procurement of Army &air iteme. On
this date, a memorandum of agrcement (li0A) wee apnroved by
the Ascistant Secretary of Defense (Sup-ly and Logistics) to
provide the Army direct access to the Navy for the procurement
of OH-13 and OH-23's for which the Navy initielly had respon-
sibility, The Army could then forward lts Killitary Interde-
pertrental Purchase Request (MIPR) und have direct communica-
tions with the procuring service.

By 1960 the army increased Jts logistic role by deter-
mining qualitative and quantitative requiremente for their
aircraft to include supnort, orograniing, budgeting aréd find-
ing for procurement, meintenance and svonly through denot

ng cuanges during production and retrorit,

[

level and cporov
For exarple, in 19052, the Army contracted directly for indus-
try overhaul, parts, technicel reprecentatives, tralning crc
basic and arrlied reserrch.

On 1 July 1960, Oftice ot the Secretary of Defense, 0OSD,
disapproved an Arpvy plep to aesume additional procurement re-~

gponsibility for eir items. Changes were made to include the

v .
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the authority for the Army to procure rFederal sviation Agency
(FAL) certified "off-the-shelf" aircraft and engines,

Five additional Army study groups convened betwesn 196C
and 1966 reaffirming the need for a light observatior heli-
cooter (LCH)., 1In aédition, cornanders fror Vietnam exnressed
a need for the LOH. A& major disadvantage of using the OH-13
‘n Vietnam vas the recuirement for aviation fuel (115/14E5).
Trhe UH-1 (Iroquois) and CH-47 (Chinook) were using a different
fuel, (JP-4). Other recuirements were for an aircraft with
greater renge which could scout vnd maneuver with grester
epeed to wisde it a more votent weapon system,

In 1956 the Army begen planning a new 25C HF turbine
eéngine for use in future LOH's., In Kurch 1928, ¢ comrenies
submitted preo;csols whica were exorined by the Llr Force as
& procurir, o_eéncy. On 29 May 10F5, a Tixed Price Cost-
Shering contrsct was avsrded to Allison Division of General
Motors Corvoration, During 1061 three tests of the Allison
engine failed, A beer-up engine was recommended to Chief
Research and Development and on 19 October 19€1l the Air Force
was asked to hold a competition for & back-up engine develop-
ment, In Februapry 1962 the Air Force awarded a development
contract to Continental Aviation and Engineering Corporation.
By June 1964 the Air Force and Arwy were counfident the Allison
engine would be satisfactory and the Continental engine devel-
orment degign was discontinued,

In Scytenter 1C€E the first production engine contract

3
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was made with Allison Divisicn for three nundred snd fifty
seven T-63A5A ergin~s. This contract contained an option for
a 50 percent increase in thie quantity. Also, jn September,
Allison recesived its' FAA certification for the model 250-18
(T-63A-5A), This FAh certification permitted the Army to buy
the engines directly from the contractor,

In November 1965 deliveries of the first prcduction
engines of a total buy of 357 began, The first production
engine was recelved two months after award of the contract,

Cn 19 larch 196C, the Chief of Staff aoproved the Rogers
Board recomrendation., The Army reaquested the Navy to conduct
a design comvetition and on 13 Kay 1260 the Arpy pre;yured
military cheracteristics for the LOH. The characteristics
etipulated the LOH should be an advanced design turbine pow-
ered helicopter with improved performance, smaller, lighter
in weight, eaeier to maintain and more reliatle than the
OH-13 and OH-23., Detailed technical specifications were de-
veloped and on 14 Cctober 1960 the Navy issued a Recuest for
Provossl (RFF) to industry. Twelve manufacturers responded,
submitting 17 designs., The technical eveluation wes performed
by the Navy supplemented by aArmy experte in April 1961, The
opverational evaluation was accomplished by the Army Aviation
Test Board at Fort Rucker, Alabama, Early in kay the results
ol the Joint evaluation were presented to the LOH Design
Selection Board. The Chief of Staff, then General George

Decker, appointed a Board composed of 9 General &nd Flag

4
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Officere chaired agsin by LTG Rogers. The Board recommended
that two designs, Bell Helicopter's OH-4A and the Hiller
Aircraft Corvcration's OH-SA, be selected for prototype testing.
A decign submitted by the Hughes Tool Company was set aside as
beyond the engineering capabilities known, Several Board
members, then Brigadier General Clifton F, Von Kann, Director
of Army Aviation and LT General Barksdale Hamlett, believed
the Hughes design should be pursued. The Army staff agreed
that the Hughes design offered an opportunity for a techno-
logical bresk-through and recommended that, in addition to
obtaining the prototypes, the Army develop a&nd test the Hughes
design as & separate actior. The Board re-affirmed this act-
jon and on 18 May 1961, Generel Eddleman, then acting Chief

of Staff, aprroved the recommendation, On 5 June 1961, the
Director, Defense Research and Enginecring (DDRE) authorized
the Army to procure the Bell and Hiller prototypes directly
fror the manufacturers without going through the Navy. OCn

1% June he approved the addition of the Hughes entry into the
prototype comnetition,

A1l prototypes were to be certified aliprworthy by tne
Federal Aviation Agency (FAA), The Army awarded fixed price
research and development contracts to the three contractors
in November 1961.

The US Army Test and Evaluation Command conducted an
extensive test program on each type of aircraft. The test

progrem included logistical evaluation, a@erodynamic testing,

n




operational suitability and armament and avionics testing.
The logisti:al evaluation measured reliability, maintainabil-
ity and logistical support requirements., The test goal for
the Arwny Aviation Test Board was to accrue 1,000 hours on
each of the first aircraft designs in a period of six months,

The second of each aircraft design was aerodynamically
tested for 2CO0 hours at the Army Test Activity at Edwards
AFB, California, This test was to determine the precise per-
formance and stability control characteristics of each design
with emphasis in the area of performance guarantees,

The third aircraft ~s used for operationel suitability
teste conducted at Fort Rucker, Alabame, The prime objective
of this test was to obtain user inputs as to the suitability
of each design to perform the LOH mission,

The fourth and fifth aircraft of each design were used
for armament and avionics testing., Two armament kits consist-
ing of 7.62 mr machine guns and a 40 mm grenade Launcher were
used. Rader reflectivity and infrared radiation wag also
measured during thie testing. The prototype aircraft accum-
mulated 4,858 flight hours during the test program.

The informetion accumrulated on the three competing
models was analyzed beginning in September 1964, An Army
evaluation group (now Source Selection Evaluation Board )
headed by then Brigadier General Kenneth Bayer met for three
weeks to evaluate in three areas; technical, operational

suitability and economics. The Board was composed of 130




people specially selected for their experience, technical
H skill and maturity of judgment.
The group inputs consisted of data obtained from the
i Army's flight test program; technical date generated during
the FAA iype certification progrem; a norm2l pre-averd survey
of the production capability of each of the three respective
« manufacturers and cost estimates for qusntity production pre-
pared by each contractor. In addition, an independent cost
effectiveness study was performed by the Research Analysis
Corporation of Washington, D.C., Tnis was a separate effort
from the evaluation group. The 3 contractors each gave a two-
hour oral presentation to the evaluation group.

411 three LOH designs met most of the requirements.
However, none fully met all of the Army's requirements, Ths
operational suitability team made compsrisons between the
OH-13, OH-23 and the LOH's., These comparisons indicated all
three nev designs were a substantial improvement over the

current aircraft.

The cost effectiveness study determined that no clear
choicc could bc zade between the Hiller CH-SA and Hughes CH-
6s. The OH-5A had lower maintenance requirements but were
offset by better performance achieved by the OH-6A. The Bell
OH-4A was the highest cost design and had reduced mission
capability due to its greater welght,

A second Design Selection Board, now Source Selectlon

Advisory Council, was formed in October 1964 by the Chief of




Staff, then General Harold K. Johnson., The Board was comrposed

ﬁ of seven General Officers chaired by LT General C.G. Dcdge,

i The Board had the overall responsibility for determining which

! aircraft met the Army's requirements, was most suitable for the
mission and to recommend appropriate procurement procedures,
The Board considered all findings and conclusions of the Army
evaluation grour. It unanimously concluded that the Bell air-
craft's performance deficiencies and high cost eliminated it
from further competition., Tt also concluded that either the
Hiller CH-SA or Hughes OH-6A should be selected by corpetitive
procurement utilizing & multi-year contract for at lesst 1,0CO
aircreft to be delivered over a three-year pveriod. The selec-
tion of thie fairly lerge number of aircroft was intended to
eliminate or minimize @ contractor "buy-in", The three-year
term was to allow lengthier amortization of stert-up costs,

result in lower cost to the Government, lower unit costs and

obligate the competing contractors Lo consider proflt margins
carefully in orepaping bids,

The Chief of Staff recomrended to the Secretery of the

Arwy, Mr. Stephen Ailes, that the Board's plen be z2donted.

Ir, alles Jdecided to arocure the LOtH by a two-step forwel

edvertising procedure and set the quantity at 714 aircraft,

77 was the approved total quantity in the Five {fear Force

Structure 2nd Financial Plen for fiscal yeors 65, 66, and 67.
In the same month, Cctobe~, the Secretary of the Army

temporerily interrunted the LCH orogrém becsuse on 16 COctober




the LOH Project Manager reported that he had lewrned of a

possible "leak" of inforwmation outside the Army of the Selec-
tion Board's recommendetion and that cost data submitted by
Hiller on a privileged basig had been improperly disclozed to
Hughes Tool Company. An luvestigetion was initiated on 17
Cctober by the 9(.2nd Intelligence Croup. Nore than eighty
individuals were interviewed. The facte develoved indicated

There must have been an unauthorized disclosure

but its' exact source could not be established,

The nature of the informstion wes not such as to

give the bidder any material advantage over another.,

The Army made a careful study of the course to follow.
The Army reflected that it had recently completed successful
buys involving competition between the OH-13 end OH-23. It
therefore seemed reasonable a similar price confrontation
could be engaged in for the LOH. The design problems wvere
expected to be at a minimum which was conducive to the two-
step advertised contruct nrocedure recomrended, Bobn con-
tractors were aware the final eelection would be based on
price factors., The amortizing of investment in tooling,
start-up and other manufacturing costs supported the multi-
year buy approach,

Four monthe after the investigation was initiated the
Secretary of the 4Army ordered the procurement and a two-step
invitation for bid was releesed to Hiller and Hughes in
accordance with the Armed Services Procurement Regulations
(ASPR). In the first step each contractor submitted technical

proposels which described the equipment he intended to furnish.

9
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Discussions were then held to decide exactly whet the Aprmy
ﬂ desired and what the contractors would suoply. After the
¥ .| discussions it wus decided each contractor orovided technical
proposals acceptable to the Army.
! On 1 May 1965, both Hiller and Hughes were asked to bid
on a total of 714 aircruft; 88 in FY-65, 168 in FY-66 end
458 in FY-67 with a £0 percent option per year for 357 addit-
lonal aircraft at the ssme unit price, This was to take ad-
vantage of the competitive oroturement and encourayge realis-
tic pricing.
4 The bids were opened publicly on 21 Fay 1965, Costs per
unit airframe were:
Hiller 329,415 Total contract price of $22,250,134
Hughes §12,860 Total coniract price of $14,968,663
The Hiller CH-tA cost per pound wae }21.61. The Hughes

price was $22.20 per pound. Hughes was asked to verify its

il

price. The Army received confirmation on 24 ray 1965. =&

contract was awarded to Hughes on 26 ray. There were other

price quotes for publications, spare varts snd maintenance

-
K

tools not included in the bacsic airframe bid, 1In addition,
the basic airframe did not include the enpine or avionics
(communications equipment). The total estimated fly-away
coet of the fully equipped aircraft was estimated then at
5,146,

It was later deterrined the use of the multi-year
buy technique in the procurement of the OH-6A
resulted in a unit sevings of $16,531. These

10




savings were computed by comparing the unit cost of
the OH-6A under multi-year procurement against the
average unit cost of the OH-13 and OH-23 under single
year procurement, This figure was then increased by
25 percent to adjust for the technical improvements
of the OH-6A over the OH-13 and OH—23.3

In September 1965 an urgent requirement arocse for addit-
ional OH-6A's tc be develored for use in Vietnam, A supple-

mental FY-66 budget reguest wae submitted to Congress to pro-

vide funds to purchuse 121 OH-6A's over cnd above the original

contract and to exercise the FY-65 ontion for 44 helicopters.

The budget wae approved and on Q December 1965 a teletype RFP

was sent to Hughes for the additionel helicopters to be deliv-

ered by 30 June 1967. The RFF was formslized on 17 January
1966 by a definitized RFP, The srmy exercised the ontion for
44 helicopters and negotiations were ovened for the 121 air-
craft, Hughee set their initiel tarcet price at 555,927 and
negotiations terminated on 10 lay 1966. A sumrary of this
negotiation 1s highlighted in Apvendix I .

Further studies determined the requirement could be
satisfied by other means,

In September 1966 the Army exercised its FY-68 option
of 50 percent for 44 OH-6A's, 229 more were procured in the
FY-67 option during Jsnuary 1967. Upon completion of the
contract the Arnmy hed 1,071 OH-6A helicopters placed on con-
tract for #19,860 per unit airframe.

The first deliveries began on 2 September 1966, approxi-
metely two months behind schedule.

11
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Changes to the OH-6A were reviewed by the Froject
Maneger's staff end other technical exnerte and approved by
the Froject Manager. Each price change proposed by the con-
tractor was audited by the Defense Contruct Audit Agency
(DCAA) end wos snalyzed by cost personnel prior to negoti-
ation of a fixed price., The costly changes were the ones
which resulted from changes in the type of Government equip-

ment such as redios, additional armor ¢nd armarent and Govern-

ment directed changes for increased reliability, As of 8
August 1967, thz total cost of engineer change proposals
accounted for an incresse of 0.8 percent in the total contract
price from $21,270,06C to $§24,571,906.

A Product Improvement Program (PIP) with Hughes was ini-
ated to conduct engineering investigations end studies to
enhence zcfety, rellobility and reduce costs, Aporoved changes
were incormorcted into the production contract on a negotiated,
fixed price (coet plus fixed fee) bacis, The ccntract had e
totzl price of #1,9C2,849.

Hughes 2lso held 5 negotiated fixed-price contract for
the developrent and production of armor kite for & total coet
of 32,133,C37. The changes end armor kits would have been
required on any LOH procured off the shelf.

Follow-on contrects were obtained by competing the LOH
again via two-etep formal advertising., The three firms, Bell,
Hiller eand Huphes recponded with an intent to bid. Hiller

withdrew and Bell subritted the low bid 2nd was gwarded a

12
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five-year, rulti-yesr firm flixed nrice with escalstion con-
trect for 220C CH-t8A helicovters, Subsequent to the Bell
eward, DA directed the =Zole source procurement of 346 OH-6A
helicopteres equipred witn the Stundar? Lightwelght Avionics
Packege, ¢c were the OH-58A's, The unit rrice peid for these
ad1itional 346 aircroft was spproxinectely £60,C0C ecch,

Deliveries were corpleted in CL-137C.,

13
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CASE FINDINGS/ANALYSIS

Tne LOH procurement illustretes many lessons to be
learned for & program manager, To provide & feel for some
of the lessons, extracts of o« House of Representatives report
is included with discussion. 5

The House Armed Services Subcommittee for Specilal
Investigotions, chaired by Porter Herdy, Jr., began their
investigations into the LOH procurement at the direction of
Chairmen L. kendel Rivers. The catclyst which precipitated
the investigation was the increace in the initislly proposed
unit price for the 121 airframes for which the Army was re-
queeting a supplemental authorizetions., The quecstion was,
"Why was the unit price 250 perceni over the price for the
identical airfreme under the current contract with Hughes?"

The Subcommittee began its study in karch 1966 and
felt the investigation took the Subcommittee along a trail

of procurement problems and irregularities,

The Subcommitteee' primary concern was with the compet-
éncy of the Army in the conduct of the procurement of ajir-
craft, They were also concerned with the contractor's fail-
ure to meet production schedules and the poscible relation-
ship of thie failure to the buy-in of the LOH contract by
the Hughes tool Company.




Somre of the findinge thrusted at the Army were:

Despite its limited capability, the Army hae proceeded
ﬂ independently with the procurement of aircraft still
in the developmental stage, The clear intent of the
r , intereervice agreement to require the Army to seek
: agsistance from the Navy or the Air Force in such cases
has been circumvented by a strained interpretation of
'off-the-shelf' which has the ecffect of substituting
Pederal Aviation Administration certification for Navy
and Air Force guidance, The federal Aviation Adminis-
tration, by statute, is charged with the resvonsibility
for the safety and development of air commerce and
civil seronautics. Such limited Jurisdiction and ex-
perience hardly make it & total substitute for the
Navy and the Air Force who not only can furnish this
F same service but, in addition, are well equipped to
furnish the Army with the direction and know-how needed
in the procurement of new and sophisticated military
ajir items. It wes never intended that the Army be
authorized to include research and development within
its procurement of air items responsibilities, The
Nevy was notified by the Army that its role as a devel-
oping service hed been terminated so the Army could
agsume full control of LOH prograr.

I

BUY-IN

In discussing the Hughes price of $19,860, the Army
concluded 1t is not considered outside the realm of reeson

that one or more of the contractors would be willing to

"buy-in" within reasonable 1limits, in view of the long-range

]
i

potential that this »rogram offers with its attendant probea-

bilities of future profit, The Subcommittee reported the

Arpy's conclusion of the pricing had only one interpretation,
The Army's advisors were counseling a direct violation
of the procurement policies set forth, the Armed

Seirvices Procurement Regulations, which condemn buying
in,.»

The Army chose to proceed in & manner of an auction.
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The Army accepted a bid f1om Hughes for approximately 1,000
units at a orice which the Army had every reason to believe

would result in a loss to the company of at least $10,000

per aircraft, (Prior testimony to that committee by Hughes

indicated their estimate of cost of the CH-6A to be about

#30,000), The Contrscting Officer was asked to certify

reasonableneas of orice. Hies response was:

Under Formel Advertised Procurements, including ‘Two-
Step Formel Advertised Procurements, there wss no
requirement for me to certify the reasonableness of
price per se; however, the Armed Services Procurement
Regulation (ASPR) 2-406.3(e)(1l) states, in part,
'....to insure that the bidder concerned will be put
on notice of a mistake suspected by the contracting
officer, the bidder should be advised, ae is appro-
priate, of (i) the fact that his bid ie so much lower
than the other bid or bids as to indicate a possibil-
ity of error.,....If the bid is verified, the contract-
ing officer will conesider the bid ae originally sub-
mitted....' The contractor was put on notice and did,
in fact, verify his bid as originally submitted.,

fughes made projectiong of what
profits could be from the commercisal
They felt they could produce &about a
profit during the OH-6A buy and they
cmount,

Hughes deried that the loss

prices of follow-on Army contracts,

they thought their
version of the LOH,
ten million dollar
could gamble that
vwould be recovered in

Hughes rationalized

they then had 310,000 to plar with and wanted to drop the
0d~-6A offer just below %é0,000 ( & round figure) to $19,860,
The Army estimetes ranged from #$28,204 to over 340,000 per
aircraft, The eessence of the alleged buy-in was highlighted
when the Army requested the expedited buy of an adiitional

121 LOH'a for Vietnam. The Comptroller of the Army explained

16
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Hughes' rationale as:
We (Army) come along and say we want 2ll of thr production,
Instead of taking half of your plent ovroducticn, we want
it all in the initial stages, He (Hughes) szid, 0.X.,
if you pay me what I cen get from & civilien customepr,
I will let you have it.p

The civilian price turned out, initially, to be about
$55,000. Another aspect the committee identified to illue-
trate a buy-in wees the delay in deliveries of LOH's. 1The
findings indicuted o lack of experience in a msjor helicopter
progrem which wae & product of a lack of proper ond timely
planning.

CCST EFFECTIVINESS STUDY »

The committee found thet the LCH Ccet Effectiveness
Study perfcriel by Rescearch analysis Jorporation for 47C,C00
was a waste of time, effort end funde since a completely
different coect te the Army was generated by the buy-in vrice.
Thie gtudy could have been very effective if the price dis-
parity between Hiller end Hughes had been emaller, In addi-

tion, the Eoard wae provided a sepeprate evaluation which

could 2id in the source selection.

LEALS

A leak was discovered on 16 October 1064 when 2 Hiller
eémployee revorted to tne LCH Project lManager that a2 rrevious
Hughee representative had disclosed 1o the Fresident of Hiller

the principal recormcndnttors of the Board, This waes the
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recorrendation of a multi-year irp fixed price competition
for & three-year period for 1,C0CC helicornteres from & single
rroducer, The ex-dughee erployee tlso stated to Hille:r that
the Hurhee Company had been giver Hiller's coet dzts, sub-
ritted to the Arry. The Secretary of the Army then initi-
ated en inveetigstion into the leak, The signiricant find-
ings of the Subcommittee were that two high ranking Army
Officere met with the ex-Hughes employee the day before the
Board submitted its recommendation., The Army Officers were
friends of the ex-fiughes employee. Both Officers were allowed

to retire prior to the Subcommittee investigetion.

ENGIRE DEVELCPIENT

With respect to the engine development, the Subcommittee
found the LOH Frojlect Office vermitted a pending procurement
request for the Continenteal engine to continue after the ASA
(T&L) and (R&D) decided to discontinue the effort, A contract
wag awvarded to Continental in the amount of¥ Million for *he
scven protolype engines, These engines vwere delivered st
the end of 1964 and placed in storage without contemplated
use with the LOH. The initial deciesion to proceed with a
back-up engine might have had merit, especially in view of
multiple sources for defense items. The Subcommittee found,
however, thet

before the Army was required to act on the optional
second phase of the contract, theee conditions had
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chenged to the extent that the decision to exercise
the option could be characterized as poor judgment,,

f OTHER AREAS FOR CONSIDERATION
j

Insure the separation of the technical from cost evalu-
ationes of the Source Selection Board. This helne preclude
bias and reduces the poseibilities of leaks of the Board
resulte, Since the technical evaluators are usually larger
1 in number than the cost evaluators, snd they have access to
the costing data, more chance of leaks exiet. In addition,

the physicel area usei for evaluations should exclude outside

o

: personnel regardless of rénk or friendship. This protects

P

both the Selection Board &nd individuals who "drop by"., If
a leak occurse snd one was innocently geen in the apresa he
would be suspect of being the source of the leak,

3 Another consideration for Progran Menagers is trip
reports., Program hanagers are frequently traveling to meny
locatione, One examnle cited in the investigation wss an

E Officer who had travel ordere to Edwards Air Force Base, CA,
3 The Officer reached Los Angeler avnd was involved in a more
3

urgent requirement. He subsequently returned to his home

location ard submitted his trazvel voucher, feare passed and
he was asked to testify why he had intended to go to Edwards
but instead stopped at Los Angeles, A trip report could have
refreshed his memory. Without tne report, the Officer was

discredited as a witness with subsequent insinuations made

19
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about his character by the Subcommittee,

The Subcommittee felt that even though DOD directives
seek to avoid conflicts of interest, close personzl relation-
ships between the Army and Industry representatives resulted
in departures from established procurement wnrocedures and
placed the Army in a position of having its' decisione sus-
pect. The pertinent message was:

Whaether a person who accepts lavish entertainment
can thereafter deel with his host a2t arms’length
at the conference table is dubiteble.

The full recommendations of the Subcommittee with DOD
comments are presented in Appendix I1. The discussion of
liquidated demages in isopendix II are included to provide the
reader with 1967 Congress-DOD rationazle on this subject,

Thie case could be used as a vehicle in the Defense
Syetem kanagement School to address one or all of the
following:

1. Buy-ins

2. 5Sole Source Procurement of Additionel
like Items

3, TwWwo-Step Formal Advertised Multi-Year
Production Ccntracts with Options

4, Buying Off the Shelf
5. Source Selection Processes
6. Conflicts of Interest/Leaks

T. Problems of Utilizing Other Services
for Engineering and Procurement

8. Cost Effectiveness Studies Utilization

20
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Prior to use of this case as a teaching aid, the
instructor should read the report referenced "Bibi&ography 2",

It is obvious from this case that it drew Congressional
interest which stayed throughout the program life, The
reader should derive an appreciation for areas to avoid or
pursue in program management ana the Types oI gquestions

which can be asked when things go wrong,

21
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APFENDIX 1 5

1. 2C January 1966. Jontractor reswonded to the RFP.
Contractor, in his response, took exception to the pronosed
clause ertitled "Changes to Nake or Buy Program" on the basis
of commingling with basic production quantity; accumulation
of cost on a FFIP contract on the basis that cost is accuru-
lated by lot &nd would be prorated to each affected contract
devendent upon the number of aircraft in a lot which would
affect a contract; furnishing of Cost and Economic Information
Syetem Report as & part of the total consideration for the
contract; painting and rarking of the aircraft ‘n accordeance
with the Government Specification; and Frice Warranty (lMost
Favored Custorer Article), Contractor pronosed:

(1) & unit target cost of 349
(i1) a unit target profit of 092
(i11) a unit target orice of '5F 27
(iv) @& ceiling oprice of k61,520 which is 1107 of target
price
(v) Deliveries cormencing in November 1966 and completed
June 1967,

2. 25 Jenuary 1966. Contractor wes requested to submit
back-up data to sunvort nronosal including a dated certificate
of current cost or nricing data; sunnorting data required by
footnotes on reverse gide of Department of Defense (DD) Form
633; a 1list of make items; & priced bill of materials.

3. 26 January 1966. AVCClV advised higher headquarters (AMC)
of the price proposed and how thie price compared with the
price bid in May 196% and requested the aid of ANC in resolving
the mattsr.

4, TFebruary 1966. Contractor provided deta requested by
AVCCL TWX of 25 Januarv 1966,

5. Februapy 1966, Contractor was adviaed that duve to wide
dieparity oetween the current contract vrice of $19,86C and

the propvosed price of 355,927 for the Army requirement it
appeared that the prooossed price was unreasonably Wwlgh; con-
tr' tor was requested to nrovide clecr ond convincing evidence
to su-nort his contention that proposed prices were reasonable;
informaetion requested by 21 February 1966,

6. 7 February 1966, AlC, by first indorsement to AVCOM
letter of 26 January 1966 advised that a revised Government
estimate be prepared and that orice analysts' asclistance would
be furnished from ANMC and Mobility Command, Further, ANC
advised that if the Government estimate indicated that
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negotiations could lead to & mutuelly acceptable position,
then AVCOCE rchould procecd without further recourse to 4lC,
Ifbnot, the matter should be referred to ALC as ¢orly as pos-
sible,

7. March 1966, Government price estimate was comnleted and
provided a negotiation objective of:

a, ¢4C,317 terget »rice
b. 44 349 celling price
e, 36,652 tarpet cost

Ciw 3,665 target profit

8, Also in larch, the resident Air Force Plant Representae-
tives's Office comrleted its analysics of the contractor's
proposal, which included en audlt of the contrector's pro-
pogal nerformed by the Defense Controct Audit Agency Resident
Office; AFPRO pricing recommended a cost of 34C,676.C0 with
profit to be determined oy the procuring activity,

¢, Negotiations commenced on 28 LFarch 1966, All areas of

the oronosel were discussed in detoil without any agreement
being reached in any area, After two days of discuscion, the
Government teem reached the conclusion that the contractor
wished to negotiate a price without any firm agrecrent lu any
oné garticular arec, This conclusion led to the Governmert
Team's estoblishment of @ very conseprvative first offer as a
negotiation technicue and in order to walntein negotliation
roor in the hope that agreement could be reached at or near
the Governrent's negotiation objective of 40,317, This first
offer wes 336,497 per aircraft, After much discussion of the
counter-offer and the make up thereof, Contrsctor advlised that
offer wes not accveptable and that Huvhes menagement advised
them to return hone, However, contractor emnhasized the fact
that he considered negotlations recessed ard not terminated,

10, On 11 April 1966 negotiations reconvered end early in

thio session contractor offered a orice of 454,824, This

offer took into account the deletion of one item from the
material cost and somé adjustments in buruen and overhead rates.
It woe still apparent that the parties were still far apart.

In order to break the imnasse, each party's position was set
forth on a blackboard, and it was agreed that the fectors to

be set out would be the Government's maximum and the Contract-
or's minimum acceptable position.

11, It was detecrmined thet in some areus, parties were very
close and agreement was reached on material cost, material
burden, overhezd rates and other direct cost (allocables),.
Baced on agreement in these areas, the Government offered the
Contractor a price of #44,447 on a Firm Fixed Frice basis,
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The contractor countered with an offer of 351,1C2. Contractor
revealed the factors on which the price was based and indicated
come further adjustment in burden rates and other direct cost
rate; but also revealed the use of B85% curve., The Government
accepted these lesser rates and also accepted the 85%Z leaurn-
ing curve vice 84% curve provosed by the Government, However,
there remained two areas of dissgreement, namely labor hours
and profit., Based upon adjustment made to the Government's
offer of $44,447 dque to 8.% curve and lesser rates, the Govern-
ment made a final offer of 345,125, The Contractor made & final
counter offer of $#49,504, After much discussion of the rela-
tive po~itions and a discussion of Fixed Price Incentive type
contract, neither party would alter its position and negotiat-
jons were recessed at CCB 13 April 1966,

12, At the reyuest of the contractor, negotiations reconvened
on 20 April 19€6. At this session, the contractor offered a
Fixed Price Incentive type contract with the pricing structure
of:

a, Target Cost 343,048
b. Target Price 47,353
c. Ceiling Price £2,088
d, Share Line 80/20

This offer was rejected by the Government and thv Government
made a counter-offer of:

a. $40,653 Target Cost
b. 44,718 Target Price
¢, 44,718 Ceiling Erice
d. 50/50  Share Line

This offer was prejected by the Contractor and a counter-
offer was made by the contractor of:

a, Target Cost $43,048
b, Terpet Price 47,353
¢, Ceiling Price 49,505
d. Share Line 50/50

This offer was rejected by the Government and & counter-
offer was mads of:

a, 340,653 Target Cost
b, 4,065 Target Profit
c. 44,718 Target Price
d, 46,751 Ceiling Price
e, 50/50 Share Line

It was still quite obvious that the primery difference lay
in the aresa of labor hours., The contractor stated that its
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manapgenent was firm in their labor hours and any agreement
would have to be based on their last target figure, The con-
tractor would not accept the Government's offer, nor would.the
Government accept the contractor's offer.

13. At this point negotiations were susnended and on 25 April
1966 the contractor was so advised,

14, On 11 May 1966 the Contracting Officer advised the contrec-
tor that negotiations were terminated.
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APFENDIX IIg
RECOFMENDATION

1. The Secretary of Defense etrictly enforce his
directive that research and development of Army
aircraft be the resmonsibility of the Air Force or
Navy until the comnetence of the Army in this area
has been firmly establicshed,

DEPARTMENT OF DETERSE COMMENTS

The implication that there is a relevant directive not now
being strictly enforced is incorrect, There ig no current
directive arelgning responsibility for developrent of 21l
Army aircraft to the Air Force or Navy. In the past the
Office of the Secretary of Defense has encouraged the Army to
develop & technicel competence level which, in our opinion,
it has achieved,.

This policy is consistent with the current DOD policy covering
the agesignment of recponeibility for the vrocurement of major

military items. That subject wae initielly covered in Defense
Procurement Circular No. 23 dated 1C February 1965; it ig now
incorporated in the Armed Services Procurement Regulation

(ASPR), Bection V. In substsnce, the ASPR providecs that except

where a single denertrent procurement assignment exists (which
is not the casee with aircreft), each militery department may
contrect directly to meet its requiremente,

RECCKFENDATICON

2, Consideration be given to alternate sources for
the light observstion helicopter.

DEPARTMENT CF DEFENSE COMKENTS

The intent of this recommendation ls being accomplished., By
letter to the Honorable Porter Hardy, Jr., of 24 July 1967,
the Secretary of the Arpy informed the Subcommittee that +ihe
Army intended to make its follow-on Light Observation Helicop-~
ter (LOH) procurement by a two-step competitive procedure,
However, the possibllity of having alternate sources means
having more than one model LOH in the Army inventory, which
hae disadvantages in training, meintenance vrocédures, stock-
agee of spare verte, etc. The Army has concluded that these
disadvaniages are outweighed by the adventages of competitive
procuregsent for its remaining LOH requirements., Depending on
the bide received, Hughes may or may not be the =supplier of
those recguirements.
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RECCHKF ENDATION

& 3, The Armed Services Procurement Regulation (ASPR)

4 be revised to include an adequate definition of "buy-
in" and to provide contracting officials with suffic-

1 ient direction and authority to dispose of, by re-

i jection or otherwise, any attempted "buy-ins" in
accordance with DCD'e stated policy on the subject.

DEPARTMENT OF DEFENSE CCOMMENTS

"Buying-in" refers to the practice of attempting in procure-
ments involving price competition, to obtain a contract award
by krowingly offering a price less than anticipated costs with
the expectation of either (i) increasing the contract pnrice
during the period of performance through change orders or
other means, or (ii) receiving future ‘follow-on" contracts
at prices high enough to recover any losges on the orlginal
"buy-in" contract. The ASFR is being revised to restate the
policy in such a way vhat it will be clear to contracting
officers that they shall apoly safeguarde which will nrevent
such a practice. The ASPR is being revised as follows:

1-311 Buying-in,

Current ASPR coverage designated as varagraph a 1s
being modified to strike the second sentence thereof
which currently states that such a policy is not
fevored by the DOD. In lieu therecf, the following
will be inserted:

"Such a practice ie contrary to Department of
Defense policy."

The following new meterial is being adied:

(b) In order to avoid or minimize the opport-
unity for "buying-in" on a procurement
which 1e 1likely bto succeeded by one or
more "follow-on" procurements, the Govern-
ment should obtain from the contractor a
binding price commitment covering as much
of the entire program concerned as 18
practicable. Such a commitment may be
gsecured through employment of one of the
following procurement techniques:

(1) Multi-Year Procurement, with &
provision in the solicitation
that a price may be submitted
only for the total multi-year
quantity (see 1-322.2).
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(2) Priced options for addition-
al quantities which, togeth-
er with the guantities heling
firmply contracted for, equal
the anticipated total orogrem
pequirements (see 1-1504).

{¢c) In addition to the use of the
technigues noted in (b) ebove,
4t is importent thet other safe-
guarde be provided against the
contractors' recovering, through
subsequent over-pricing, from any
jnitiel loss situation due to
"buying-in", For example, see
3.813 with resvect to the amorti-
zation of nonrecurring costs, and
%.801.2(c) concerning price quot~

; ations which the contracting offi-

cer considers unreasonable.
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RECOMNMERNDATICN

4, A provision for liquidated damages for failure
to neet delivery schedules be included in 81l pro-
duction contrects for defense weapons,

DEPARTMENT CF DEFENSE COMFENTS

Ye agree that liquidated damages may be used in many types of
procurement 2s a means of glving the Government added assur-
ance of timely performance by the contractor. However, our
experiense with this technique leads us to believe that it
would not cerve the best interect of the Government to make
liquideted fGeroges rondotery fcer 717 w&onon procurement, In
our judgement, too manv verizbler enter into tne determination
as to whether liguidated damages are fair, effective and worth
the added cost and, accordingly, a Jjudgment must be made on &
cage-by-case baegis in the light cof the rveérticular circum-
stences involved., VWe would expect experienced contractors to
evaluate the edditional risk occssioned by the Znclusion of a
liguidated damages provision in the contract and provide in
their orices for the poseible effect of such a contingency.

Liquidated dazne_es may be helpful and apcropriate where some
or all of the following 1llustrative conditions exist.,

. Time is of the essence and delay in
delivery would resonably result in added expense to the
wovernment,

b, The rate and risk of the liocuidated
dumages are not disproportionate to the scope and vorofit
votential of the contract,

¢. There heas been sufficient past pro-
duction experience to establish a delivery time which can be
met by the exercise of due care and proper management in vepr-
formance of the contract,

d. The product being opurchased is & fully
developed produciion item for which there is a complete and
proven deta psckage,

€. There will be relatively few changes
in epecifications delays in delivery of Government furnished
property, or other factors which would upset the contractor's
control over his production schedule and entitle him to time
extengions,
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£, There les 1little likelihood of mater-
ial or menpower shortages or other factors which would compli-
cate performance of & contract and provide the controctor with
excusable cauvses of delay or make his responsibility for delay
difficult to establish,

g. Liquidated damages are a prevailing
or acceptable practice in the industry involved,

h, The coantractor is not sole source
and not in a position to "hold up" the Government in pricing
the contract because of the liquidated damages,

These conditions inhere in greatest degree in constiruction
work and for that reason liquidated damages are frequently

used in such contracts, They may also aovply to supply contracts,

tHowever, such conditions are less likely to exist in weapon
system procurement ghere sources may be limited and where
congiderable preproduction developrment, vlanning and engineer-
ing may remain to be done, Where the Government's require-
ments are subject to numerous changes during the ccurse of
contract performance becsuse of continued technological devel-
opments, it is difficult to prove or disprove excusable causes
of delay and thus establish the contractor's liability for
damages,

Accordingly, while we agree that liquidated demsges may be
used in appropriate cases, tne extent to which conditicns per-
mit the use of licguidated damages muet be left a matter of
judgrent by the contrazcting officer in each case,

RECCMHFERDATICON

5, The Department of Defense develoo procedures for
requiring all Defense contractors--both prime and

sub--to maintain for inspection by authorized Govern-

ment personnsl complete records of all exnenditures
by or on behalf of the compapy which inure ‘¢ the
benefit or use of revresentatives of the Department
of Defense,

7. The Secretary of Defense take appropriate
action to insure that all personnel engaged in pre-
curement or in a position to exercise influence in
procurement matters shall, in their relations with
private industry, avoild conflicts of interest or
the appearance thereof,
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DEPARTMENT OF DEFINSE COMKENTS

Recommendations 5 and 7 relate to conflicts of interests, It
ie our opinion that the purvoses of these recommendations are
effectively met by the reissuance of a revised DOD Directive
5500.7 on August 8, 1967, which prescribes standards of con-
duct for all DOD employees that are designed to avoid possible
conflicts between private interests and official duties, The
Deputy Secretary of Defense at one time of the reissuance of
the directive addressed a memorandum to all agencies of the
Department calling upon them to re-emrhasize the importance of
evoiding conflicts of interest or the appearance thereof on
the vart of &ll DOD personnel,

The detailed and comnrehensive guidance provided by this dir-
ective constitutes the best means to insure that employees
engaged in procurement, or employed in positions to exercise
influence in procurement matters, avoid conflicts of interests
or theappearance of such conflicts in their relations with
orivate industry. Continuing efforts will be made to assure
that all DCD emploveee, regardless of as:ignment, are made
aware of the existence and imvortance of this guidance and
their resvonsibilities in the light of that guidance,

As you are awere, the guidance yromulgated in DOD Directive
£500.7 has in recent years become more strinzent and more
precise, In its present explicit form, it provides suffici-

ent detailed guidance for both military or civilian personnel.
In the ligzht of the numerous record keeping requirements al-
ready imposed uvon contractors, the Department is hesitant to
impose the additional requirements as contemplated in Recomrend -
ation No. ©. We would, therefore, prefer for the present to
rely upon the continued re-erphasis of this problem in accord-
ance with the terms of the directive itself (See Section XIII.A)
as well as epecisl efforts such as the recent re-issuance to-
gether with an observation of compliance with its terms. If,

at some future time, the reporting requirement appears advie.-
able, it can be imposed.

RECOLNENDATION

6. Specific DOD guidance be given to the Army with
respect to contracts for cos’ effect.veness studies
to assure that the expendit. . of such funds serves
a clear and useful purpose, In the instant case,
cost effectiveness studies were performed after

the contract had been awarded.

DEFARTNENT OF DEFENSE COMMENTS

In July 1965 the Department reissued Directive 32C0.9
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3 establiching the policies governing Concept Formulation and
Contract Definitien in the initiation of Engineering Develop-
ment and Operational Systems Developnent of major vyrojects,

This Directive vprovides among other matters for analytical

EL studies of economic factors as a part of Concept Formulation,

! Such analytical studies include cost effectiveness studies to

! insure that the effectiveness of the new item compares favor-
ably with that of competing items on a DOD-wide basis for the
money to be spent. During Contract Definition where desizn
and engineering are verified sand firm contract and mansgement
planring are performed, a system trade-off studies, similar in
part to cost effectiveness analyses, are to be made, These
analyses are to insure that the ootimum balance between total
cost, schedule and operational effectiveness of the system are
obteined, considering mission and performance characteristics.

The Army advises that the second of two cost effectiveness
studies regarding the rrocurement of LCH was instigated by

the Project Kenager for the purpose of develoning a mathematical
model for evaluating Tuture buys of the helicooter. Consider-
ing the substantial follow-on rrocurement, the decision to con-
duct a second cost effectiveness study appeurs reascnable,
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20 October, 1967.
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